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98TH CONGRESS I REPORT

2d Session HOUSE OF REPRESENTATIVES 98-861

DEFICIT REDUCTION ACT OF 1984

JUNE 23, 1984.-Ordered to be printed

Mr. ROSTENKOWSKI, from the committee of conference,
submitted the following

CONFERENCE REPORT

[To accompany H.R. 4170]

The committee of conference on the disagreeing votes of the two
Houses on the amendment of the House to the amendments of the
Senate to the bill (H.R. 4170) to provide for tax reform, and for
other purposes, having met, after full and free conference, having
agreed to recommend and do recommend to their respective Houses
as follows:

That the Senate recede from its disagreement to the amendment
of the House to the amendment of the Senate to the text of the bill
and agree to the same with an amendment as follows:

In lieu of the matter proposed to be inserted by the House
amendment insert the following:

Be it enacted by the Senate and House of Representatives of the
United States of America in Congress assembled,

SECTION 1. SHORT TITLE.

(a) SHORT TITLE.-This Act may be cited as the "Deficit Reduc-
tion Act of 1984 ".

(b) ACT DIVIDED INTO 2 DivsioNs.-This Act consists of 2 divi-
sions as follows:

(1) DiVISION A.-Tax Reform Act of 1984.
(2) DIVISION B.-Spending Reduction Act of 1984.

DIVISION A-TAX REFORM A CT OF 1984

SEC. 5. SHORT TITLE, ETC.
(a) SHORT TITLE.-This division may be cited as the "Tax Reform

Act of 1984 "
(b) AMENDMENT OF 1984 CODE. -Except as otherwise expressly pro-

vided, whenever in this division an amendment or repeal is ex-
pressed in terms of an amendment to, or repeal of, a section or other
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the reference shall be considered to be made to a section

or other provision of the Internal Revenue Code of 1954.

SEC. 10. TABLE OF CONTENTS.

Section. 1. Short title.

DIVISION A-TAX REFORM ACT OF 1984

Sec. 5. Short title, etc.

TITLE I-TAX FREEZE; TAX REFORMS GENERALLY

Sec. 10. Table of contents.

Subtitle A-Deferral of Certain Tax Reductions

PART I-INCOME TAX PROVISIONS

Sec. 11. Amount of used property eligible for investment tax credit.

Sec. 12. Finance lease provisions.
Sec. 13. Election to expense certain depreciable business assets.

Sec. 14. Employee stock ownership credit.
Sec. 15. Cost-of-living adjustments in pension plan limitations.

Sec. 16. Repeal of partial interest exclusion.
Sec. 17. Foreign earned income of individuals.
Sec. 18. Effective date.

PART II-ESTATE AND GIFT TAX RATES

Sec. 21. Maximum rate.

PART III-ExcISE TAXES

Sec. 25. Tax rate on newly discovered oil.
Sec. 26. Excise tax on communications services.
Sec. 27. Excise tax on distilled spirits.

Subtitle B-Tax-Exempt Entity Leasing

Sec. 31. Denial of tax incentives for property leased to governments and other tax.
exempt entities.

Sec. 32. Motor vehicle operating leases.

Subtitle C-Treatment of Bonds and Other Debt Instruments

Sec. 41. Treatment of bonds and other debt instruments.
Sec. 42. Technical and conforming amendments related to original issue discount

changes.
Sec. 43. Technical and conforming amendments related to treatment of market dis-

count and acquisition discount.
Sec. 44. Effective dates.

Subtitle D-Corporate Provisions

PART I-LIMITATIONS ON DIVIDENDS RECEIVED DEDUCTION

Sec. 51. Dividends received deduction reduced where portfolio stock is debt financed.

Sec. 52. Treatment of dividends from regulated investment companies.
PART Il-TREATMENT OF CERTAIN DISTRIBuTIONS

Sec. 53. Corporate shareholder's basis in stock reduced by nontaxed portion of ex-
traordinary dividends.

Sec. 54. Distribution of appreciated property by corporations.
Sec. 55. Extension of holding period for losses attributable to capital gain dividends

of regulated investment companies or real estate investment trusts.

PART III-MISCELLANEOUS PROVISIONS

Sec. 56. Denial of deductions for certain expenses incurred in connection with short
sales.

Sec. 57. Nonrecognition of gain or loss by corporation on options with respect to its
stock.

Sec. 58. Amendments to accumulated earnings tax.
Sec. 59. Repeal of stock for debt exceptions for purposes of determining income from

discharge of indebtedness.



Sec. 60. Affiliated group defined.
Sec. 61. Provisions relating to earnings and profits.
Sec. 62. 2-year delay in application of the net operating loss rules added by the Tax

Reform Act of 1976.
Sec. 63. Target corporation must distribute assets after reorganization described in

section 368(a)(1)(C).
Sec. 64. Definition of control for purposes of nondivisive reorganizations under sec-

tion 368(a)(1)(D).
Sec. 65. Collapsible corporations.
Sec. 66. Phase-out of graduated rates for large corporations.
Sec. 67. Restrictions on golden parachute payments.
Sec. 68. Increase in reduction in certain corporate preference items from 15 percent to

20 percent.

Subtitle E-Partnership Provisions

Sec. 71. Partnership allocations with respect to contributed property.
Sec. 72. Determination of distributive shares when partner's interest changes.
Sec. 73. Payments to partners for property or certain services.
Sec. 74. Contributions to a partnership of unrealized receivables, inventory items, or

capital loss property.
Sec. 75. Transfers of partnership and trust interests by corporations.
Sec. 76. Application of section 751 in the case of tiered partnerships.
Sec. 77. Section 1031 not applicable to partnership interests; limitation on the period

during which like kind exchanges may be made.
Sec. 78. Elimination of basis strips under section 734(b).
Sec. 79. Overruling of Raphan case.

Subtitle F-Trust Provisions

Sec. 81. Treatment of property distributed in kind.
Sec. 82. Treatment of multiple trusts.

Subtitle G-Accounting Changes

Sec. 91. Certain amounts not treated as incurred before economic performance.
Sec. 92. Treatment of certain deferred payments for use of property or services.
Sec. 93. Amortization of construction period interest and taxes for residential real

property held by corporations.
Sec. 94. Capitalization of start-up expenditures.
Sec. 95. LIFO conformity rules applied on controlled group basis.

Subtitle H-Provisions Relating to Tax Straddles

Sec. 101. Repeal of exception from straddle rules for stock options and certain stock.
Sec. 102. Section 1256 extended to certain options.
Sec. 103. Regulations under section 1092(b).
Sec. 104. Limitation on losses from hedging transactions.
Sec. 105. Clarification that section 1234 applies to options on regulated futures con-

tracts and cash settlement options.
Sec. 106. Wash sale rules to apply to losses on certain short sales.
Sec. 107. Time for identification by taxpayer of certain transactions.
Sec. 108. Treatment of certain losses on straddles entered into before effective date of

Economic Recovery Tax Act of 1981.

Subtitle I-Depreciation

Sec. 111. Recovery period for certain real property extended to 18 years.
Sec. 112. Recapture in case of installment sales.
Sec. 113. Provisions relating to sound recordings and films.
Sec. 114. Definition of section 38 property in sale-leaseback transactions.

Subtitle J-Foreign Provisions

PART I-CHANGES IN SOURCE AND CHARACTER RULES

Sec. 121. Certain amounts treated as derived from United States sources for purposes
of limitation on foreign tax credit.

Sec. 122. Certain amounts treated as interest for purposes of the limitation on the
foreign tax credit.

Sec. 123. Treatment of related person factoring income.



Sec. 124. Treatment of certain transportation income.
Sec. 125. Treatment of certain distributions received by United States-owned foreign

corporations.
Sec. 126. Allocation under section 861 of research and experimental expenditures.

PART I-WITHHOLDING PROVISIONS

Sec. 127. Repeal of 30 percent tax on interest received by foreign persons on certain

portfolio investments.
Sec. 128. Treatment of United States source original issue discount in case of foreign

persons.
Sec. 129. Withholding of tax on dispositions of United States real property interests.

Sec. 130. Treatment of payments to Guam and Virgin Islands corporations.

PART 111-TAXATIoN OF CERTAIN TRANSFERS OF PROPERTY OUTSIDE THE UNITED

STATES

Sec. 131. Taxation of certain transfers of property outside the United States.

PART IV-MISCELLANEOUS FOREIGN CORPORATE PROVISIONS

Sec. 132. Amendments related to foreign personal holding companies.

Sec. 133. Amendments related to section 1248.
Sec. 134. Definition of foreign investment company.
Sec. 135. Application of collapsible corporation rules to foreign corporations.

Sec. 136. Stapled stock; stapled entities.
Sec. 137. Services relating to insurance policies are treated as performed in country of

risk.

PART V-TREATMENT OF ALIEN INDIVIDUALS

Sec. 138. Definition of resident alien and nonresident alien.
Sec. 139. Treatment of community income.

Subtitle K-Reporting, Penalty, and Other Provisions

PART I-PROVISIONS RELATING TO TAX SHELTERS

Sec. 141. Registration of tax shelters.
Sec. 142. Organizers and sellers of potentially abusive tax shelters must keep lists of

investors.
Sec. 143. Increase in penalty for promoting abusive tax shelters; injunction against

aiding or abetting understatement of tax liability.
Sec. 144. Increased rate of interest on substantial underpayments attributable to cer-

tain tax motivated transactions.

PART II-INFORMATION REPORTING PROVISIONS

Sec. 145. Returns relating to mortgage interest received in trade or business from in-
dividuals.

Sec. 146. Returns relating to cash received in trade or business.
Sec. 147. Provisions relating to individual retirement accounts.
Sec. 148. Returns relating to foreclosures and abandonments of security.
Sec. 149. Returns relating to exchanges of partnership interests where unrealized re-

ceivables, etc., involved.
Sec. 150. Statements required in case of certain substitute payments.
Sec. 151. Reporting of State and local refunds not required with respect to non-ite-

mizers.
Sec. 152. Furnishing of TIN under backup withholding.

PART III-OTHER COMPLIANCE PROVISIONS

Sec. 155. Substantiation of charitable contributions; modifications of incorrect valu-
ation penalty.

Sec. 156. Authorization to disregard appraisals of persons penalized for aiding in un-
derstatements of tax liability.

Sec. 157. Limitation on mailing of deposits of taxes.
Sec. 158. Interest on certain additions to tax.
Sec. 159. Penalty for fraudulent withholding exemption certificate or failure to

supply information.
Sec. 160. Application of penalty for frivolous proceedings to pending Tax Court pro-

ceedings.
Sec. 161. Failure to request change of method of accounting.
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Sec. 162. Clarification of change of venue for certain tax offenses.
Sec. 163. Extension of statute of limitations with respect to certain expenditures relat-

ing to contributions in aid of construction.

Subtitle L-Miscellaneous Provisions

Sec. 171. Inclusion of tax benefit items in income.
Sec. 172. Loans with below-market interest rates.
Sec. 173. Eligibility for income averaging.
Sec. 174. Amendments to section 267.
Sec. 175. Amendments to section 1239.
Sec. 176. Recapture of net ordinary losses under section 1231.
Sec. 177. Repeal of exemption from Federal tax of the Federal Home Loan Mortgage

Corporation.
Sec. 178. Special rule relating to sales or exchanges of certain economic interests in

coal between related parties.
Sec. 179. Limitation on amount of depreciation and investment tax credit for luxury

automobiles; limitation where certain property used for personal pur-
poses.

TITLE fl-LIFE INSURANCE PROVISIONS

Sec. 201. Table of sections for part I of subchapter L.

Subtitle A-Taxation of Life Insurance Companies

PART I-AMENDMENT OF SUBCHAPTER L

Sec. 211. Amendment of subchapter L.
Sec. 212. Certain reinsurance agreements.

PART II-EFFECTVE DATE; TRANSITIONAL RULES

SUBPART A-EFFECTIVE DATE

Sec. 215. Effective date.

SUBPART B-TRANSITIONAL RULES

Sec. 216. Reserves computed on new basis; fresh start.
Sec. 217. Other special rules.
Sec. 218. Underpayments of estimated tax for 1984.

Subtitle B-Taxation of Life Insurance Products

Sec. 221. Definition of life insurance contract.
Sec. 222. Treatment of certain annuity contracts.
Sec. 223. Group-term life insurance purchased for employees.
Sec. 224. Treatment of certain exchanges of insurance policies.

Subtitle C-Studies

Sec. 231. Studies.

TITLE III-REVISION OF PRIVATE FOUNDATION PROVISIONS

Sec. 301. Limitations on deduction for contributions to private foundations.
Sec. 302. Exemption for certain operating foundations from excise tax on investment

income.
Sec. 303. Reduction in excise tax on investment income where private foundation

meets certain distribution requirements.
Sec. 304. Amendment to taxes on failure to distribute income.
Sec. 305. Abatement of first tier taxes in certain cases.
Sec. 306. Miscellaneous amendments.
Sec. 307. 5-year extension of requirement to dispose of certain excess holdings attrib-

utable to large gifts and bequests.
Sec. 308. Decreases attributable to stock issuances not to reduce permitted percentage

of holdings where decrease is 2 percent or less.
Sec. 309. Aggregation of stock holdings of private foundation and disqualified per-

sons in applying 95 percent ownership test.
Sec. 310. 5-year period to dispose of excess holdings resulting from certain acquisi-

tions by disqualified persons.
Sec. 311. The conducting of certain games of chance not treated as unrelated trade or

business.



Sec. 312. Tax on self-dealing not to apply to certain stock purchases.
Sec. 313. Person ceases to be substantial contributor after 10 years with no connection

to foundation.
Sec. 314. Technical amendments.

TITLE IV-TAX SIMPLIFICATION

Subtitle A-Revision and Simplification of Estimated Income Tax for Individuals

Sec. 411. Revision of penalty for failure to pay estimated income tax.
Sec. 412. Repeal of requirement of declarations, etc.
Sec. 413. Crediting of income tax overpayment against estimated tax liability.
Sec. 414. Effective dates.

Subtitle B-Domestic Relations
Sec. 421. Treatment of transfers of property between spouses or incident to divorce.
Sec. 422. Tax treatment of alimony and separate maintenance payments.
Sec. 423. Dependency exemption in the case of child of divorced parents, etc.
Sec. 424. Innocent spouse relieved of liability in certain cases.
Sec. 425. Treatment of certain property settlements for purposes of estate and gift

taxes.
Sec. 426. Income from sheltered workshops not taken into account in determining de-

pendency exemption.

Subtitle C-Revision of At-Risk Rules

Sec. 431. Revision of investment credit at-risk rules.
Sec. 432. Exclusion of active businesses of qualified C corporations from at-risk rules,

etc.

Subtitle D-Miscellaneous Treasury Administrative Provisions

PART I PRovisioNs NOT RELATING TO DISTILLED SPIRITs TAX

Sec. 441. Simplification of certain reporting requirements.
Sec. 442. Removal of $1,000,000 limitation on working capital fund.
Sec. 443. Increase in limitation on revolving fund for redemption of real property.
Sec. 444. Removal of $1,000,000 limitation on special authority to dispose of obliga-

tions.
Sec. 445. Secretary of the Treasury authorized to accept gifts and bequests.
Sec. 446. Extension of period for court review of jeopardy assessment where prompt

service not made on the United States.
Sec. 447. Extension of period during which additional tax shown on amended return

may be assessed.
Sec. 448. Treatment of certain guaranteed drafts issued by financial institutions.
Sec. 449. Disclosure of windfall profit tax information to State tax officials.
Sec. 450. Financial reporting of investment tax credits.

PART II-PRovISIONS RELATING TO DISTILLED SPIRITS

Sec. 451. Repeal of occupational tax on manufacturers of stills and condensers; no-
tices of manufacture and set up of stills.

Sec. 452. Allowance of drawback claims even where certain requirements not met.
Sec. 453. Disclosure of alcohol fuel producers to administrators of State alcohol laws.
Sec. 454. Repeal of stamp requirement for distilled spirits.
Sec. 455. Cooking wine may be fortified using distilled spirits.
Sec. 456. Effective dates.

Subtitle E-Tax Court Provisions

Sec. 461. Increase in jurisdictional limit for small cases.
Sec. 462. Annuities to survivors of Tax Court judges.
Sec. 463. Proceedings which may be assigned to commissioners.
Sec. 464. Special trial judges.
Sec. 465. Publicity of Tax Court proceedings.

Subtitle F-Simplification of Income Tax Credits

Sec. 471. Credits grouped together in more logical order.
Sec. 472. Uniform limitation on personal nonrefundable credits.
Sec. 473. Uniform carryover provisions for business-related credits.
Sec. 474. Technical and conforming amendments.



Sec. 475. Effective dates.

Subtitle G-Miscellaneous Simplification Provisions
Sec. 481. Preferred stock eligible under section 1244.
Sec. 482. Medical care deduction allowed for lodging away from home in certain

cases.

Subtitle H-Repeal of Certain Obsolete Provisions
Sec. 491. Termination of rules relating to qualified bond purchase plans and retire-

ment bonds with respect to bonds issued after December 31, 1983.
Sec. 492. Repeal of rules relating to gains from disposition of property used in farm-

ing where farm- losses offset nonfarm income.

TITLE V-EMPLOYEE BENEFIT PROVISIONS

Subtitle A- Welfare Benefit Plans
Sec. 511. Treatment of funded welfare benefit plans.
Sec. 512. Treatment of unfunded deferred benefits.
Sec. 513. Additional requirements for tax-exempt status of certain organizations.

Subtitle B-Provisions Relating to Pension Plans
Sec. 521. Required distributions.
Sec. 522. Rollover of certain partial distributions permitted.
Sec. 523. Treatment of distributions where substantially all contributions are employ-

ee contributions.
Sec. 524. Provisions relating to top-heavy plans.
Sec. 525. Repeal of estate tax exclusion for qualified pension plan benefits.
Sec. 526. Affiliated service groups, employee leasing arrangements, and collective bar-

gaining agreements.
Sec. 527. Provisions relating to cash or deferred arrangements.
Sec. 528. Treatment of certain medical, etc., benefits under section 415.
Sec. 529. Certain alimony treated as compensation.

Subtitle C-Tax Treatment of Fringe Benefits
Sec. 531. Exclusion of certain fringe benefits from gross income.
Sec. 532. Exclusion of certain reductions in tuition from gross income.

Subtitle D-Employee Stock Ownership Plans
Sec. 541. Nonrecognition of gain on stock sold to employee stock ownership plans or

certain cooperatives if qualified replacement property acquired.Sec. 542. Deductibility of certain dividend distributions from employee stock owner-
ship plans.

Sec. 543. Exclusion of interest on loans used to finance acquisition of employer securi-
ties by an ESOP.

Sec. 544. Assumption of estate tax liability by employer stock ownership plan or coop-
erative receiving employer securities.

Sec. 545. Excise tax on certain dispositions of employer securities by employee stock
ownership plans and certain cooperatives.

Subtitle E-Miscellaneous
Sec. 551. Treatment of certain distributions from a qualified terminated plan.
Sec. 552. Partial termination for certain pension plans.
Sec. 553. Distribution requirements for accounts and annuities of an insurer in a re-

habilitation proceeding.
Sec. 554. Extension of time for repayment of qualified refunding loans.
Sec. 555. Technical amendments to the incentive stock option provisions.
Sec. 556. Time for making certain section 83(b) elections.
Sec. 557. Employer and employee benefit association treated as related persons under

section 1239.
Sec. 558. Elimination of retroactive application of amendments made by Multiem-

ployer Pension Plan Amendments Act of 1980.
Sec. 559. Telecommunication employees.
Sec. 560. Study of employee welfare benefit plans.



TITLE VI-TAX-EXEMPT BOND PROVISIONS

Subtitle A-Mortgage Subsidy Bonds

Sec. 611. 4-year extension of mortgage subsidy bond authority.
Sec. 612. Mortgage credit certificates.
Sec. 612. Authority to borrow from Federal Financing Bank.
Sec. 614. Elimination of certain exceptions to the application of the Mortgage Subsidy

Bond Tax Act of 1980.

Subtitle B-Private Activity Bonds

PART I-GENERAL REsTRICTIoNs

Sec. 621. Limitation on aggregate amount of private activity bonds.
Sec. 622. Tax exemption denied where obligation directly or indirectly guaranteed by

Federal Government.
Sec. 623. Aggregate limit per taxpayer for small issue exception.

PART II-ARBTRAGE LIMITATIONS

Sec. 624. Arbitrage on nonpurpose obligations.
Sec. 625. Student loan bond.

PART III-OTHER RESTRICTIONS

Sec. 626. Denial of tax exemption to consumer loan bonds.
Sec. 627. Limitations on acquisitions of land, existing facilities, etc.
Sec. 628. Miscellaneous industrial development bond provisions.
Sec. 629. Certain public utilities treated as exempted persons under section 103(b);

special rules for certain railroads.
Sec. 630. Extension of small issue industrial development bond exception.
Sec. 631. Effective dates.
Sec. 632. Miscellaneous exceptions and special rules.

Subtitle C-Miscellaneous Provisions

Sec. 641. Clarification of treatment of certain exemptions for purposes of the Federal
estate and gift taxes.

Sec. 642. Reports with transfers of public housing bonds.
Sec. 643. Tax-exempt status of obligations of certain educational organizations.
Sec. 644. Local furnishing of electricity or gas.
Sec. 645. Local furnishing of electricity or gas where facility initially authorized by

Federal Government.
Sec. 646. Treasury Department decisions affecting tax-exempt bonds.
Sec. 64 7. Special rule for possessions and District of Columbia.
Sec. 648. Special arbitrage rule.

TITLE VII-TECHNICAL CORRECTIONS

Subtitle A-Amendments Related to the Tax Equity and Fiscal Responsibility Act of
1982

Sec. 711. Technical corrections of provisions relating to individuals.
Sec. 712. Technical corrections of provisions primarily relating to businesses.
Sec. 713. Technical corrections of pension provisions.
Sec. 714. Miscellaneous provisions.
Sec. 715. Effective date.

Subtitle B-Amendments Related to Subchapter S Revision Act of 1982; Etc.

Sec. 721. Technical corrections of Subchapter S Revision Act of 1982.
Sec. 722. Miscellaneous provisions.

Subtitle C-Amendments Relating to Highway Revenue Act of 1982

Sec. 731. Value of used components furnished by first user not taken into account in
determining price.

Sec. 732. Clarification of application of gasoline excise tax to gasohol, etc.
Sec. 733. Certain chain operators of retail gasoline stations treated as producers.
Sec. 734. Other technical amendments.
Sec. 735. Repeal of certain provisions made obsolete by Highway Revenue Act of 1982.
Sec. 736. Effective date.
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TITLE VIII-FOREIGN SALES CORPORATIONS

Sec. 801. Foreign sales corporations.
Sec. 802. Interest charge DISC.
Sec. 803. Taxable year of DISC and FSC required to conform to taxable year of ma-

jority shareholder.
Sec. 804. Reporting requirements.
Sec. 805. Effective date; transition rules.

TITLE IX-HIGHWA Y REVENUE PROVISIONS

Subtitle A-Provisions Relating to Heavy Vehicle Use Tax

Sec. 901. Reduction of heavy vehicle use tax.
Sec. 902. Special rule for trucks used in logging.
Sec. 903. Special rule for certain agricultural vehicles.

Subtitle B-Provisions Relating to Fuel Taxes

Sec. 911. Increase in diesel fuel tax.
Sec. 912. Decrease in tax imposed on gasohol.
Sec. 913. Modification of tax imposed on methanol and ethanol.
Sec. 914. Extension of reduction in tax for fuel used by taxicabs.
Sec. 915. 3 cent tax on diesel fuel, etc., used in certain busses.

Subtitle C-Temporary Reduction in Retail Tax on Certain Piggyback Trailers

Sec. 921. Temporary reduction in tax.

Subtitle D-Studies

PART I-STUDIES RELATING TO HEAVY VEHICLE USE TAX

Sec. 931. Whether heavy vehicles bear fair share of highway costs.
Sec. 932. Trans-border trucking.
Sec. 933. Weight-distance taxes.
Sec. 934. Reports, etc.

PART II-OTHER STUDIES

Sec. 935. Study of reduced fuel taxes for taxicabs.
Sec. 936. Study of piggyback trailers.

TITLE X-MISCELLANEOUS REVENUE PROVISIONS

Subtitle A-Capital Gains and Losses

Sec. 1001. Decrease in holding period required for long-term capital gain treatment.
Sec. 1002. Repeal of special rule for pre-1970 losses.

Subtitle B-Excise Tax Provisions

PART I-BOATING SAFETY AND SPORT FISH RESTORATION

SUBPART A-BOATING SAFETY AMENDMENTS

Sec. 1010. Policy.
Sec. 1011. General amendments to title 46.
Sec. 1012. Authorization of funds for boating safety.
Sec. 1013. Effective date.

SUBPART B-SPORT FISH RESTORATION PROGRAM

Sec. 1014. Amendments to the sport fish restoration program.

Subpart C-Taxes on Sales of Sport Fishing Equipment, Etc.

Sec. 1015. Tax on sale of sport fishing equipment.
Sec. 1016. Establishment of Aquatic Resources Trust Fund.
Sec. 1017. Tax on certain arrows.

PART 1I-OTHER EXCISE TAXES

Sec. 1018. Exemption from aviation excise tax for certain helicopter operations.
Sec. 1019. Technical amendments to the Hazardous Substance Response Revenue Act

of 1980.
Sec. 1020. Floor stock refund for cigarettes.
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Subtitle C-Estate and Gift Tax Provisions

Sec. 1021. Deferral of estate taxes for interest in holding company which owns stock
in closely held operating company.

Sec. 1022. Permanent rules for reforming governing instruments creating charitable
remainder trusts and other charitable interests.

Sec. 1023. Alternate valuation election available only where it results in reduction of

gross estate and estate tax.
Sec. 1024. Alternate valuation election available on certain late returns.
Sec. 1025. Modification of election or agreement under section 2032A.
Sec. 1026. No gain recognized from net gifts made before March 4, 1981.
Sec. 1027. Marital deduction for a usufruct.
Sec. 1028. Credit against estate tax for transfers to Toiyabe National Forest.

Subtitle D-Charitable Contributions and Exempt Organizations

Sec. 1021. Increase in charitable volunteer mileage.
Sec. 1032. Certain organizations providing child care included within the definition

of tax-exempt organizations.
Sec. 1033. Restrictions on church tax inquiries and examinations.
Sec. 1034. Acquisition indebtedness of certain educational institutions.
Sec. 1035. Transitional rule relating to the definition of qualified conservation con-

tributions.

Subtitle E-Income Tax Credits

Sec. 1041. 1-year extension of targeted jobs credit.
Sec. 1042. Increase in earned income credit.
Sec. 1043. Alternative test for definition of qualified rehabilitated building.

Subtitle F-Miscellaneous Housing Provisions

Sec. 1051. Disaster loss deduction where taxpayer ordered to demolish or relocate resi-
dence in disaster area because of disaster.

Sec. 1052. Allocation of expenses to parsonage allowances.
Sec. 1053. Armed Forces overseas quarters.
Sec. 1054. Treatment of home won in local radio contest and specially designed for

handicapped foster child.

Subtitle G-Extension of Existing Provisions and Transition Rules

Sec. 1061. Extension of Payment-in-Kind Tax Treatment Act of 1983 to wheat for
1984 crop year.

Sec. 1062. Extension of increased deduction for eliminating architectural and trans-
portation barriers to the handicapped.

Sec. 1062. Permanent disallowance of deduction for expenses of demolition of certain
structures.

Sec. 1064. Amortization of expenditures to rehabilitate low-income rental housing.
Sec. 1065. Rules treating Indian tribal governments as States made permanent.
Sec. 1066. Transitional rule for treatment of certain income from S corporations.
Sec. 1067. Special leasing rules for certain coal gasification facilities.

Subtitle H-Additional Provisions

Sec. 1071. Tax treatment of regulated investment companies.
Sec. 1072. Technical modifications to tip reporting requirements.
Sec. 1073. Tips treated as wages for purposes of Federal unemployment tax.
Sec. 1074. Exclusion of certain services from the Federal Unemployment Tax Act.
Sec. 1075. Taxation of unemployment compensation not to apply to compensation

paid for weeks of unemployment ending before December 1, 1978.
Sec. 1076. Exclusion from gross income of cancellations of certain student loans.
Sec. 1077. Migratory bird hunting stamps.
Sec. 1078. Exclusion from gross income of payments from the United States Forest

Service as a result of restricting motorized traffic in the boundary
waters canoe area.

Sec. 1079. Tax exemption of corporations organized under Acts of Congress.

Subtitle I-Studies

Sec. 1081. Study of alternative income tax systems.
Sec. 1082. Study of taxation by foreign countries on services performed in the United

States.



Subtitle A-Deferral of Certain Tax
Reductions

PART I-INCOME TAX PRO VISIONS
SEC, 11. AMOUNT OF USED PROPERTY ELIGIBLE FOR INVESTMENT TAX

CREDIT.

(a) GENERAL RuLE.-Subparagraph (A) of section 48(c)(2) (relating
to dollar limitation on amount of used section 38 property) is
amended-

(1) by striking out "$150,000 ($125,000 for taxable years begin-
ning in 1981, 1982, 198, or 1984)" and inserting in lieu thereof
"$125,000 ($150,000 for taxable years beginning after 1987)",
and

(2) by striking out "$150,000 (or $125,000" each place it ap-
pears and inserting in lieu thereof "$125,000 (or $150,000".

(b) TECHNICAL AMENDMENT.-Subparagraph (B) of section 48(c)(2)
is amended by striking out "$75,000 ($62,500 for taxable years begin-
ning in 1981, 1982, 1983, or 1984)" and inserting in lieu thereof
"$62,500 ($75,000 for taxable years beginning after 1987)".
SEC. 12. FINANCE LEASE PROVISIONS.

(a) FOUR- YEAR DEFERRAL OF FINANCE LEASE PROVISIONS. -
(1) IN GENERAL.-Subparagraph (A) of section 209(d)(1) of the

Tax Equity and Fiscal Responsibility Act of 1982 is amended by
striking out "December 31, 1983" and inserting in lieu thereof
"December 31, 1987".

(2) FINANCE LEASE PROVISIONS CONTINUE TO APPLY TO FARM
PROPERTY.-Clause (i) of section 209(d)(1)(B) of such Act is
amended by striking out "January 1, 1984" and inserting in
lieu thereof "January 1, 1988".

(3) TECHNICAL AMENDMENTS. -

(A) Subclause (I) of section 168(f)(8)(B)(ii) (relating to re-
quirement that only 40 percent of lessee's property may be
treated as qualified), as amended by section 209 of the Tax
Equity and Fiscal Responsibility Act of 1982, is amended
by striking out "1986" and inserting in lieu thereof "1990".

(B) Paragraph (4) of section 168(i) (relating to limita-
tions), as so amended, is amended by striking out "1985"
each place it appears and inserting in lieu thereof "1989".

(b) TERMINATION OF SAFE HARBOR LEASING RULES. -Paragraph
(8) of section 168(f) of the Internal Revenue Code of 1954 (relating to
special rules for leasing), as in effect after the amendments made by
section 208 of the Tax Equity and Fiscal Responsibility Act of 1982
but before the amendments made by section 209 of such Act, shall
not apply to agreements entered into after December 31, 1983. The
preceding sentence shall not apply to property described in para-
graph (3)(G) or (5) of section 208(d) of such Act.

(c) TRANSITIONAL RULES.-
(1) IN GENERAL.-The amendments made by subsection (a)

shall not apply with respect to any property if-
(A) a binding contract to acquire or to construct such

property was entered into by or for the lessee before March
7, 1984, or



(B) such property was acquired by the lessee, or the con-

struction of such property was begun, by or for the lessee,

before March 7, 1984.
(2) SPECIAL RULE FOR CERTAIN AUTOMOTIVE PROPERTY.-

(A) IN GENERAL.-The amendments made by subsection

(a) shall not apply to property which is placed in service

before January 1, 1988-
(i) which is automotive manufacturing property, and
(ii) with respect to which the lessee is a qualified

lessee (within the meaning of section 208(d)(6) of the
Tax Equity and Fiscal Responsibility Act of 1982).

(B) $150,000,000 LIMITATION.-The provisions of subpara-

graph (A) shall not apply to any agreement if the sum of-
(i) the cost basis of the property subject to the agree-

ment, plus
(ii) the cost basis of any property subject to an agree-

ment to which subparagraph (A) previously applied
and with respect to which the lessee was the lessee
under the agreement described in clause (i) (or any re-
lated person within the meaning of section 168(e)(4)(D)
of the Internal Revenue Code of 1954),

exceeds $150,000,000.
(C) AUTOMOTIVE MANUFACTURING PROPERTY.-For pur-

poses of this, paragraph, the term "automotive manufactur-
ing property means-

(i) property used principally by the taxpayer directly
in connection with the trade or business of the taxpay-
er of the manufacturing of automobiles or trucks (other
than truck tractors) with a gross vehicle weight of
13,000 pounds or less,

(ii) machinery, equipment, and special tools of the
type included in former depreciation range guideline
classes 37.11 and 37.12, and

(iii) any special tools owned by the taxpayer which
are used by a vendor solely for the production of com-
ponent parts for sale to the taxpayer.

(3) SPECIAL RULE FOR CERTAIN CONGENERATION FACILITIES.-

The amendments made by subsection (a) shall not apply with
respect to any property which is part of a coal-fired cogeneration
facility-

(A) for which an application for certification was filed
with the Federal Energy Regulatory Commission on Decem-
ber 30, 1983,

(B) for which an application for a construction permit
was filed with a State environmental protection agency on
February 20, 1984, and

(C) which is placed in service before January 1, 1988.

SEC. 13. ELECTION TO EXPENSE CERTAIN DEPRECIABLE BUSINESS ASSETS.

Paragraph (1) of section 179(b) (relating to dollar limitation) is
amended by striking out the table contained therein and inserting
in lieu thereof the following:
"If the taxable year begins in: The applicable amount is:

1983, 1984, 1985, 1986, or 1987 ...................................................................... $5,000
1988 or 1989 ...................................................................................................... 7.500



"If the taxable year begins in: The applicable amount is:
1990 or thereafter ............................................................................................. 10,000."

SEC. 14. EMPLOYEE STOCK OWNERSHIP CREDIT.

Subparagraph (B) of section 44G(a)(2) (relating to employee stock
ownership credit), as in effect before the amendments made by title
IV of this Act, is amended by striking out the table contained there-
in and inserting in lieu thereof the following:
"For aggregate compensation paid or accrued during a portion The applicable

of the taxable year occurring in calendar year: percentage is:
198, 1984, 1985, 1986, or 1987 .............................................................. 0.5
1988 or thereafter ................................................................................. .0."

SEC. 15. COST-OF-LIVING ADJUSTMENTS IN PENSION PLAN LIMITATIONS.

(a) GENERAL RuLE.-Paragraph (3) of section 415(d) (relating to
freeze on adjustment to defined contribution and benefit plan
limits) is amended by striking out "January 1, 1986" and inserting
in lieu thereof "January 1, 1988".

(b) TECHNICAL AMENDMENT.-Subparagraph (A) of section
415(d)(2) (defining base periods), as amended by section 235(b)(2)(B)
of the Tax Equity and Fiscal Responsibility Act of 1982, is amended
by striking out "October 1, 1984" and inserting in lieu thereof "Oc-
tober 1, 1986".
SEC. 16. REPEAL OF PARTIAL INTEREST EXCLUSION.

(a) GENERAL RuLE.-Subsections (a) and (c) of section 302 of the
Economic Recovery Tax Act of 1981 are hereby repealed, and the In-
ternal Revenue Code of 1954 shall be applied and administered as if
such subsections (and the amendments made by such subsections)
had not been enacted.

(b) CONFORMING AMENDMENT. -Paragraph (1) of section 57(a) is
amended to read as follows:

"(1) EXCLUSION OF DIVIDENDS.-Any amount excluded from
gross income for the taxable year under section 116."

SEC. 17. FOREIGN EARNED INCOME OF INDIVIDUALS.

Subparagraph (A) of section 911(b)(2) (relating to limitation on
foreign earned income) is amended by striking out the table con-
tained therein and inserting in lieu thereof the following:
"In the case of taxable years beginning in: The annual rate is:

1983, 1984, 1985, 1986, or 1987 .............................................................. $80,000
1988 ............................................................................................................ 85,000
1989 ............................................................................................................ 90 ,000
1990 and thereafter ................................................................................. 95, 000."

SEC. 18. EFFECTIVE DATE.

(a) GENERAL RULE.-The amendments made by this part shall
apply to taxable years ending after December 31, 1983.

(b) SPECIAL RULE FOR SECTION 14.-The amendment made by sec-
tion 14 shall not apply in the case of a tax credit employee stock
ownership plan if-

(1) such plan was favorably approved on September 23, 1983,
by employees, and

(2) not later than January 11, 1984, the employer of such em-
ployees was 100 percent owned by such plan.



PART lI-ESTATE AND GIFT TAX RATES

SEC. 21. MAXIMUM RATE.
(a) GENERAL RuLE.-Paragraph (2) of section 2001(c) (relating to

phase-in of 50 percent maximum rate) is amended-
(1) by striking out "1985", in subparagraph (A) and inserting

in lieu thereof "1988", and
(2) by striking out "1984" each place it appears in subpara-

graph (D) and inserting in lieu thereof "1984, 1985, 1986, or
1987."

(b) EFFECTIVE DATE.-The amendments made by subsection (a)
shall apply to the estates of decedents dying after, and gifts made
after, December 31, 1983.

PART III-EXCISE TAXES

SEC. 25. TAX RATE ON NEWLY DISCOVERED OIL.
(a) GENERAL RuLE. -Subparagraph (B) of section 4987(b)(3) (relat-

ing to rate of tax on newly discovered oil) is amended by striking
out the table contained therein and inserting in lieu thereof the fol-
lowing:
"For taxable periods beginning in: The applicable percentage is:

1984, 1985, 1986, or 1987 ........................................................................ 22'
1988 ..................................................................................................... .... 20
1989 and thereafter ................................................................................. 15."

(b) CONTINUATION OF PERCENTAGE DEPLETION FOR OIL AND GAS
FROM SECONDARY OR TERTIARY PROCESS.-

(1) Paragraph (2) of section 613A(c) (relating to exemption for
independent producers and royalty owners) is amended by strik-
ing out the last sentence.

(2) Subparagraph (A) of section 613A(c)(3) (defining depletable
oil quantity) is amended by adding at the end thereof the fol-
lowing new sentence:

"Clause (ii) shall not apply after December 31, 1983."
(3) Subparagraph (E) of section 613A(c)(7) is amended by

adding at the end thereof the following new sentence: "This
subparagraph shall not apply after December 31, 1983."

(4) Subparagraph (A) of section 613A(c)(9) (relating to transfer
of oil or gas property) is amended by striking out "paragraph
(1)" and inserting in lieu thereof "this subsection ".

(c) Effective Dates.-
(1) SUBSECTION (a).-The amendment made by subsection (a)

shall apply to taxable periods beginning after December 31,
1983.

(2) SUBSECTION (b).-The amendments made by subsection (b)
shall take effect on January 1, 1984.

SEC. 26. EXCISE TAX ON COMMUNICATIONS SERVICES.
Paragraph (2) of section 4251(b) (relating to rate of tax on commu-

nications services) is amended by striking out the table contained
therein and inserting in lieu thereof the following:

The applicable
"With respect to amount paid pursuant to bills first rendered, percentage is:During 198, 1984, 1985, 1986, or 1987 ........................................... .. 3

During 1988 or thereafter .............................................................. ..... . .0."

Sec. 27. EXCISE TAX ON DISTILLED SPIRITS.

(a) IMPOSITION OF TAX. -



(1) IN GENERAL.-Paragraphs (1) and (3) of section 5 0 01(a) (re-
lating to rate of tax on distilled spirits) are each amended by
striking out "$10.50" and inserting in lieu thereof "$12.50".

(2) TECHNICAL AMENDMENT.-Paragraphs (1) and (2) of section
5010(a) (relating to credit for wine content and for flavors con-
tent) are each amended by striking out "$10.50" and inserting
in lieu thereof "$12.50".

(b) FLOOR STOCKS TAXES ON DISTILLED SPIRITS.-
(1) IMPOSITION OF TAx.-On distilled spirits on which tax was

imposed under section 5001 or 7652 of the Internal Revenue
Code of 1954 before October 1, 1985, and which were held on
such date for sale by any person, there shall be imposed a tax at
the rate of $2.00 for each proof gallon and a proportionate tax
at the like rate on all fractional parts of a proof gallon.

(2) EXCEPTION FOR CERTAIN SMALL WHOLESALE OR RETAIL
DEALERS.-No tax shall be imposed by paragraph (1) on dis-
tilled spirits held on October 1, 1985, by any dealer if-

(A) the aggregate liquid volume of distilled spirits held
by such dealer on such date does not exceed 500 wine gal-
lons, and

(B) such dealer submits to the Secretary (at the time and
in the manner required by the Secretary) such information
as the Secretary shall require for purposes of this para-
graph.

(2) CREDIT AGAINST TAx.-Each dealer shall be allowed as a
credit against the taxes imposed by paragraph (1) an amount
equal to $800. Such credit shall not exceed the amount of taxes
imposed by paragraph (1) for which the dealer is liable.

(4) LIABILITY FOR TAX AND METHOD OF PA YMENT.-
(A) LIABILITY FOR TAx.-A person holding distilled spir-

its on October 1, 1985, to which the tax imposed by para-
graph (1) applies shall be liable for such tax.

(B) METHOD OF PAYMENT.-The tax imposed by para-
graph (1) shall be paid in such manner as the Secretary
shall by regulations prescribe.

(C) TIME FOR PA YMENT. -
(i) IN GENERAL.-Except as provided in clause (ii),

the tax imposed by paragraph (1) shall be paid on or
before April 1, 1986.

(ii) INSTALLMENT PAYMENT OF TAX IN CASE OF SMALL
OR MIDDLE-SIZED DEALERS. -In the case of any small or
middle-sized dealer, the tax imposed by paragraph (1)
may be paid in 3 equal installments due as follows:

(I) The first installment shall be paid on or
before April 1, 1986.

(II) The second installment shall be paid on or
before July 1, 1986.

(III) The third installment shall be paid on or
before October 1, 1986.

If the taxpayer does not pay any installment under this
clause on or before the date prescribed for its payment,
the whole of the unpaid tax shall be paid upon notice
and demand from the Secretary.
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(iii) SMALL OR MIDDLE-SIZED DEALER.-For purposes

of clause (ii), the term "small or middle-sized dealer"

means any dealer if the aggregate gross sales receipts of

such dealer for its most recent taxable year ending

before October 1, 1985, does not exceed $500,000.

(5) CONTROLLED GROUPS.-

(A) CONTROLLED GROUPS OF CORPORATIONS.-In the case

of a controlled group-
(i) the 500 wine gallon amount specified in para-

graph (2),
(ii) the $800 amount specified in paragraph (3), and

(iii) the $500,000 amount specified in paragraph
(4)(C)5i i),

shall be apportioned among the dealers who are component

members of such group in such manner as the Secretary

shall by regulations prescribe. For purposes of the preceding

sentence, the term "controlled group" has the meaning
given to such term by subsection (a) of section 1563 of the

Internal Revenue Code of 1954; except that for such pur-
poses the phrase "more than 50 percent" shall be substitut-
ed for the phrase "at least 80 percent" each place it appears
in such subsection.

(B) NONINCORPORATED DEALERS UNDER COMMON CON-

TROL.-Under regulations prescribed by the Secretary, prin-
ciples similar to the principles of subparagraph (A) shall
apply to a group of dealers under common control where 1

or more of such dealers is not a corporation.
(6) OTHER LAWS APPLICABLE.-All provisions of law, includ-

ing penalties, applicable with respect to the taxes imposed by
section 5001 of the Internal Revenue Code of 1954 shall, insofar
as applicable and not inconsistent with the provisions of this
subsection, apply in respect of the taxes imposed by paragraph
(1) to the same extent as if such taxes were imposed by such sec-
tion 5001.

(7) DEFINITIONS AND SPECIAL RULES.-For purposes of this
subsection-

(A) DEALER.-The term "dealer" means-
(i) any wholesale dealer in liquors (as defined in sec-

tion 5112(b) of the Internal Revenue Code of 1954), and
(ii) any retail dealer in liquors (as defined in section

5122(a) of such Code).
(B) DISTILLED SPIRITS.-The term "distilled spirits" has

the meaning given such term by section 5002(a)(8) of the In-
ternal Revenue Code of 1954.

(C) PERSON.-The term 'person" includes any State or po-
litical subdivision thereof, or any agency or instrumentality
of a State or political subdivision thereof

(D) SECRETARY.-The term "Secretary" means the Secre-
tary of the Treasury or his delegate.

(E) TREATMENT OF IMPORTED PERFUMES CONTAINING DIS-

TILLED SPIRITS.-Any article described in section 5001(a)(3)
of such Code shall be treated as distilled spirits; except
that the tax imposed by paragraph (1) shall be imposed on
a wine gallon basis in lieu of a proof gallon basis. To the



extent provided in regulations prescribed by the Secretary,
the preceding sentence shall not apply to any article held
on October 1, 1985, on the premises of a retail establish-
ment.

(c) REQUIREMENT OF ELECTRONIC FUNDS TRANSFER FOR ALCOHOL

AND TOBACCO EXCISE TAXES.-
(1) ALCOHOL TAXEs.-Section 5061 (relating to method of col-

lecting tax on distilled spirits) is amended by adding at the end
thereof the following new subsection:

"(e) PAYMENT BY ELECTRONIC FUND TRANSFER.-

"(1) IN GENERAL.-Any person who in any 12-month period
ending December 31, was liable for a gross amount equal to or
exceeding $5,000,000 in taxes imposed on distilled spirits, wines,
or beer by sections 5001, 5041, and 5051 (or 7652), respectively,
shall pay such taxes during the succeeding calendar year by
electronic fund transfer to a Federal Reserve Bank.

"(2) ELECTRONIC FUND TRANSFER.-The term 'electronic fund
transfer' means any transfer of funds, other than a transaction
originated by check, draft, or similar paper instrument, which
is initiated through an electronic terminal, telephonic instru-
ment, or computer or magnetic tape so as to order, instruct, or
authorize a financial institution to debit or credit an account."

(2) TOBACCO TAXES. -Subsection (b) of section 5703 (relating to
method of payment of tobacco taxes) is amended by adding at
the end thereof the following new paragraph:

"(3) PAYMENT BY ELECTRONIC FUND TRANSFER.-Any person
who in any 12-month period, ending December 31, was liable
for a gross amount equal to or exceeding $5,000,000 in taxes im-
posed on tobacco products and cigarette papers and tubes by sec-
tion 5701 (or 7652) shall pay such taxes during the succeeding
calendar year by electronic fund transfer (as defined in section
5061(e)(2)) to a Federal Reserve Bank."

(d) EFFECTIVE DATES.-
(1) IN GENERAL.-Except as provided in paragraph (2), the

amendments made by this section shall take effect on October 1,
1985.

(2) ELECTRONIC TRANSFER PROVISIONS.-The amendments
made by subsection (c) shall apply to taxes required to be paid
on or after September 30, 1984.

Subtitle B-Tax-Exempt Entity Leasing

SEC. 31. DENIAL OF TAX INCENTIVES FOR PROPERTY LEASED TO GOVERN.
MENTS AND OTHER TAX-EXEMPT ENTITIES.

(a) GENERAL RULE.-Section 168 (relating to accelerated cost re-
covery system) is amended by redesignating subsection () as subsec-
tion (k) and by inserting after subsection (i) the following new sub-
section:

"() PROPERTY LEASED TO GOVERNMENTS AND OTHER TAX-EXEMPT

ENTITIES.-

"(1) IN GENERAL. -Notwithstanding any other provision of

this section, the deduction allowed under subsection (a) (and

any other deduction allowable for depreciation or amortization)



for any taxable year with respect to tax-exempt use property

shall be determined-
"(A) by using the straight-line method (without regard to

salvage value), and
"(B) by using a recovery period determined under the fol-

lowing table: The recovery period
"In the case of- shall be:

(I) Property not described The present class life
in subclause (II) or sub-
clause (III).

(II) Personal property with 12 years
no present class life.

(III) 15-year real property.. 40 years
"(2) OPERATING RULES.-

"(A) RECOVERY PERIOD MUST AT LEAST EQUAL 125 PER-
CENT OF LEASE TERM.-In the case of any tax-exempt use
property, the recovery period used for purposes of paragraph
(1) shall not be less than 125 percent of the lease term.

"(B) CONVENTIONS. -
"(i) PROPERTY OTHER THAN 15-YEAR REAL PROPER-

TY.-In the case of property other than 15-year real
property, the half-year convention shall apply for pur-
poses of paragraph (1).

"(ii) 15-YEAR REAL PROPERTY.-In the case of 15-year
real property, the amount determined under paragraph
(1) shall be determined on the basis of the number of
months in the year in which the property is in service.

"(C) EXCEPTION WHERE LONGER RECOVERY PERIOD AP-
PLIES. -Paragraph (1) shall not apply to any recovery prop-
erty if the recovery period which applies to such property
(without regard to this subsection) exceeds the recovery
period for such property determined under this subsection.

"(D) DETERMINATION OF CLASS FOR REAL PROPERTY
WHICH IS NOT RECOVERY PROPERTY.-In the case of any real
property which is not recovery property, for purposes of this
subsection, the determination of whether such property is
15-year real property shall be made as if such property were
recovery property.

"(E) COORDINATION WITH SUBSECTION (f)(12).-Paragraph
(12) of subsection (f) shall not apply to any tax-exempt use
property to which this subsection applies.

"(F) 18-YEAR REAL PROPERTY.-For purposes of this sec-
tion, the term '15-year real property' includes '18-year real
property'.

"(3) TAX-EXEMPT USE PROPERTY.-For purposes of this subsec-
tion-

"(A) PROPERTY OTHER THAN 15-YEAR REAL PROPERTY.--
Except as otherwise provided in this subsection, the term
'tax-exempt use property' means that portion of any tangi-
ble property (other than 15-year real property) leased to a
tax-exempt entity.

"(B) 15-YEAR REAL PROPERTY.-
"(i) IN GENERAL.-In the case of 15-year real proper-

ty, the term 'tax-exempt use property' means that por-



tion of the property leased to a tax-exempt entity in a
disqualified lease.

"(ii) DISQUALIFIED LEASE.-For purposes of this sub-
paragraph, the term 'disqualified lease' means any
lease of the property to a tax-exempt entity, but onlyif-

"(i) part or all of the property was financed (di-
rectly or indirectly) by an obligation the interest on
which is exempt from tax under section 103 and
such entity (or a related entity) participated in
such financing,

"(II) under such lease there is a fixed or deter-
minable price purchase or sale option which in-
volves such entity (or a related entity) or there is
the equivalent of such an option,

"(III) such lease has a lease term in excess of 20
years, or

"(IV) such lease occurs after a sale (or other
transfer) of the property by, or lease of the property
from, such entity (or a related entity) and such
property has been used by such entity (or a related
entity) before such sale (or other transfer) or lease.

"(iii) 35-PERCENT THRESHOLD TEST.-Clause (i) shall
apply to any property only if the portion of such proper-
ty leased to tax-exempt entities in disqualified leases is
more than 35 percent of the property.

"(iv) TREATMENT OF IMPROVEMENTS.-For purposes
of this subparagraph, improvements to a property
(other than land) shall not be treated as a separate
property.

"(v) LEASEBACKS DURING 1ST 3 MONTHS OF USE NOT
TAKEN INTO ACCOUNT.-Subclause (IV) of clause (ii)
shall not apply to any property which is leased within
3 months after the date such property is first used by
the tax-exempt entity (or a related entity).

"(C) EXCEPTION FOR SHORT-TERM LEASES.-
"(i) IN GENERAL. -Property shall not be treated as

tax-exempt use property merely by reason of a short-
term lease.

"(ii) SHORT-TERM LEASE.-For purposes of clause (i),
the term 'short-term lease' means any lease the term of
which is-

"(I) less than 3 years, and
"(II) less than the greater of I year or 30 percent

of the property s present class life.
In the case of 15-year real property and property with
no present class life, subclause (II) shall not apply.

"(D) EXCEPTION WHERE PROPERTY USED IN UNRELATED
TRADE OR BUSINESS.-The term 'tax-exempt use property'
shall not include any portion of a property if such portion
is predominantly used by the tax-exempt entity (directly or
through a partnership of which such entity is a partner) in
an unrelated trade or business the income of which is sub-
ject to tax under section 511.



"(4) TAX-EXEMPT ENTITY.-
"(A) IN GENERAL-For purposes of this subsection, the

term 'tax-exempt entity' means-
"(i) the United States, any State or political subdivi-

sion thereof, any possession of the United States, or any
agency or instrumentality of any of the foregoing,

"(ii) an organization (other than a cooperative de-
scribed in section 521) which is exempt from tax im-
posed by this chapter, and

"(iii) any foreign person or entity.
"(B) EXCEPTIONS FOR CERTAIN PROPERTY USED BY FOR-

EIGN PERSON OR ENTITY. -

"(i) INCOME FROM PROPERTY SUBJECT TO UNITED

STATES TAx.-Clause (iii) of subparagraph (A) shall not
apply with respect to any property if more than 50 per-
cent of the gross income for the taxable year derived by
the foreign person or entity from the use of such proper-
ty is-

"(I) subject to tax under this chapter, or
"(II) included under section 951 in the gross

income of a United States shareholder for the tax-
able year with or within which ends the taxable
year of the controlled foreign corporation in which
such income was derived.

For purposes of the preceding sentence, any exclusion or
exemption shall not apply for purposes of determining
the amount of the gross income so derived, but shall
apply for purposes of determining the portion of such
gross income subject to tax under this chapter.

"(ii) MOVIES AND SOUND RECORDINGS. -Clause (iii) of
subparagraph (A) shall not apply with respect to any
qualified film (as defined in section 48(k)(1)(B)) or any
sound recording (as defined in section 48(r)).

"(C) FOREIGN PERSON OR ENTITY.-For purposes of this
paragraph, the term 'foreign person or entity' means-

(i) any foreign government, any international orga-
nization, or any agency or instrumentality of any of the
foregoing, and

"(ii) any person who is not a United States person.
Such term does not include any foreign partnership or
other foreign pass-thru entity.

"(D) TREATMENT OF CERTAIN TAXABLE INSTRUMENTAL-
ITIES.-For purposes of this subsection and paragraph (5) of
section 48(a), a corporation shall not be treated as an in-
strumentality of the United States or of any State or politi-
cal subdivision thereof if-

"(i) all of the activities of such corporation are sub-
ject to tax under this chapter, and

"(ii) a majority of the board of directors of such cor-
poration is not selected by the United States or any
State or political subdivision thereof

"(E) CERTAIN PREVIOUSLY TAX-EXEMPT ORGANIZATIONS.-
"(i) IN GENERAL.-For purposes of this subsection

and paragraph (4) of section 48(a), an organization



shall be treated as an organization described in sub-
paragraph (A)(ii) with respect to any property of which
such organization is the lessee if such organization was
an organization (other than a cooperative described in
section 521) exempt from tax imposed by this chapter at
any time during the 5-year period ending on the date
such property was first leased to such organization.
The preceding sentence shall not apply to the Federal
Home Loan Mortgage Corporation.

"(ii) ELECTION NOT TO HAVE CLAUSE (i) APPLY.-
"(I) IN GENERAL.-In the case of an organization

formerly exempt from tax under section 501(a) as
an organization described in section 501(c)(12),
clause (i) shall not apply to such organization with
respect to any property of which such organization
is the lessee if such organization elects not to be
exempt from tax under section 501(a) during the
tax-exempt use period with respect to such proper-
ty.

"(II) TAX-EXEMPT USE PERIOD.-For purposes of
subclause (I), the term 'tax-exempt use period'
means the period beginning with the taxable year
in which the property described in subclause (I) is
placed in service and ending with the close of the
15th taxable year following the last taxable year of
the recovery period of such property.

"(III) ELECTION.-Any election under subclause
(I), once made, shall be irrevocable.

"(iii) TREATMENT OF SUCCESSOR ORGANIZATIONS.-

Any organization which is engaged in activities sub-
stantially similar to those engaged in by a predecessor
organization shall succeed to the treatment under this
subparagraph of such predecessor organization.

"(5) SPECIAL RULES FOR CERTAIN HIGH TECHNOLOGY EQUIP-
MENT.-

"(A) EXEMPTION WHERE LEASE TERM IS 5 YEARS OR
LESS. -For purposes of this subsection, the term 'tax-exempt
use property' shall not include any qualified technological
equipment if the lease to the tax-exempt entity has a lease
term of 5 years or less.

"(B) RECOVERY PERIOD WHERE LEASE TERM IS GREATER
THAN 5 YEARS.-In the case of any qualified technological
equipment not described in subparagraph (A) and which is
not property to which subsection (f)(2) applies, the recovery
period used for purposes of paragraph (1) shall be 5 years.

"(C) QUALIFIED TECHNOLOGICAL EQUIPMENT.-For pur-
poses of this paragraph-

"(i) IN GENERAL.-Except as otherwise provided in
this subparagraph, the term 'qualified technological
equipment' means-

"(I) any computer or peripheral equipment,
"(II) any high technology telephone station

equipment installed on the customer's premises,
and



"(III) any high technology medical equipment,
"(ii) EXCEPTION FOR CERTAIN PROPERTY.-The term

'qualified technological equipment' shall not include
any property leased to a tax-exempt entity if-

"(I) part or all of the property was financed (di-
rectly or indirectly) by an obligation the interest on
which is exempt from tax under section 103,

"(II) such lease occurs after a sale (or other
transfer) of the property by, or lease of such proper-
ty from, such entity (or related entity) and such
property has been used by such entity (or a related
entity) before such sale (or other transfer) or lease,
or '(III) such tax-exempt entity is the United States
or any agency or instrumentality of the United
States.

"(iii) LEASEBACKS DURING 1ST 3 MONTHS OF USE NOT
TAKEN INTO ACCOUNT.-Subclause (II) of clause (ii)
shall not apply to any property which is leased within
3 months after the date such property is first used by
the tax-exempt entity (or a related entity).

"(iv) PROPERTY NOT SUBJECT TO RAPID OBSOLESCENCE

MAY BE EXCLUDED.-The term 'qualified technological
equipment' shall not include any equipment described
in subclause (II) or (III) of clause (i)-

"(I) which the Secretary determines by regula-
tions is not subject to rapid obsolescence, and

"(II) which is placed in service after the date on
which final regulations implementing such deter-
mination are published in the Federal Register.

"(D) COMPUTER OR PERIPHERAL EQUIPMENT DEFINED.-
For purposes of this paragraph-

"(i) IN GENERAL.-The term 'computer or peripheral
equipment' means-

"(I) any computer, and
"(II) any related peripheral equipment.

"(ii) COMPUTER.-The term 'computer' means a pro-
grammable electronically activated device which-

"(I) is capable of accepting information, applying
prescribed processes to the information, and sup-
plying the results of these processes with or with-
out human intervention, and

"(II) consists of a central processing unit con-
taining extensive storage, logic, arithmetic, and
control capabilities.

"(iii) RELATED PERIPHERAL EQUIPMENT.-The term
'related peripheral equipment' means any auxiliary
machine (whether on-line or off-line) which is designed
to be placed under the control of the central processing
unit of a computer.

"(iv) EXCEPTIONS.-The term 'computer or peripheral
equipment' shall not include-

"(I) any equipment which is an integral part of
other property which is not a computer,



"(I) typewriters, calculators, adding and ac-
counting machines, copiers, duplicating equipment,
and similar equipment, and

"(I) equipment of a kind used primarily for
amusement or entertainment of the user.

"(E) HIGH TECHNOLOGY MEDICAL EQUIPMENT.-For pur-
poses of this paragraph, the term 'high technology medical
equipment' means any electronic, electromechanical, or
computer-based high technology equipment used in the
screening, monitoring, observation, diagnosis, or treatment
of patients in a laboratory, medical, or hospital environ-
ment.

"(6) OTHER SPECIAL RULES.-For purposes of this subsection-
"(A) LEAsE.-The term 'lease' includes any grant of a

right to use property.
"(B) LEASE TERM.-In determining a lease term-

"(i) there shall be taken into account options to
renew, and

"(ii) 2 or more successive leases which are part of the
same transaction (or a series of related transactions)
with respect to the same or substantially similar prop-
erty shall be treated as 1 lease.

"(C) SPECIAL RULE FOR FAIR RENTAL OPTIONS ON 15-YEAR

REAL PROPERTY.-For purposes of clause (i) of subpara-
graph (B), in the case of 15-year real peoperty, there shall
not be taken into account any option to renew at fair
market value, determined at the time of renewal.

"(7) RELATED ENTITIES.-For purposes of this subsection-
"(A)(i) Each governmental unit and each agency or in-

strumentality of a governmental unit is related to each
other such unit, agency, or instrumentality which directly
or indirectly derives its powers, rights, and duties in whole
or in part from the same sovereign au thority.

"(ii) For purposes of clause (i), the United States, each
State, and each possession of the United States shall be
treated as a separate sovereign authority.

"(B) Any entity not described in subparagraph (A)(i) is re-
lated to any other entity if the 2 entities have-

"(i) significant common purposes and substantial
common membership, or

"(ii) directly or indirectly substantial common direc-
tion or control.

"(C)(i) An entity is related to another entity if either
entity owns (directly or through I or more entities) a 50 per-
cent or greater interest in the capital or profits of the other
entity.

"(ii) For purposes of clause (i), entities treated as related
under subparagraph (A) or (B) shall be treated as 1 entity.

"(D) An entity is related to another entity with respect to
a transaction if such transaction is part of an attempt by
such entities to avoid the application of this subsection, sec-
tion 46(e), paragraph (4) or (5) of section 48(a), or clause (vi)
of section 48(g)(2)(B).



"(8) TAX-EXEMPT USE OF PROPERTY LEASED TO PARTNERSHIPS,
ETC., DETERMINED AT PARTNER LEVEL.-For purposes of this
subsection and paragraphs (4) and (5) of section 48(a)-

"(A) IN GENERAL.-In the case of any property which is
leased to a partnership, the determination of whether any
portion of such property is tax-exempt use property shall be
made by treating each tax-exempt entity partner's propor-
tionate share (determined under paragraph (9)(C)) of such
property as being leased to such partner.

"(B) OTHER PASS-THRU ENTITIES, TIERED ENTITIES.-Rules
similar to the rules of subparagraph (A) shall also apply in
the case of any pass-thru entity other than a partnership
and in the case of tiered partnerships and other entities.

"(C) PRESUMPTION WITH RESPECT TO FOREIGN ENTITIES. -
Unless it is otherwise established to the satisfaction of the
Secretary, it shall be presumed that the partners of a for-
eign partnership (and the beneficiaries of any other foreign
pass-thru entity) are persons who are not United States per-
sons.

"(9) TREATMENT OF PROPERTY OWNED BY PARTNERSHIPS,
ETC.-

"(A) IN GENERAL.-For purposes of this subsection and
paragraphs (4) and (5) of section 48(a), if-

"(i) any property which (but for this subparagraph) is
not tax-exempt use property is owned by a partnership
which has both a tax-exempt entity and a person who
is not a tax-exempt entity as partners, and

"(ii) any allocation to the tax-exempt entity of part-
nership items is not a qualified allocation,

an amount equal to such tax-exempt entity's proportionate
share of such property shall (except as provided in para-
graph (3)(D)) be treated as tax-exempt use property.

"(B) QUALIFIED ALLOCATION.-For purposes of subpara-
graph (A), the term 'qualified allocation' means any alloca-
tion to a tax-exempt entity which-

"(i) is consistent with such entity's being allocated
the same distributive share of each item of income,
gain, loss deduction, credit, and basis and such share
remains the same during the entire period the entity is
a partner in the partnership, and

"(ii) has substantial economic effect within the
meaning of section 704(b)(2).

For purposes of this subparagraph, items allocated under
section 7 04(c) shall not be taken into account.

'PC) DETERMINATION OF PROPORTIONATE SHARE.-"(i) IN GENERAL.-For purposes of subparagraph (A),
a tax-exempt entity's proportionate share of any proper-
ty owned by a partnership shall be determined on the
basis of such entity's share of partnership items of
income or gain (excluding gain allocated under section
704(c)), whichever results in the largest proportionate
share.



"(ii) DETERMINATION WHERE ALLOCATIONS VARY.-
For purposes of clause (i), if a tax-exempt entity's share
of partnership items of income or gain (excluding gain
allocated under section 704(c)) may vary during the
period such entity is a partner in the partnership, such
share shall be the highest share such entity may re-
ceive.

"(D) OTHER PASS-THRU ENTITIES; TIERED ENTITIES. -Rules
similar to the rules of subparagraphs (A), (B), and (C) shall
also apply in the case of any pass-thru entity other than a
partnership and in the case of tiered partnerships and
other entities.

"(E) REGULATIONS. -For purposes of determining whether
there is a qualified allocation under subparagraph (B), the
regulations prescribed under paragraph (10) for purposes of
this paragraph-

"(i) shall set forth the proper treatment for partner-
ship guaranteed payments, and

"(ii) may provide for the exclusion or segregation of
items.

"(10) REGULATIONS.-The Secretary shall prescribe such regu-
lations as may be necessary or appropriate to carry out the pur-
poses of this subsection."

(b) DENIAL OF INVESTMENT TAX CREDIT FOR PROPERTY USED BY

FOREIGN GOVERNMENTS AND OTHER FOREIGN PERSONS. -Paragraph
(5) of section 48(a) (relating to property used by governmental units)
is amended to read as follows:

"(5) PROPERTY USED BY GOVERNMENTAL UNITS OR FOREIGN

PERSONS OR ENTITIES. -

"(A) IN GENERAL.-Property used-
"(i) by the United States, any State or political subdi-

vision thereof, any possession of the United States, or
any agency or instrumentality of any of the foregoing,
or

"(ii) by any foreign person or entity (as defined in sec-
tion 168(j)(4)(C)), but only with respect to property to
which section 168(j)(4)(A)(iii) applies (determined after
the application of section 1680)(4)(B)),

shall not be treated as section 38 property.
"(B) EXCEPTION FOR SHORT-TERM LEASES.-

"(i) IN GENERAL.-This paragraph and paragraph (4)
shall not apply to any property by reason of use under
a lease with a term of less than 6 months (determined
under section 168(j)(6)).

"(ii) EXCEPTION FOR CERTAIN OIL DRILLING PROPERTY

AND CERTAIN CONTAINERS.-For purposes of this para-
graph and paragraph (4), clause (i) shall be applied by
substituting the lease term limitation in section
168(")(3)(C)(ii) for the lease term limitation in clause (i)
in the case of property which is leased to a foreign
person or entity and-

"(I) which is used in offshore drilling for oil and

gas (including drilling vessels, barges, platforms,



and drilling equipment) and support vessels with
respect to such property, and

"(II) which is a container described in section
48(a)(2)(B)(vi) (without regard to whether such con-
tainer is used outside the United States) or con-
tainer chassis or trailer but only if such container,
chassis, or trailer has a present class life of not
more than 6 years."(iii) EXCEPTION FOR CERTAIN AIRCRAFT. -

"(I) IN GENERAL.-In the case of any aircraft to
which section 47(a)(7) applies and which is leased
to a foreign person or entity before January 1,
1990, clause (i) shall be applied by substituting '3
years for '6 months'.

"(II) RECAPTURE PERIOD EXTENDED.-For pur-
poses of applying subparagraph (B) of section
47(a)(5) and paragraph (1) of section 47(a), there
shall not be taken into account any period of the
lease to which subclause (I) applies.

"(C) EXCEPTION FOR QUALIFIED REHABILITATED BUILDINGS

LEASED TO GOVERNMENTS, ETC.-If any qualified rehabili-
tated building is leased to a governmental unit (or a for-
eign person or entity), this paragraph shall not apply to

-that portion of the basis of such building which is attribut-
able to qualified rehabilitation expenditures.

"(D) CROSS REFERENCE. -
"For provisions providing special rules for the application of this para-

graph and paragraph (4), see section 168(j). "
(c) REHABILITATION CREDIT NOT To APPLY WHERE PROPERTY

USED BY TAx-ExEMPT ENTITY. -
(1) IN GENERAL.-Subparagraph (B) of section 48(g)(2) (relat-

ing to certain expenditures not treated as qualified rehabilita-
tion expenditures) is amended by adding at the end thereof the
following new clause:

"(vi) TAX-EXEMPT USE PROPERTY.-

"(I) IN GENERAL.-Any expenditure in connection
with the rehabilitation of a building which is allo-
cable to that portion of such building which is (or
may reasonably be expected to be) tax-exempt use
property (within the meaning of section 168(j)(3)).

"(II) CLAUSE NOT TO APPLY FOR PURPOSES OF
PARAGRAPH (1)().-This clause shall not apply for
purposes of determining under paragraph (1)(C)
whether a building has been substantially reha-
bilitated."

(2) TECHNICAL AMENDMENT.-Clause (i) of section 48(g)(2)(B) is
amended by adding at the end thereof the following new sen-
tence: "The preceding sentence shall not apply to any expendi-
ture to the extent subsection (f)(12) or () of section 168 applies to
such expenditure. "

(d) AUTHORITY TO PRESCRIBE PRESENT CLASS LIFE FOR CERTAIN
PROPERTY.-Paragraph (2) of section 168(g) (defining present class
life) is amended by adding at the end thereof the following new sen-
tence: "If any property (other than section 1250 class property) does



not have a present class life within the meaning of the preceding
sentence, the Secretary may prescribe a present class life for such
property which reasonably reflects the anticipated useful life of such
property to the industry or other group. "

(e) TREATMENT OF CERTAIN CONTRACTS FOR PROVIDING SERVICES,

ETc.-Section 7701 (relating to definitions), as amended by this Act,
is amended by redesignating subsection (e) as subsection (f) and by
inserting after subsection (d) the following new subsection:

"(e) TREATMENT OF CERTAIN CONTRACTS FOR PROVIDING SERV-

ICES, ETC. -For purposes of chapter 1-
"(1) IN GENERAL.-A contract which purports to be a service

contract shall be treated as a lease of property if such contract
is properly treated as a lease of property, taking into account all
relevant factors including whether or not-

"(A) the service recipient is in physical possession of the
property,

"(B) the service recipient controls the property,
"(C) the service recipient has a significant economic or

possessory, interest in the property,
"(D) the service provider does not bear any risk of sub-

stantially diminished receipts or substantially increased ex-
penditures if there is nonperformance under the contract,

"(E) the service provider does not use the property concur-
rently to provide significant services to entities unrelated to
the service recipient, and

"(F) the total contract price does not substantially exceed
the rental value of the property for the contract period.

"(2) OTHER ARRANGEMENTS.-An arrangement (including a
partnership or other pass-thru entity) which is not described in
paragraph (1) shall be treated as a lease if such arrangement is
properly treated as a lease, taking into account all relevant fac-
tors including factors similar to those set forth in paragraph
(1).

"(3) SPECIAL RULES FOR CONTRACTS OR ARRANGEMENTS IN-

VOLVING SOLID WASTE DISPOSAL, ENERGY, AND CLEAN WATER FA-

CILITIES. -

"(A) IN GENERAL.-Notwithstanding paragraphs (1) and
(2), and except as provided in paragraph (4), any contract or
arrangement between a service provider and a service recipi-
ent-

"(i) with respect to-
"(I) the operation of a qualified solid waste

disposal facility,
"(II) the sale to the service recipient of elec-

trical or thermal energy produced at a cogen-
eration or alternative energy facility, or

"(III) the operation of a water treatment
works facility, and

"(ii) which purports to be a service contract, shall be
treated as a service contract.

"(B) QUALIFIED SOLID WASTE DISPOSAL FACILITY.-For

purposes of subparagraph (A), the term 'qualified solid
waste disposal facility' means any facility if such facility
provides solid waste disposal services for residents of part



or all of 1 or more governmental units and substantially
all of the solid waste processed at such facility is collected
from the general public.

"(5) DEFINITIONS. -For purposes of paragraph (3)-
"(A) QUALIFIED SOLID WASTE DISPOSAL FACILITY.-The

term 'qualified solid waste disposal facility' means any fa-
cility if such facility provides solid waste disposal services
for residents of part or all of 1 or more governmental units
and substantially all of the solid waste processed at such
facility is collected from the general public.

"(C) COGENERATION FACILITY.-The term 'cogeneration fa-
cility' means a facility which uses the same energy source
for the sequential generation of electrical or mechanical
power in combination with steam, heat, or other forms of
useful energy.

"(D) ALTERNATIVE ENERGY FACILITY.-The term 'alterna-
tive energy facility' means a facility for producing electrical
or thermal energy if the primary energy source for the facil-
ity is not oil, natural gas, coal, or nuclear power.

"(E) WATER TREATMENT WORKS FACILITY.-The term
'water treatment works facility' means any treatment works
within the meaning of section 212(2) of the Federal Water
Pollution Control Act.

"(4) PARAGRAPH (3) NOT TO APPLY IN CERTAIN CASES.-

"(A) IN GENERAL.-Paragraph (3) shall not apply to any
qualified solid waste disposal facility used under a con-
tract or arrangement if-

"(i) the service recipient (or a related entity) operates
such facility,

"(ii) the service recipient (or a related entity) bears
any significant financial burden if there is nonper-
formance under the contract or arrangement (other
than for reasons beyond the control of the service pro-
vider),

"(iii) the service recipient (or a related entity) receives
any significant financial benefit if the operating costs
of such facility are less than the standards of perform-
ance or operation under the contract or arrangement,
or

"(iv) the service recipient (or a related entity) has an
option to purchase, or may be required to purchase, all
or a part of such facility at a fixed and determinable
price (other than for fair market value).

"(B) SPECIAL RULES FOR APPLICATION OF SUBPARAGRAPH
(A) WITH RESPECT TO CERTAIN RIGHTS AND ALLOCATIONS
UNDER THE CONTRACT.-For purposes of subparagraph (A),
there shall not be taken into account-

"(i) any right of a service recipient to inspect any fa-
cility, to exercise any sovereign power the service recipi-
ent may possess, or to act in the event of a breach of
contract by the service provider, or

"(ii) any allocation of any financial burden or bene-
fits in the event of any change in any law.



"(C) SPECIAL RULES FOR APPLICATION OF SUBPARAGRAPH
(A) IN THE CASE OF CERTAIN EVENTS.-

"(i) TEMPORARY SHUT-DOWNS, ETC.-For purposes of
clause (ii) of subparagraph (A), there shall not be taken
into account any temporary shut-down of the facility
for repairs, maintenance, or capital improvements, or
any financial burden caused by the bankruptcy or simi-
lar financial difficulty of the service provider.

"(ii) REDUCED COSTS.-For purposes of clause (iii) of
subparagraph (A), there shall not be taken into account
any significant financial benefit merely because pay-
ments by the service recipient under the contract or ar-
rangement are decreased by reason of increased produc-
tion or efficiency or the recovery of energy or other
products.

"(5) EXCEPTION FOR CERTAIN LOW-INCOME HOUSING.-This
subsection shall not apply to any low-income housing (within
the meaning of section 168) if-

"(A) such property is operated by or for an organization
described in paragraph (3) or (4) of section 501(c), and

"(B) at least 80 percent of the units in such property are
leased to low-income tenants (within the meaning of section
167(k)(3)(B)).

"(6) REGULATIONS.-The Secretary may prescribe such regula-
tions as may be necessary or appropriated to carry out the provi-
sions of this subsection."

(f) INVESTMENT TAX CREDIT FOR PROPERTY LEASED BY CERTAIN

PERSONS NOT To EXCEED CREDIT ALLOWED IF SUCH PERSONS
OWNED PROPERTY. -Section 46(e) (relating to limitations with re-
spect to certain persons) is amended by adding at the end thereof
the following new paragraph:

"(4) SPECIAL RULES WHERE SECTION 593 ORGANIZATION IS

LESSEE. -
"(A) IN GENERAL. -For purposes of paragraph (1)(A), if an

organization described in section 593 is the lessee of any
section 38 property, the lessor of such property shall be
treated as an organization described in section 593 with re-
spect to such property.

"(B) EXCEPTION FOR SHORT-TERM LEASES. -This para-
graph shall not apply to any property by reason of use
under a lease with a term of less than 6 months (deter-
mined under section 168U)(6)).

"(C) ELECTION NOT TO HAVE SUBPARAGRAPH (A) APPLY.-
Subparagraph (A) shall not apply for any taxable year to
an organization described in section 593 if such organiza-
tion elects to compute for such year and all subsequent tax-
able years the amount of the deduction for a reasonable ad-
dition to a reserve for bad debts on the basis of actual expe-
rience. Any such election shall apply to any successor orga-
nization engaged in substantially similar activities and,
once made, shall be irrevocable."

(g) EFFECTIVE DATES.-
(1) IN GENERAL.-Except as otherwise provided in this subsec-

tion, the amendments made by this section shall apply-



(A) to property placed in service by the taxpayer after
May 2, 198, in taxable years ending after such date, and

(B) to property placed in service by the taxpayer on or
before May 23, 1983, if the lease to the tax-exempt entity is
entered into after May 23, 1983.

(2) LEASES ENTERED INTO ON OR BEFORE MAY 23, 1983.-The
amendments made by this section shall not apply with respect
to any property leased to a tax-exempt entity if the property is
leased pursuant to-

(A) a lease entered into on or before May 23, 1983 (or a
sublease under such a lease), or

(B) any renewal or extension of a lease entered into on or
before May 23, 1983, if such renewal or extension is pursu-
ant to an option exercisable by the tax-exempt entity which
was held by the tax-exempt entity on May 23, 1983.

(3) BINDING CONTRACTS, ETC.-
(A) The amendments made by this section shall not apply

with respect to any property leased to a tax-exempt entity if
such lease is pursuant to 1 or more written binding con-
tracts which, on May 2, 1983, and at all times thereafter,
required-

(i) the taxpayer (or his predecessor in interest under
the contract) to acquire, construct, reconstruct, or reha-
bilitate such property, and

(ii) the tax-exempt entity (or a tax-exempt predecessor
thereof) to be the lessee of such property.

(B) The amendments made by this section shall not apply
with respect to any property owned by a partnership if-

(i) such property was acquired by such partnership on
or before October 21, 1983, or

(ii) such partnership entered into a written binding
contract which, on October 21, 1983, and at all times
thereafter, required the partnership to acquire or con-
struct such property.

(C) The amendments made by this section shall not apply
with respect to any property leased to a tax-exempt entity
(other than any foreign person or entity)-

(i) if-
(I) on or before May 23, 1983, the taxpayer (or his

predecessor in interest under the contract) or the
tax-exempt entity entered into a written binding
contract to acquire, construct, reconstruct, or reha-
bilitate such property and such property had not
previously been used by the tax-exempt entity, or

(II) the taxpayer or the tax-exempt entity ac-
quired the property after June 30, 1982, and on or
before May 23, 1983, or completed the construction,
reconstruction, or rehabilitation of the property
after December 31, 1982, and on or before May 23,
1983, and

(ii) if such lease is pursuant to a written binding con-
tract entered into before January 1, 1985, which re-
quires the tax-exempt entity to be the lessee of such
property.



(4) OFFICIAL GOVERNMENTAL ACTION ON OR BEFORE NOVEMBER
1, 1983.-

(A) IN GENERAL.-The amendments made by this section
shall not apply with respect to any property leased to a tax-
exempt entity (other than the United States, any agency or
instrumentality thereof or any foreign person or entity) if-

(i) on or before November 1, 198, there was signifi-
cant official governmental action with respect to the
project or its design, and

(ii) the lease to the tax-exempt entity is pursuant to a
written binding contract entered into before January 1,
1985, which requires the tax-exempt entity to be the
lessee of the property.

(B) SIGNIFICANT OFFICIAL GOVERNMENTAL ACTION.-For
purposes of subparagraph (A), the term "significant official
governmental action" does not include granting of permits,
zoning changes, environmental impact statements, or simi-
lar governmental actions.

(5) MASS COMMUTING VEHICLE.-The amendments made by
this section shall not apply to any qualified mass commuting
vehicle (as defined in section 103(b)(9) of the Internal Revenue
Code of 1954) which is financed in whole or in part by obliga-
tions the interest on which is excludable from gross income
under section 103(a) of such Code if-

(A) such vehicle is placed in service before January 1,
1988, or

(B) such vehicle is placed in service on or after such
date-

(i) pursuant to a binding contract or commitment en-
tered into before April 1, 198, and

(ii) solely because of conditions which, as determined
by the Secretary of the Treasury or his delegate, are not
within the control of the lessor or lessee.

(6) CERTAIN TURBINES AND BOILERS.-The amendments made
by this section shall not apply to any property described in sec-
tion 208(d)(3)(E) of the Tax Equity and Fiscal Responsibility
Act of 1982.

(7) CERTAIN FACILITIES FOR WHICH RULING REQUESTS FILED ON
OR BEFORE MAY 23, 1983.-The amendments made by this sec-
tion shall not apply with respect to any facilities described in
clause (ii) of section 168(f)(12)(C) of the Internal Revenue Code
of 1954 (relating to certain sewage or solid waste disposal facili-
ties), as in effect on the day before the date of the enactment of
this Act, if a ruling request with respect to the lease of such fa-
cility to the tax-exempt entity was filed with the Internal Reve-
nue Service on or before May 23, 1983.

(8) RECOVERY PERIOD FOR CERTAIN QUALIFIED SEWAGE FACILI-

TIES. -
(A) IN GENERAL.-In the case of any property (other than

15-year real property) which is part of a qualified sewage
facility, the recovery period used for purposes of paragraph
(1) of section 168() of the Internal Revenue Code of 1954 (as
added by this section) shall be 12 years.
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(B) QUALIFIED SEWAGE FACILITY.-For purposes of sub-

paragraph (A), the term "qualified sewage facility" means
any facility which is part of the sewer system of a city, if-

(i) on June 15, 198, the City Council approved a res-
olution under which the city authorized the procure-
ment of equity investments for such facility, and

(ii) on July 12, 1983, the Industrial Development
Board of the city approved a resolution to issue a
$100,000,000 industrial development bond issue to pro-
vide funds to purchase such facility.

(9) PROPERTY USED BY THE POSTAL SERVICE.-In the case of
property used by the United States Postal Service, paragraphs
(1) and (2) shall be applied by substituting "October 31" for
"May 23".

(10) EXISTING APPROPRIATIONS.-The amendments made by
this section shall not apply to personal property leased to or
used by the United States if-

(A) an express appropriation has been made for rentals
under such lease for the fiscal year 1983 before May 23,
1983, and

(B) the United States or an agency or instrumentality
thereof has not provided an indemnification against the
loss of all or a portion of the tax benefits claimed under the
lease or service contract.

(11) SPECIAL RULE FOR CERTAIN PARTNERSHIPS.-
(A) PARTNERSHIPS FOR WHICH QUALIFYING ACTION EXIST-

ED BEFORE OCTOBER 21, 1983.-Paragraph (9) of section
168(') of the Internal Revenue Code of 1954 (as added by
this section) shall not apply to any property acquired, di-
rectly or indirectly, before January 1, 1985, by any partner-
ship described in subparagraph (B).

(B) APPLICATION FILED BEFORE OCTOBER 21, 1983.-A
partnership is described in this subparagraph if-

(i) before October 21, 1983, the partnership was orga-
nized, a request for exemption with respect to such
partnership was filed with the Department of Labor,
and a private placement memorandum stating the
maximum of units in the partnership that would be of-
fered had been circulated,

(ii) the interest in the property to be acquired, direct-
ly or indirectly (including through acquiring an inter-
est in another partnership) by such partnership was de-
scribed in such private placement memorandum, and

(iii) the marketing of partnership units in such part-
nership is completed not later than two years after the
later of the date of the enactment of this Act or the
date of publication in the Federal Register of such ex-
emption by the Department of Labor and the aggregate
number of units in such partnership sold does not
exceed the amount described in clause (i).
(C) PARTNERSHIPS FOR WHICH QUALIFYING ACTION EX-

ISTED BEFORE MARCH 6, 1984.-Paragraph (9) of section
168() of the Internal Revenue Code of 1954 (as added by
this section) shall not apply to any property acquired direct-



ly or indirectly, before January 1, 1986, by any partnership
described in subparagraph (D). For purposes of this sub-
paragraph, property shall be deemed to have been acquired
prior to January 1, 1986, if the partnership had entered
into a written binding contract to acquire such property
prior to January 1, 1986 and the closing of such contract
takes place within 6 months of the date of such contract (24
months in the case of new construction).

(D) PARTNERSHIP ORGANIZED BEFORE MARCH 6, 1984.-A
partnership is described in this subparagraph if-

(i) before March 6, 1984, the partnership was orga-
nized and publicly announced the maximum amount
(as shown in the registration statement, prospectus or
partnership agreement, whichever is greater) of inter-
ests which would be sold in the partnership, and

(ii) the marketing or partnership interests in such
partnership was completed not later than the 90th day
after the date of the enactment of this Act and the ag-
gregate amount of interest in such partnership sold
does not exceed the maximum amount described in
clause (i).

(12) SPECIAL RULE FOR AMENDMENT MADE BY SUBSECTION

(c)(2).-The amendment made by subsection (c)(2) to the extent
it relates to subsection (f)(12) of section 168 of the Internal Reve-
nue Code of 1954 shall take effect as if it had been included in
the amendments made by section 216(a) of the Tax Equity and
Fiscal Responsibility Act of 1982.

(13) SPECIAL RULE FOR SERVICE CONTRACTS NOT INVOLVING

TAX-EXEMPT ENTITIE.-In the case of a service contract or other
arrangement described in section 7701(e) of the Internal Reve-
nue Code of 1954 (as added by this section) with respect to
which no party is a tax-exempt entity, such section 7701(e) shall
not apply to-

(A) such contract or other arrangement if such contract
or other arrangement was entered into before November 5,
198, or

(B) any renewal or other extension of such contract or
other arrangement pursuant to an option contained in such
contract or other arrangement on November 5, 1983.

(14) PROPERTY LEASED TO SECTION 593 ORGANIZATIONS.-For
purposes of the amendment made by subsection (f), paragraphs
(1), (2), and (4) shall be applied by substituting-

(A) "November 5, 1983" for "May 23, 1983" and "Novem-
ber 1, 1983" as the case may be, and

(B) "organization described in section 593 of the Internal
Revenue Code of 1954 "for "tax-exempt entity".

(15) SPECIAL RULES RELATING TO FOREIGN PERSONS OR ENTI-

TIES-

(A) IN GENERAL.-In the case of tax-exempt use property
which is used by a foreign person or entity, the amend-
ments made by this section shall not apply to any property
which-

(i) is placed in service before January 1, 1984, and



(ii) is used by such foreign person or entity pursuant
to a lease entered into before January 1, 1984.

(B) SPECIAL RULE FOR SUBLEASES.-If tax-exempt use
property is being used by a foreign person or entity pursu-
ant to a sublease under a lease described in subparagraph
(A)(ii), subparagraph (A) shall apply to such property only
if such property was used before January 1, 1984, by any
foreign person or entity pursuant to such lease.

(C) BINDING CONTRACTS, ETC.-The amendments made by
this section shall not apply with respect to any property
(other than aircraft described in subparagraph (D)) leased
to a foreign person or entity-

(i) if-
(I) on or before May 23, 1983, the taxpayer (or a

predecessor in interest under the contract) or the
foreign person or entity entered into a written
binding contract to acquire, construct, or rehabili-
tate such property and such property had not previ-
ously been used by the foreign person or entity, or

(II) the taxpayer or the foreign person or entity
acquired the property or completed the construc-
tion, reconstruction, or rehabilitation of the proper-
ty after December 31, 1982 and on or before May
23, 1983, and

(ii) if such lease is pursuant to a written binding con-
tract entered into before January 1, 1984, which re-
quires the foreign person or entity to be the lessee of
such property.

(D) CERTAIN AIRCRAFT.-The amendments made by this
section shall not apply with respect to any wide-body, four-
engine, commercial passenger aircraft used by a foreign
person or entity if-

(i) on or before November 1, 1983, the foreign person
or entity entered into a written binding contract to ac-
quire such aircraft, and

(ii) such aircraft is placed in service before January
1, 1986.

(E) USE AFTER 1983.-Qualified container equipment placed in
service before January 1, 1984, which is used before such date by a
foreign person shall not, for purposes of section 47 of the Internal
Revenue Code of 1954, be treated as ceasing to be section 38 property
by reason of the use of such equipment before January 1, 1985, by a
foreign person or entity. For purposes of this subparagraph, the term
"qualified container equipment" means any container, container
chassis, or container trailer of a United States person with a present
class life of not more than 6 years.

(16) ORGANIZATIONS ELECTING EXEMPTION FROM RULES RELAT-

ING TO PREVIOUSLY TAX-EXEMPT ORGANIZATIONS MUST ELECT
TAXATION OF EXEMPT ARBITRAGE PROFITS.-

(A) IN GENERAL.-An organization may make the election
under section 168()(4)(E)(ii) of the Internal Revenue Code of
1954 (relating to election not to have rules relating to previ-
ously tax-exempt organizations apply) only if such organiza-



tion elects the tax treatment of exempt arbitrage profits de-
scribed in subparagraph (B).

(B) TAXATION OF EXEMPT ARBITRAGE PROFITS.-

(i) IN GENERAL.-In the case of an organization
which elects the application of this subparagraph,
there is hereby imposed a tax on the exempt arbitrage
profits of such organization.

(ii) RATE OF TAX, ETC.-The tax imposed by clause
(i)-

(I) shall be the amount of tax which would be
imposed by section 11 of such Code if the exempt
arbitrage profits were taxable income (and there
were no other taxable income), and

(II) shall be imposed for the first taxable year of
the tax-exempt use period (as defined in section
168(j)(4)(E)(ii) of such Code).

(C) EXEMPT ARBITRAGE PROFITS.-

(i) IN GENERAL.-For purposes of this paragraph, the
term exempt arbitrage profits means the aggregate
amount described in clauses (i) and (ii) of subpara-
graph (D) of section 103(c)(6) of such Code for all tax-
able years for which the organization was exempt from
tax under section 501(a) of such Code with respect to
obligations-

(I) associated with property described in section
168(j)(4)(E)(i)(I), and

(II) issued before January 1, 1985.
(ii) APPLICATION OF SECTION lo3(b)(6).-For purposes

of this paragraph, section 103(b)(6) of such Code shall
apply to obligations issued before January 1, 1985, but
the amount described in clauses (i) and (ii) of subpara-
graph (D) thereof shall be determined without regard
to clauses (i)(II) and (ii) of subparagraph (F) thereof

(D) OTHER LAWS APPLICABLE.-

(i) IN GENERAL. -Except as provided in clause (ii), all
provisions of law, including penalties, applicable with
respect to the tax imposed by section 11 of such Code
shall apply with respect to the tax imposed by this
paragraph.

(ii) No CREDITS AGAINST TAX, ETC.-The tax imposed
by this paragraph shall not be treated as imposed by
section 11 of such Code for purposes of-

(I) part VI of subchapter A of chapter 1 of such
Code (relating to minimum tax for tax preferences),
and

(II) determining the amount of any credit allow-
able under subpart A of part IV of such subchap-
ter.

(E) ELECTION.-Any election under subparagraph (A)-
(i) shall be made at such time and in such manner

as the Secretary may prescribe,
(ii) shall apply to any successor organization which

is engaged in substantially similar activities, and
(iii) once made, shall be irrevocable.



(17) CERTAIN TRANSITIONAL LEASED PROPERTY.- The amend-
ments made by this section shall not apply to property described
in section 168(c)(1)(D) of the Internal Revenue Code of 1954, as
in effect on the day before the date of the enactment of this Act,
and which is described in any of the following subparagraphs:

(A) Property is described in this subparagraph if such
property is leased to a university, and-

(i) on June 16, 1983, the Board of Administrators of
the university adopted a resolution approving the reha-
bilitation of the property in connection with an overall
campus development program; and

(ii) the property houses a basketball arena and uni-
versity offices.

(B) Property is described in this subparagraph if such
property is leased to a charitable organization, and-

(i) on August 21, 1981, the charitable organization
acquired the property, with a view towards rehabilitat-
ing the property; and

(ii) on June 12, 1982, an arson fire caused substan-
tial damage to the property, delaying the planned reha-
bilitation.

(C) Property is described in this subparagraph if such
property is leased to a corporation that is described in sec-
tion 501(c)(3) of the Internal Revenue Code of 1954 (relating
to organizations exempt from tax) pursuant to a contract-

(i) which was entered into on August ,, 1983; and
(ii) under which the corporation first occupied the

property on December 22, 1983.
(D) Property is described in this subparagraph if such

property is leased to an educational institution for use as
an Arts and Humanities Center and with respect to
which-

(i) in November 1982, an architect was engaged to
design a planned renovation;

(ii) in January 198, the architectural plans were
completed;

(iii) in December 1982, a demolition contract was en-
tered into; and

(iv) in March 1984, a renovation contract was entered
into.

(E) Property is described in this subparagraph if such
property is used by a college as a dormitory, and-

(i) in October 1981, the college purchased the property
with a view towards renovating the property;

(ii) renovation plans were delayed because of a
zoning dispute; and

(iii) in May 198, the court of highest jurisdiction in
the State in which the college is located resolved the
zoning dispute in favor of the college.

(F) Property is described in this subparagraph if such
property is a fraternity house related to a university with
respect to which-



(i) in August 1982, the university retained attorneys
to advise the university regarding the rehabilitation of
the property;

(ii) on January 21, 1983, the governing body of the
university established a committee to develop rehabili-
tation plans;

(iii) on January 10, 1984, the governor of the state in
which the university is located approved historic dis-
trict designation for an area that includes the property;
and

(iv) on February 2, 1984, historic preservation certifi-
cation applications for the property were filed with a
historic landmarks commission.

(g) Property is described in this subparagraph if such
property is leased to a retirement community with respect to
which-

(i) on January 5, 1977, a certificate of incorporation
was filed with the appropriate authority of the state in
which the retirement community is located; and

(ii) on November 22, 198, the Board of Trustees
adopted a resolution evidencing the intention to begin
immediate construction of the property.

(H) Property is described in this subparagraph if such
property is used by a university, and-

(i) in July 1982, the Board of Trustees of the univer-
sity adopted a master plan for the financing of the
property; and

(ii) as of August 1, 1983, at least $60,000 in private
expenditures had been expended in connection with the
property.

(I) Property is described in this subparagraph if such
property is used by a university as a fine arts center and
the Board of Trustees of such university authorized the
sale-leaseback agreement with respect to such property on
March 7, 1984.

(J) Property is described in this subparagraph if such
property is used by a tax-exempt entity as an international
trade center, and

(i) prior to 1982, an environmental impact study for
such property was completed;

(ii) on June 24, 1981, a developer made a commit-
ment to provide one-third of the financing for the de-
velopment of such property; and

(iii) on October 20, 198, such developer was approved
by the Board of Directors of the tax-exempt entity.

(K) Property is described in this subparagraph if such
property is used by university of osteopathic medicine and
health sciences, and on or before December 31, 1983, the
Board of Trustees of such university approved the construc-
tion of such property.

(L) Property is described in this subparagraph if such
property is used by a tax-exempt entity, and-

(i) such use is pursuant to a lease with a taxpayer
which placed substantial improvements in service;



(ii) on May 23, 1983, there existed architectural plans
and specifications (within the meaning of sec.
48(g)(1)(C)(ii) of the Internal Revenue Code) in exist-
ence; and

(iii) prior to May 23, 1983, at least 10 percent of the
total cost of such improvements was actually paid or
incurred.

(M) property is described in this subparagraph if
such property is used as a convention center, on June 2,
198, the City Council of the city in which the center is
located provided for over $6 million for the project.

(18) SPECIAL RULE FOR AMENDMENT MADE BY SUBSECTION (c)

(1).-
(A) IN GENERAL.-The amendment made by subsection

(c)(1) shall not apply to property-
(i) leased by the taxpayer on or before November 1,

1983, or
(ii) leased by the taxpayer after November 1, 198, if

on or before such date the taxpayer entered into a writ-
ten binding contract requiring the taxpayer to lease
such property.

(B) LIMITATIoN.-Subparagraph (A) shall apply to the
amendment made by subsection (c)(1) only to the extent
such amendment relates to property described in subclause
(II), (III), or (IV) of section 168()(3)(B)(ii) of the Internal
Revenue Code of 1954 (as added by this section).

(19) SPECIAL RULE FOR CERTAIN ENERGY MANAGEMENT CON-

TRA CTS. -
(A) IN GENERAL.-The amendments made by subsection

(e) shall not apply to property used pursuant to an energy
management contract that was entered into prior to May 1,
1984.

(B) DEFINITION OF ENERGY MANAGEMENT CONTRACT.-For

purposes of subparagraph (A), the term "energy manage-
ment contract" means a contract for the providing of energy
conservation or energy management services.

(20) DEFINITIONS. -For purposes of this subsection-
(A) TAX-EXEMPT ENTITY.-The term "tax-exempt entity"

has the same meaning as when used in section 168() of the
Internal Revenue Code of 1954 (as added by this section),
except that such term shall include any related entity
(within the meaning of such section).

(B) TREATMENT OF IMPROVEMENTS.-

(i) IN GENERAL.-For purposes of this subsection, an
improvement to property shall not be treated as a sepa-
rate property unless such improvement is a substantial
improvement with respect to such property.

(ii) SUBSTANTIAL IMPROVEMENT.-For purposes of
clause (i), the term "substantial improvement has the
meaning given such term by section 168(f)(1)(C) of such
Code determined-

(I) by substituting "20 percent" for "25 percent"
in clause (ii) thereof, and

(II) without regard to clause (iii) thereof



(C) FOREIGN PERSON OR ENTITY.-The term "foreign
person or entity" has the meaning given to such term by
subparagraph (C) of section 168(j)(4) of such Code (as added
by this section). For purposes of this subparagraph and sub-
paragraph (A), such subparagraph (C) shall be applied
without regard to the last sentence thereof

(D) LEASES AND SUBLEASES.-The determination of
whether there is a lease or sublease shall take into account
sections 168(j)(6)(A) and 7701(e) of the Internal Revenue
Code of 1954 (as added by this section).

SEC. 32. MOTOR VEHICLE OPERATING LEASES.

(a) IN GENERAL.-Section 168(f) (relating to special rules) is
amended by adding at the end thereof the following new paragraph:

"(13) MOTOR VEHICLE OPERATING LEASES.-

"(A) IN GENERAL.-For purposes of this title, in the case
of a qualified motor vehicle operating agreement which
contains a terminal rental adjustment clause-

"(i) such agreement shall be treated as a lease if (but
for such terminal rental adjustment clause) such agree-
ment would be treated as a lease under this title, and

"(ii) the leasee shall not be treated as the owner of
the property subject to an agreement during any period
such agreement is in effect.

"(B) QUALIFIED MOTOR VEHICLE OPERATING AGREEMENT DE-

FINED.-For purposes of this paragraph-
"(i) IN GENERAL.-The term 'qualified motor vehicle

operating agreement' means any agreeement with re-
spect to a motor vehicle (including a trailer) which
meets the requirements of clauses (ii), (iii), and (iv) of
this subparagraph.

"(ii) MINIMUM LIABILITY OF LESSOR.-An agreement
meets the requirements of this clause if under such
agreement the sum of-

"(I) the amount the lessor is personally liable to
repay, and

"(II) the net fair market value of the lessor's in-
terest in any property pledged as security for prop-
erty subject to the agreement,

equals or exceeds all amounts borrowed to finance the
acquisition of property subject to the agreement. There
shall not be taken into account under subclause (II)
any property pledged which is property subject to the
agreement or property directly or indirectly financed by
indebtedness secured by property subject to the agree-
ment.

"(iii) CERTIFICATION BY LESSEE, NOTICE OF TAX OWN-

ERSHIP.-An agreement meets the requirements of this
clause if such agreement contains a separate written
statement separately signed by the lessee-

"(1) under which the lessee certifies, under penal-
ty of perjury, that it intends that more than 50 per-
cent of the use of the property subject to such



agreement is to be in a trade or business of the
lessee, and

"(ii) which clearly and legibly states that the lessee
has been advised that it will not be treated as the
owner of the property subject to the agreement for Fed-
eral income tax purposes.

"(iv) LESSOR MUST HAVE NO KNOWLEDGE THAT CERTI-

FICATION IS FALSE.-An agreement meets the require-
ments of this clause if the lessor does not know that
the certification described in clause (iii)(I) is false.

"(C) TERMINAL RENTAL ADJUSTMENT CLAUSE DEFINED. -

"(i) IN GENERAL.-For purposes of this paragraph, the term 'termi-
nal rental adjustment clause' means a provision of an agreement
which permits or requires the rental price to be adjusted upward or
downward by reference to the amount realized by the lessor under
the agreement upon sale or other disposition of such property.

"(ii) SPECIAL RULE FOR LESSEE DEALERS.-The term
'terminal rental adjustment clause' also includes a pro-
vision of an agreement which requires a lessee who is a
dealer in motor vehicles to purchase the motor vehicle
for a predetermined price and then resell such vehicle
where such provision achieves substantially the same
results as a provision described in clause (i). "

(b) TERMINATION OF SECTION 210.-Section 210(a) of the Tax
Equity and Fiscal Responsibility Act of 1982 is amended by insert-
ing "entered into on or before the 90th day after the date of the en-
actment of the Tax Reform Act of 1984" after "agreement" the first
place it appears.

(c) EFFECTIVE DATE.-The amendment made by subsection (a)
shall apply to agreements described in section 168(f)(13) of the Inter-
nal Revenue Code of 1954 (as added by subsection (a)) entered into
more than 90 days after the date of the enactment of this Act.

Subtitle C-Treatment of Bonds and Other Debt
Instruments

SEC. 41. TREATMENT OF BONDS AND OTHER DEBT INSTRUMENTS.
(a) GENERAL RuLE.-Subchapter P of chapter I (relating to special

rules for capital gains and losses) is amended by adding at the end
thereof the following new part:

"PART V-SPECIAL RULES FOR BONDS AND
OTHER DEBT INSTRUMENTS

"Subpart A. Original issue discount.
"Subpart B. Market discount.
"Subpart C. Discount on short-term obligations.
"Subpart D. Miscellaneous provisions.

"Subpart A-Original Issue Discount

"Sec. 1271. Treatment of amounts received on retirement or sale or
exchange of debt instruments.



"Sec. 1272. Current inclusion in income of original issue discount.
"Sec. 1273. Determination of amount of original issue discount.
"Sec. 1274. Determination of issue price in the case of certain debt

instruments issued for property.
"Sec. 1275. Other definitions and special rules.

"SEC. 1271. TREATMENT OF AMOUNTS RECEIVED ON RETIREMENT OR SALE
OR EXCHANGE OF DEBT INSTRUMENTS.

"(a) GENERAL RULE. -For purposes of this title-
"(1) RETIREMENT. -Amounts received by the holder on retire-

ment of any debt instrument shall be considered as amounts re-
ceived in exchange therefor.

"(2) ORDINARY INCOME ON SALE OR EXCHANGE WHERE INTEN-
TION TO CALL BEFORE MATURITY.-

"(A) IN GENERAL.-If at the time of original issue there
was an intention to call a debt instrument before maturity,
any gain realized on the sale or exchange thereof which
does not exceed an amount equal to-

"(i) the original issue discount, reduced by
"(ii) the portion of original issue discount previously

includible in the gross income of any holder (without
regard to subsection (a)(6) or (b)(4) of section 1272 (or
the corresponding provisions of prior law)),

shall be treated as ordinary income.
"(B) ExCEPTIoNs.-This paragraph (and paragraph (2) of

subsection (c)) shall not apply to-
"(i) any tax-exempt obligation, or
"(ii) any holder who has purchased the debt instru-

ment at a premium.
"(3) CERTAIN SHORT-TERM GOVERNMENT OBLIGATIONS.-

"(A) IN GENERAL.-On the sale or exchange of any short-
term Government obligation, any gain realized which does
not exceed an amount equal to the ratable share of the ac-
quisition discount shall be treated as ordinary income.

"(B) SHORT-TERM GOVERNMENT OBLIGATION.-For pur-
poses of this paragraph, the term 'short-term Government
obligation' means any obligation of the United States or
any of its possessions, or of a State or any political subdivi-
sion thereof, or of the District of Columbia which is-

"(i) issued on a discount basis, and
"(ii) payable without interest at a fixed maturity

date not more than I year from the date of issue.
Such term does not include any tax-exempt obligation.

"(C) ACQUISITION DISCOUNT.-For purposes of this para-
graph, the term 'acquisition discount' means the excess of
the stated redemption price at maturity over the taxpayer s
basis for the obligation.

"(D) RATABLE SHARE.-For purposes of this paragraph,
the ratable share of the acquisition discount is an amount
which bears the same ratio to such discount as-

"(i) the number of days which the taxpayer held the
obligation, bears to

"(ii) the number of days after the date the taxpayer
acquired the obligation and up to (and including) the
date of its maturity.



"(b) EXCEPTIONS.-This section shall not apply to-
"(1) NATURAL PERSONS.-Any obligation issued by a natural

person.
"(2) OBLIGATIONS ISSUED BEFORE JULY 2, 1982, BY CERTAIN IS-

SUERS.-Any obligation issued before July 2, 1982, by an issuer

which-"(A) is not a corporation, and
"(B) is not a government or political subdivision thereof

"(c) TRANSITION RULES.-

"(1) SPECIAL RULE FOR CERTAIN OBLIGATIONS ISSUED BEFORE

JANUARY 1, 1955.-Paragraph (1) of subsection (a) shall apply to
a debt instrument issued before January 1, 1955, only if such
instrument was issued with interest coupons or in registered
form, or was in such form on March 1, 1954.

"(2) SPECIAL RULE FOR CERTAIN OBLIGATIONS WITH RESPECT

TO WHICH ORIGINAL ISSUE DISCOUNT NOT CURRENTLY INCLUD-

IBLE.- "(A) IN GENERAL.-On the sale or exchange of debt in-
struments issued by a government or political subdivision
thereof after December 31, 1954, and before July 2, 1982, or
by a corporation after December 31, 1954, and on or before
May 27, 1969, any gain realized which does not exceed-

"() an amount equal to the original issue discount,
or

"(ii) if at the time of original issue there was no in-
tention to call the debt instrument before maturity, an
amount which bears the same ratio to the original
issue discount as the number of complete months that
the debt instrument was held by the taxpayer bears to
the number of complete months from the date of origi-
nal issue to the date of maturity, shall be considered as
ordinary income.

"(B) SUBSECTION (a)(2)(A) NOT TO APPLY.-Subsection

(a)(2)(A) shall not apply to any debt instrument referred to
in subparagraph (A) of this paragraph.

"(C) CROSS REFERENCE.-

"For current inclusion of original issue discount, see section 1272.

"(d) DOUBLE INCLUSION IN INCOME NOT REQUIRED.-This section
and sections 1272 and 1286 shall not require the inclusion of any
amount previously includible in gross income.

"SEC. 1272. CURRENT INCLUSION IN INCOME OF ORIGINAL ISSUE DISCOUNT.

"(a) ORIGINAL ISSUE DISCOUNT ON DEBT INSTRUMENTS ISSUED

AFTER JULY 1, 1982, INCLUDED IN INCOME ON BASIS OF CONSTANT

INTEREST RATE.-

"(1) GENERAL RULE. -For purposes of this title, there shall be
included in the gross income of the holder of any debt instru-
ment having original issue discount issued after July 1, 1982,
an amount equal to the sum of the daily portions of the origi-
nal issue discount for each day during the taxable year on
which such holder held such debt instrument.

"(2) ExCEPTIONS.-Paragraph (1) shall not apply to-



"(A) TAX-EXEMPT OBLIGATIONS.-Any tax-exempt obliga-
tion.

"(B) UNITED STATES SAVINGS BONDS.-Any United States
savings bond.

"(C) SHORT-TERM OBLIGATIONS. -Any debt instrument
which has a fixed maturity date not more than I year from
the date of issue.

"(D) OBLIGATIONS ISSUED BY NATURAL PERSONS BEFORE

MARCH 2, 1984.-Any obligation issued by a natural person
before March 2, 1984.

"(E) LOANS BETWEEN NATURAL PERSONS.-
"(i) IN GENERAL.-Any loan made by a natural

person to another natural person if-
"(I) such loan is not made in the course of a

trade or business of the lender, and
"(II) the amount of such loan (when increased by

the outstanding amount of prior loans by such nat-
ural person to such other natural person) does not
exceed $10,000.

"(ii) CLAUSE (i) NOT TO APPLY WHERE TAX AVOIDANCE
A PRINCIPAL PURPOSE.-Clause (i) shall not apply if the
loan has as 1 of its principal purposes the avoidance of
any Federal tax.

"(iii) TREATMENT OF HUSBAND AND WIFE.-For pur-
poses of this subparagraph, a husband and wife shall
be treated as I person. The preceding sentence shall not
apply where the spouses lived apart at all times during
the taxable year in which the loan is made.

"(3) DETERMINATION OF DAILY PORTIONS.-For purposes of
paragraph (1), the daily portion of the original issue discount
on any debt instrument shall be determined by allocating to
each day in any accrual period its ratable portion of the in-
crease during such accrual period in the adjusted issue price of
the debt instrument. For purposes of the preceding sentence, the
increase in the adjusted issue price for any accrual period shall
be an amount equal to the excess (if any) of-

"(A) the product of-
"(i) the adjusted issue price of the debt instrument at

the beginning of such accrual period, and
"(ii) the yield to maturity (determined on the basis of

compounding at the close of each accrual period and
properly adjusted for the length of the accrual period),
over

"(B) the sum of the amounts payable as interest on such
debt instrument during such accrual period.

"(4) ADJUSTED ISSUE PRICE.-For purposes of this subsection,
the adjusted issue price of any debt instrument at the beginning
of any accrual period is the sum of-

"(A) the issue price of such debt instrument, plus
"(B) the adjustments under this subsection to such issue

price for all periods before the first day of such accrual
period.

"(5) ACCRUAL PERIOD.-Except as otherwise provided in regu-
lations prescribed by the Secretary, the term 'accrual period'



means a 6-month period (or shorter period from the date of
original issue of the debt instrument) which ends on a day in
the calendar year corresponding to the maturity date of the debt
instrument or the date 6 months before such maturity date.

"(6) REDUCTION WHERE SUBSEQUENT HOLDER PAYS ACQUISI-

TION PREMIUM. -
"(A) REDUCTION. -For purposes of this subsection, in the

case of any purchase after its original issue of a debt in-
strument to which this subsection applies, the daily portion
for any day shall be reduced by an amount equal to the
amount which would be the daily portion for such day
(without regard to this paragraph) multiplied by the frac-
tion determined under subparagraph (B).

"(B) DETERMINATION OF FRACTION.-For purposes of sub-
paragraph (A), the fraction determined under this subpara-
graph is a fraction-

"(i) the numerator of which is the excess (if any) of-
"(I) the cost of such debt instrument incurred by

the purchaser, over
"(II) the issue price of such debt instrument, in-

creased by the portion of original issue discount
previously includible in the gross income of any
holder (computed without regard to this para-
graph), and

"(ii) the denominator of which is the sum of the
daily portions for such debt instrument for all days
after the date of such purchase and ending on the
stated maturity date (computed without regard to this
paragraph).

"(b) RATABLE INCLUSION RETAINED FOR CORPORATE DEBT INSTRU-
MENTS ISSUED BEFORE JULY 2, 1982.-

"(1) GENERAL RULE.-There shall be included in the gross
income of the holder of any debt instrument issued by a corpo-
ration after May 27, 1969, and before July 2, 1982-

"(A) the ratable monthly portion of original issue dis-
count, multiplied by

"(B) the number of complete months (plus any fractional
part of a month determined under paragraph (3)) such
holder held such debt instrument during the taxable year.

"(2) DETERMINATION OF RATABLE MONTHLY PORTION. -Except
as provided in paragraph (4), the ratable monthly portion of
original issue discount shall equal-

"(A) the original issue discount, divided by
"(B) the number of complete months from the date of

original issue to the stated maturity date of the debt instru-
ment.

"(2) MONTH DEFINED. -For purposes of this subsection-
"(A) COMPLETE MONTH.-A complete month commences

with the date of original issue and the corresponding day
of each succeeding calendar month (or the last day of a cal-
endar month in which there is no corresponding day).

"(B) TRANSFERS DURING MONTH.-In any case where a
debt instrument is acquired on any day other than a day
determined under subparagraph (A), the ratable monthly



portion of original issue discount -for the complete month
(or partial month) in which such acquisition occurs shall
be allocated between the transferor and the transferee in
accordance with the number of days in such complete (or
partial) month each held the debt instrument.

"(4) REDUCTION WHERE SUBSEQUENT HOLDER PAYS ACQUISI-

TION PREMIUM. -

"(A) REDUCTION.-For purposes of this subsection, the
ratable monthly portion of original issue discount shall not
include its share of the acquisition premium.

"(B) SHARE OF ACQUISITION PREMIUM.-For purposes of
subparagraph (A), any month's share of the acquisition pre-
mium is an amount (determined at the time of the pur-
chase) equal to-

"(i) the excess of-
"(I) the cost of such debt instrument incurred by

the holder, over
"(II) the issue price of such debt instrument, in-

creased by the portion of original issue discount
previously includible in the gross income of any
holder (computed without regard to this para-
graph),

"(ii) divided by the number of complete months (plus
any fractional part of a month) from the date of such
purchase to the stated maturity date of such debt in-
strument.

"(c) ExCEPTIoNS.-This section shall not apply to any holder-
"(1) who has purchased the debt instrument at a premium, or
"(2) which is a life insurance company to which section 811(b)

applies.
"(d) DEFINITION AND SPECIAL RULE. -

"(1) PURCHASE DEFINED.-For purposes of this section, the
term 'purchase' means-

"(A) any acquisition of a debt instrument, where
"(B) the basis of the debt instrument is not determined in

whole or in part by reference to the adjusted basis of such
debt instrument in the hands of the person from whom ac-
quired.

"(2) BASIS ADJUSTMENT.-The basis of any debt instrument in
the hands of the holder thereof shall be increased by the
amount included in his gross income pursuant to this section.

"SEC. 1273., DETERMINATION OF AMOUNT OF ORIGINAL ISSUE DISCOUNT.

"a)GENERAL RULE.-For purposes of this subpart-
, "(1)-IN" GENERAL.-The term 'original issue discount' means

the excess (if any) of-
"(A) the stated redemption price at maturity, over

"(B) the issue price.
"(2)- STATED REDEMPTION PRICE AT MATURITY.-The term

'stated redemption price at maturity' means the amount fixed

by the last, modification of the purchase agreement and in-

cludes interest and other amounts payable at that time (other

than any interest based on a fixed rate, and payable uncondi-



tionally at fixed periodic intervals of I year or less during the
entire term of the debt instrument).

"(3) '/4 OF 1 PERCENT DE MINIMIS RULE.-If the original issue
discount determined under paragraph (1) is less than-

"(A) 14 of I percent of the stated redemption price at ma-
turity, multiplied by

"(B) the number of complete years to maturity,
then the original issue discount shall be treated as zero.

"(b) ISSUE PRICE.-For purposes of this subpart-
"(1) PUBLICLY OFFERED DEBT INSTRUMENTS NOT ISSUED FOR

PROPERTY.-In the case of any issue of debt instruments-
"(A) publicly offered, and
"(B) not issued for property,

the issue price is the initial offering price to the public (exclud-
ing bond houses and brokers) at which price a substantial
amount of such debt instruments was sold.

"(2) OTHER DEBT INSTRUMENTS NOT ISSUED FOR PROPERTY.-
In the case of any issue of debt instruments not issued for prop-
erty and not publicly offered, the issue price of each such in-
strument is the price paid by the first buyer of such debt instru-
ment.

"(3) DEBT INSTRUMENTS ISSUED FOR PROPERTY WHERE THERE
IS PUBLIC TRADING.-In the case of a debt instrument which is
issued for property and which-

"(A) is part of an issue a portion of which is traded on
an established securities market, or

"(B) is issued for stock or securities which are traded on
an established securities market,

the issue price of such debt instrument shall be the fair market
value of such property.

"(4) OTHER CASES.-Except in any case-
"(A) to which paragraph (1), (2), or (3) of this subsection

applies, or
"(B) to which section 1274 applies,

the issue price of a debt instrument which is issued for property
shall be the stated redemption price at maturity.

"(5) PROPERTY.-In applying this subsection, the term 'proper-
ty' includes services and the right to use property, but such term
does not include money.

"(c) SPECIAL RULES FOR APPLYING SUBSECTION (b).-For purposes
of subsection (b)-

"(1) INITIAL OFFERING PRICE; PRICE PAID BY THE FIRST
BUYER.-The terms 'initial offering price' and 'price paid by the
first buyer' include the aggregate payments made by the pur-
chaser under the purchase agreement, including modifications
thereof

"(2) TREATMENT OF INVESTMENT UNITS.-In the case of any
debt instrument and an option, security, or other property
issued together as an investment unit-

"(A) the issue price for such unit shall be determined in
accordance with the rules of this subsection and subsection
(b) as if it were a debt instrument,



"(B) the issue price determined for such unit shall be al-
located to each element of such unit on the basis of the re-
lationship of the fair market value of such element to the
fair market value of all elements in such unit, and

"(C) the issue price of any debt instrument included in
such unit shall be the portion of the issue price of the unit
allocated to the debt instrument under subparagraph (B).

"SEC. 1274. DETERMINATION OF ISSUE PRICE IN THE CASE OF CERTAIN
DEBT INSTRUMENTS ISSUED FOR PROPERTY.

"(a) IN GENERAL.-In the case of any debt instrument to which
this section applies, for purposes of this subpart, the issue price
shall be-

"(1) where there is adequate stated interest, the stated princi-
pal amount, or

"(2) in any other case, the imputed principal amount.
"(b) IMPUTED PRINCIPAL AMOUNT.-For purposes of this section-

"(1) IN GENERAL.-Except as provided in paragraph (3), the
imputed principal amount of any debt instrument shall be
equal to the sum of the present values of all payments due
under such debt instrument.

"(2) DETERMINATION OF PRESENT VALUE.-For purposes of
paragraph (1), the present value of a payment shall be deter-
mined in the manner provided by regulations prescribed by the
Secretary-

"(A) as of the date of the sale or exchange, and
"(B) by using a discount rate equal to 120 percent of the

applicable Federal rate, compounded semiannually.
"(3) FAIR MARKET VALUE RULE IN POTENTIALLY ABUSIVE SITU-

A TIONS. -
"(A) IN GENERAL.-In the case of any potentially abusive

situation, the imputed principal amount of any debt instru-
ment received in exchange for property shall be the fair
market value of such property adjusted to take into account
other consideration involved in the transaction.

"(B) POTENTIALLY ABUSIVE SITUATION DEFINED.-For pur-

poses of subparagraph (A), the term 'potentially abusive sit-
uation' means-

"(i a tax shelter (as defined in section
6661(b)(2)(C)(ii)), and

"(ii) any other situation which, by reason of-
"(I) recent sales transactions,
"(II) nonrecourse financing,
"Il) financing with a term in excess of the eco-

nomic life of the property, or
"(IV) other circumstances,

is of a type which the Secretary specifies by regulations
as having potential for tax avoidance.

"(C) DEBT INSTRUMENTS To WHICH SECTION APPLIES. -

"(1) In GENERAL.-Except as otherwise provided in this sub-
section, this section shall apply to any debt instrument given in

consideration for the sale or exchange of property if-
"(A) the stated redemption price at maturity for such

debt instrument exceeds-



"(i) where there is adequate stated interest, the stated
principal amount, or

"(ii) in any other case, the testing amount, and
"(B) some or all of the payments due under such debt in-

strument are due more than 6 months after the date of
such sale or exchange.

"(2) ADEQUATE STATED INTEREST.-For purposes of this sec-
tion, there is adequate stated interest with respect to any debt
instrument if the stated principal amount for such debt instru-
ment is less than the testing amount.

"(3) TESTING AMOUNT. -For purposes of this section, the term
'testing amount' means, with respect to any debt instrument,
the imputed principal amount of such debt instrument which
would be determined under subsection (b) (including paragraph
(3) thereof) if a discount rate equal to 110 percent of the appli-
cable Federal rate were used.

"(2) ExCEPTIoNS.-This section shall not apply to-
"(A) SALES FOR. LESS THAN $1,000,000 OF FARMS BY INDI-

VIDUALS OR SMALL BUSINESSES.-
"(i) IN GNERAL.-Any debt instrument arising from

the sale or exchange of a farm (within the meaning of
section 6420(c)(2))-

"(I) by an individual, estate, or testamentary
trust,

"(II) by a corporation which as of the date of the
sale or exchange is a small business corporation
(as defined in section 1244(c)(3)), or

"(Ilf) by a partnership which as of the date of
the sale or exchange meets requirements similar to
those of section 1244(c)(3).

"(ii) $1,000,000 LIMITATION. -Clause (i) shall apply
only if it can be determined at the time of the sale or
exchange that the sales price cannot exceed $1,000,000.
For purposes of the preceding sentence, all sales and ex-
changes which are part of the same transaction (or a
series of related transactions) shall be treated as I sale
or exchange.

"(B) SALES OF PRINCIPAL RESIDENCES.-Any debt instru-
ment arising from the sale or exchange by an individual of
his principal residence (within the meaning of section
1034).

"(C) SALES INVOLVING TOTAL PAYMENTS OF $250,000 OR
LESS. -

"(i) IN GENERAL.-Any debt instrument arising from
the sale or exchange of property if the sum of the fol-
lowing amounts does not exceed $250,000:

"(I) the aggregate amount of the payments due
under such debt instrument and all other debt in-
struments received as consideration for the sale or
exchange, and

"(I) the aggregate amount of any other consider-
ation to be received for the sale or exchange.

"(ii) CONSIDERATION OTHER THAN DEBT INSTRUMENT
TAKEN INTO ACCOUNT AT FAIR MARKET VALUE.-For



purposes of clause (i), any consideration (other than a
debt instrument) shall be taken into account at its fair
market value.

"(iii) AGGREGATION OF TRANSACTIONS.-For purposes
of this subparagraph, all sales and exchanges which
are part of the same transaction (or a series of related
transactions) shall be treated as 1 sale or exchange.

"(D) DEBT INSTRUMENTS WHICH ARE PUBLICLY TRADED OR

ISSUED FOR PUBLICLY TRADED PROPERTY.-Any debt instru-
ment to which section 1273(b)(3) applies.

"(E) CERTAIN SALES OF PATENTS.-In the case of any
transfer described in section 1235(a) (relating to sale or ex-
change of patents), any amount contingent on the produc-
tivity, use, or disposition of the property transferred.

"(F) SALES OR EXCHANGES TO WHICH SECTION 483(e) AP-

PLIES.-Any debt instrument to the extent section 483(e) (re-
lating to certain land transfers between related persons) ap-
plies to such instrument.

"(d) DETERMINATION OF APPLICABLE FEDERAL RATE.-For pur-
poses of this section-

"(1) APPLICABLE FEDERAL RATE.-

"(A) IN GENERAL. -
"In the case of a

debt instrument with a The applicable Federal
term of- rate is:

Not over 3 years ................... The Federal short-term rate.
Over 3 years but not over

9 years ............................ The Federal mid-term rate.
Over 9 years .......................... The Federal long-term rate.

"(B) DETERMINATION OF RATES.-Within 15 days after
the close of-

"(i) the 6-month period ending on September 30 of
any calendar year, or

"(ii) the 6-month period ending on March 31 of any
calendar year,

the Secretary shall determine the Federal short-term rate,
mid-term rate, and long-term rate for such 6-month period.

"(C) EFFECTIVE DATE OF DETERMINATION.-Any Federal
rate determined under subparagraph (A) shall-

"(i) apply during the 6-month period beginning on
January I of the succeeding calendar year in the case
of a determination made under subparagraph (B)(i),
and

"(ii) apply during the 6-month period beginning on
July 1 of the calendar year in the case of a determina-
tion made under subparagraph (B)(ii).

"(D) FEDERAL RATE FOR ANY 6-MONTH PERIOD.-For pur-
poses of this paragraph-

"(i) FEDERAL SHORT-TERM RATE.-The Federal short-
term rate for any 6-month period shall be the rate de-
termined by the Secretary based on the average market
yield (during such 6-month period) on outstanding



marketable obligations of the United States with re-
maining periods to maturity of 3 years or less.

"(ii) FEDERAL MID-TERM AND LONG-TERM RATES.-The
Federal mid-term rate and long-term rate shall be de-
termined in accordance with the principles of clause (i).

"(2) RATE APPLICABLE TO ANY SALE OR EXCHANGE.-In the
case of any sale or exchange, the determination of the applica-
ble Federal rate shall be made as of the first day on which
there is a binding contract in writing for the sale or exchange.

"(3) TERM OF DEBT INSTRUMENT.-In determining the term of
a debt instrument for purposes of this subsection, under regula-
tions prescribed by the Secretary, there shall be taken into ac-
count options to renew or extend.

"SEC. 1275. OTHER DEFINITIONS AND SPECIAL RULES.
"(a) DEFINITIONS. -For purposes of this subpart-

"(1) DEBT INSTRUMENT.-
"(A) IN GENERAL.-Except as provided in subparagraph

(B), the term 'debt instrument' means a bond, debenture,
note, or certificate or other evidence of indebtedness.

"(B) EXCEPTION FOR CERTAIN ANNUITY CONTRACTS.-The
term 'debt instrument' shall not include any annuity con-
tract to which section 72 applies and which-

"(i) depends (in whole or in substantial part) on the
life expectancy of 1 or more individuals, or

"(ii) is issued by an insurance company subject to tax
under subchapter L-

"(I) in a transaction in which there is no consid-
eration other than cash or another annuity con-
tract meeting the requirements of this clause,

"(II) pursuant to the exercise of an election
under an insurance contract by a beneficiary there-
of on the death of the insured party under such
contract, or

"(III) in a transaction involving a qualified pen-
sion or employee benefit plan.

"(2) ISSUE DATE.--
"(A) PUBLICLY OFFERED DEBT INSTRUMENTS.-In the case

of any debt instrument which is publicly offered, the term
'date of original issue' means the date on which the issue
was first issued to the public.

"(B) ISSUES NOT PUBLICLY OFFERED AND NOT ISSUED FOR

PROPERTY.-In the case of any debt instrument to which
section 1273(b)(2) applies, the term 'date of original issue'
means the date on which the debt instrument was sold by
the issuer.

"(C) OTHER DEBT INSTRUMENTS.-In the case of any debt
instrument not described in subparagraph (A) or (B), the
term 'date of original issue' means the date on which the
debt instrument was issued in a sale or exchange.

"(3) TAX-EXEMPT OBLIGATION.-The term 'tax-exempt obliga-
tion' means any obligation if-

"(A) the interest on such obligation is not includible in
gross income under section 103, or



"(B) the interest on such obligation is exempt from tax
(without regard to the identity of the holder) under any
other provision of law.

"(4) SPECIAL RULE FOR DETERMINATION OF ISSUE PRICE IN

CASE OF EXCHANGE OF DEBT INSTRUMENTS IN REORGANIZA-

TIONS. -
"(A) IN GENERAL. -If-

"(i) any debt instrument is issued pursuant to a plan
of reorganization (within the meaning of section
368(a)(1)) for another debt instrument (hereinafter in
this paragraph referred to as the 'old debt instrument'),
and

"(ii) the amount which (but for this paragraph)
would be the issue price of the debt instrument so
issued is less than the adjusted issue price of the old
debt instrument,

then the issue price of the debt instrument so issued shall
be treated as equal to the adjusted issue price of the old
debt instrument.

"(B) DEFINITIONS. -For purposes of this paragraph-
"(i) DEBT INSTRUMENT.-The term 'debt instrument'

includes an investment unit.
"(ii) ADJUSTED ISSUE PRICE.-

"(I) IN GENERAL.-The adjusted issue price of the
old debt instrument is its issue price, increased by
the portion of any original issue discount previous-
ly includible in the gross income of any holder
(without regard to subsection (a)(6) or (b)(4) of sec-
tion 1272 (or the corresponding provisions of prior
law)).

"(II) SPECIAL RULE FOR APPLYING SECTION

163(e).-For purposes of section 163(e, the adjusted
issue price of the old debt instrument is its issue
price, increased by any original issue discount pre-
viously allowed as a deduction.

"(b) TREATMENT OF BORROWER IN THE CASE OF CERTAIN LOANS

FOR PERSONAL USE.-

"(1) SECTIONS 1274 AND 483 NOT TO APPLY.-In the case of the
obligor under any debt instrument given in consideration for
the sale or exchange of property, sections 1274 and 483 shall not
apply if such property is personal use property.

"(2) ORIGINAL ISSUE DISCOUNT DEDUCTED ON CASH BASIS IN

CERTAIN CASES.-In the case of any debt instrument, if-
"(A) such instrument-

"(i) is incurred in connection with the acquisition or
carrying of personal use property, and

"(ii) has original issue discount (determined after the
application of paragraph (1)), and

"(B) the obligor under such instrument uses the cash re-
ceipts and disbursements method of accounting,

notwithstanding section 163(e), the original issue discount on
such instrument shall be deductible only when paid.



"(3) PERSONAL USE PROPERTY.-For purposes of this subsec-
tion, the term 'personal use property' means any property sub-
stantially all of the use of which by the taxpayer is not in con-
nection with a trade or business of the taxpayer or an activity
described in section 212. The determination of whether property
is described in the preceding sentence shall be made as of the
time of issuance of the debt instrument.

"(c) INFORMATION REQUIREMENTS.-

"(1) INFORMATION REQUIRED TO BE SET FORTH ON INSTRU-

MENT. -
"(A) IN GENERAL.-In the case of any debt instrument

having original issue discount, the Secretary may by regula-
tions require that-

"(i) the amount of the original issue discount, and
"(ii) the issue date,

be set forth on such instrument.
"(B) SPECIAL RULE FOR INSTRUMENTS NOT PUBLICLY OF-

FERED.-In the case of any issue of debt instruments not
publicly offered, the regulations prescribed under subpara-
graph (A) shall not require the information to be set forth
on the debt instrument before any disposition of such in-
strument by the first buyer.

"(2) INFORMATION REQUIRED TO BE SUBMITTED TO SECRE-
TARY.-In the case of any issue of publicly offered debt instru-
ments having original issue discount, the issuer shall (at such
time and in such manner as the Secretary shall by regulation
prescribe) furnish the Secretary the following information:

"(A) The amount of the original issue discount.
"(B) The issue date.
"(C) Such other information with respect to the issue as

the Secretary may by regulations require.
For purposes of the preceding sentence, any person who makes a
public offering of stripped bonds (or stripped coupons) shall be
treated as the issuer of a publicly offered debt instrument
having original issue discount.

"(3) EXCEPTIONS.-This subsection shall not apply to any obli-
gation referred to in section 1272(a)(2) (relating to exceptions
from current inclusion of original issue discount).

"(4) CROSS REFERENCE. -

"For civil penalty for. failure to meet requirements of this subsection, see
section 6706.

"(d) REGULATION AUTHORITY.-The Secretary may prescribe regu-
lations providing that where, by reason of varying rates of interest,
put or call options, indefinite maturities, contingent payments, as-
sumptions of debt instruments, or other circumstances, the tax treat-
ment under this subpart (or section 163(e)) does not carry out the

-purposes of this subpart (or section 163(e)), such treatment shall be
modified to the extent appropriate to carry out the purposes of this
subpart (or section 163(e)).

"Subpart B-Market Discount on Bonds

"Sec. 1276. Disposition gain representing accrued market discount
treated as ordinary income.

"Sec. 1277. Deferral of interest deduction allocable to accrued
market discount.



"Sec. 1278. Definitions and special rules.

"SEC. 1276. DISPOSITION GAIN REPRESENTING ACCRUED MARKET DIS-
COUNT TREATED AS ORDINARY INCOME.

"(a) ORDINARY INCOME. -

"(1) IN GENERAL.-Except as otherwise provided in this sec-
tion, gain on the disposition of any market discount bond shall
be treated as ordinary income to the extent it does not exceed
the accrued market discount on such bond. Such gain shall be
recognized notwithstanding any other provision of this subtitle.

"(2) DISPOSITIONs OTHER THAN SALES, ETC.-For purposes of
paragraph (1), a person disposing of any market discount bond
in any transaction other than a sale, exchange, or involuntary
conversion shall be treated as realizing an amount equal to the
fair market value of the bond.

"(3) GAIN TREATED AS INTEREST FOR CERTAIN PURPOSES.-
Except for purposes of sections 871(a), 881, 1441, 1442, and 6049
(and such other provisions as may be specified in regulations),
any amount treated as ordinary income under paragraph (1)
shall be treated as interest for purposes of this title.

"(b) ACCRUED MARKET DISCOUNT.-For purposes of this section-
"(1) RATABLE ACCRUAL.-Except as otherwise provided in this

subsection or subsection (c), the accrued market discount on any
bond shall be an amount which bears the same ratio to the
market discount on such bond as-

"(A) the number of days which the taxpayer held the
bond, bears to

"(B) the number of days after the date the taxpayer ac-
quired the bond and up to (and including) the date of its
maturity.

"(2) ELECTION OF ACCRUAL ON BASIS OF CONSTANT INTEREST
RATE (IN LIEU OF RATABLE ACCRUAL).-

"(A) IN GENERAL.-At the election of the taxpayer with
respect to any bond, the accrued market discount on such
bond shall be the aggregate amount which would have been
includible in the gross income of the taxpayer under section
1272(a) with respect to such bond for all periods during
which the bond was held by the taxpayer if such bond had
been- "(i) originally issued on the date on which such bond

was acquired by the taxpayer,
"(ii) for an issue price equal to the basis of the tax-

payer in such bond immediately after its acquisition.
"(B) COORDINATION WHERE BOND HAS ORIGINAL ISSUE DIS-

COUNT.-In the case of any bond having original issue dis-
count, for purposes of applying subparagraph (A)-

"(i) the stated redemption price at maturity of such
bond shall be treated as equal to its revised issue price,
and

"(ii) the determination of the portion of the original
issue discount which would have been includible in the
gross income of the taxpayer under section 1272(a)
shall be made under regulations prescribed by the Sec-
retary.



"(C) ELECTION IRREVOCABLE. -An election under subpara-
graph (A), once made with respect to any bond, shall be ir-
revocable.

"(c) TREATMENT OF NONRECOGNITION TRANSACTIONS. -Under reg-
ulations prescribed by the Secretary-

"(1) TRANSFERRED BASIS PROPERTY.-If a market discount
bond is transferred in a nonrecognition transaction and such
bond is transferred basis property in the hands of the transfer-
ee, for purposes of determining the amount of the accrued
market discount with respect to the transferee-

"(A) the transferee shall be treated as having acquired
the bond on the date on which it was acquired by the trans-
feror for an amount equal to the basis of the transferor,
and

"(B) proper adjustments shall be made for gain recog-
nized by the transferor on such transfer (and for any origi-
nal issue discount or market discount included in the gross
income of the transferor).

"(2) EXCHANGED BASIS PROPERTY.-If any market discount
bond is disposed of by the taxpayer in a nonrecognition transac-
tion and paragraph (1) does not apply to such transaction, any
accrued market discount determined with respect to the proper-
ty disposed of to the extent not theretofore treated as ordinary
income under subsection (a)-

"(A) shall be treated as accrued market discount with re-
spect to the exchanged basis property received by the tax-
payer in such transaction if such property is a market dis-
count bond, and

"(B) shall be treated as ordinary income on the disposi-
tion of the exchanged basis property received by the taxpay-
er in such exchange if such property is not a market dis-
count bond.

"(3) PARAGRAPH (1) TO APPLY TO CERTAIN DISTRIBUTIONS BY
CORPORATIONS OR PARTNERSHIPS. -For purposes of paragraph
(1), if the basis of any market discount bond in the hands of a
transferee is determined under section 334(c), 732(a), or 732(b),
such property shall be treated as transferred basis property in
the hands of such transferee.

"(d) SPECIAL RULES.-Under regulations prescribed by the Secre-
tary-

"(1) rules similar to the rules of subsection (b) of section 1245
shall apply for purposes of this section; except that-

"(A) paragraph (1) of such subsection shall not apply,
and

"(B) an exchange qualifying under section 354(a), 355(a),
or 356(a) (determined without regard to subsection (a) of
this section) shall be treated as an exchange described in
paragraph (3) of such subsection, and

"(2) appropriate adjustments shall be made to the basis of
any property to reflect gain recognized under subsection (a).

"(e) SECTION NOT To APPLY TO MARKET DISCOUNT BONDS ISSUED
ON OR BEFORE DATE OF ENACTMENT OF SECTION.-This section
shall not apply to any market discount bond issued on or before the
date of the enactment of this section.



"SEC. 1277. DEFERRAL OF INTEREST DEDUCTION ALLOCABLE TO ACCRUED
MARKET DISCOUNT.

"(a) GENERAL RuLE.-Except as otherwise provided in this sec-
tion, the net direct interest expense with respect to any market dis-
count bond shall be allowed as a deduction for the taxable year
only to the extent that such expense exceeds the portion of the
market discount allocable to the days during the taxable year on
which such bond was held by the taxpayer (as determined under the
rules of section 1276(b)).

"(b) DISALLOWED DEDUCTION ALLOWED FOR LATER YEARS.-
"(1) ELECTION TO TAKE INTO ACCOUNT IN LATER YEAR WHERE

NET INTEREST INCOME FROM BOND.-
"(A) IN GENERAL. -If-

"(i) there is net interest income for any taxable year
with respect to any market discount bond, and

"(ii) the taxpayer makes an election under this sub-
paragraph with respect to such bond,

any disallowed interest expense with respect to such bond
shall be treated as interest paid or accrued by the taxpayer
during such taxable year to the extent such disallowed in-
terest expense does not exceed the net interest income with
respect to such bond.

"(B) DETERMINATION OF DISALLOWED INTEREST EX-

PENSE.-For purposes of subparagraph (A), the amount of
the disallowed interest expense-

"(i) shall be determined as of the close of the preced-
ing taxable year, and

"(ii) shall not include any amount previously taken
into account under subparagraph (A).

"(C) NET INTEREST INCOME.-For purposes of this para-
gaph, the term 'net interest income' means the excess of the
amount determined under paragraph (2) of subsection (c)
over the amount determined under paragraph (1) of subsec-
tion (c).

"(2) REMAINDER OF DISALLOWED INTEREST EXPENSE ALLOWED
FOR YEAR OF DISPOSITION. -

"(A) IN GENERAL.-Except as otherwise provided in this para-
graph, the amount of the disallowed interest expense with re-
spect to any market discount bond shall be treated as interest
paid or accrued by the taxpayer in the taxable year in which
such bond is disposed of

"(B) NONRECOGNITION TRANSACTIONS.-If any market dis-
count bond is disposed of in a nonrecognition transaction-

"(i) the disallowed interest expense with respect to
such bond shall be treated as interest paid or accrued
in the year of disposition only to the extent of the
amount of gain recognized on such disposition, and

"(ii) the disallowed interest expense with respect to
such property (to the extent not so treated) shall be
treated as disallowed interest expense-

"(I) in the case of a transaction described in sec-
tion 1276(c)(1), of the transferee with respect to the
transferred basis property, or



"(II) in the case of a transaction described in sec-
tion 1276(c)(2), with respect to the exchanged basis
property.

"(C) DISALLOWED INTEREST EXPENSE REDUCED FOR
AMOUNTS PREVIOUSLY TAKEN INTO ACCOUNT UNDER PARA-
GRAPH (1).-For purposes of this paragraph, the amount of
the disallowed- interest expense shall not include any
amount previously taken into account under paragraph (1).

"(3) DISALLOWED INTEREST EXPENSE.-For purposes of this
subsection, the term 'disallowed interest expense' means the ag-
gregate amount disallowed under subsection (a) with respect to
the market discount bond.

"(c) NET DIRECT INTEREST EXPENSE.-For purposes of this section,
the term 'net direct interest expense' means, with respect to any
market discount bond, the excess (if any) of-

"(1) the amount of interest paid or accrued during the taxable
year on indebtedness which is incurred or continued to pur-
chase or carry such bond, over

"(2) the aggregate amount of interest (including original issue
discount) includible in gross income for the taxable year with
respect to such bond.

In the case of any financial institution to which section 585 or 593
applies, the determination of whether interest is described in para-
graph (1) shall be made under principles similar to the principles of
section 291(e)(1)(B)(ii). Under rules similar to the rules of section
265(5), short sale expenses shall be treated as interest for purposes of
determining net direct interest expense.

"(d) SPECIAL RULE FOR GAIN RECOGNIZED ON DISPOSITION OF
MARKET DISCOUNT BONDS ISSUED ON OR BEFORE DATE OF ENACT-
MENT OF SECTIoN.-In the case of a market discount bond issued on
or before the date of the enactment of this section, any gain recog-
nized by the taxpayer on any disposition of such bond shall be treat-
ed as ordinary income to the extent the amount of such gain does
not exceed the amount allowable with respect to such bond under
subsection (b)(2) for the taxable year in which such bond is disposed
of
"SEC. 1278. DEFINITIONS AND SPECIAL RULES.

"(a) IN GENERAL.-For purposes of this part-"(1) MARKET DISCOUNT BOND.-
"(A) IN GENERAL.-Except as provided in subparagraph

(B), the term 'market discount bond' means any bond
having market discount.

"(B) EXCEPTIONS.-The term 'market discount bond'
shall not include-

"(i) SHORT-TERM OBLIGATIONS.-Any obligation with
a fixed maturity date not exceeding I year from the
date of issue.

"(ii) TAX-EXEMPT OBLIGATIONS.-Any tax-exempt obli-
gation (as defined in section 12 75(a)(3)).

"(iii) UNITED STATES SAVINGS BONDS.-Any United
States savings bond.

"(iv) INSTALLMENT OBLIGATIONS. -Any installment
obligation to which section 453B applies.



"(2) MARKET DISCOUNT.-
"(A) IN GENERAL.-The term 'market discount' means the

excess (if any) of-"(i) the stated redemption price of the bond at matu-
rity, over

"(ii) the basis of such bond immediately after its ac-
quisition by the taxpayer.

"(B) COORDINATION WHERE BOND HAS ORIGINAL ISSUE DIS-
COUNT.-In the case of any bond having original issue dis-
count, for purposes of subparagraph (A), the stated redemp-
tion price of such bond at maturity shall be treated as
equal to its revised issue price.

"(C) DE MINIMIS RULE.-If the market discount is less
than 1/4 of 1 percent of the stated redemption price of the
bond at maturity multiplied by the number of complete
years to maturity (after the taxpayer acquired the bond),
then the market discount shall be considered to be zero.

"(3) BoND.-The term 'bond' means any bond, debenture,
note, certificate, or other evidence of indebtedness.

"(4) REVISED ISSUE PRICE.-The term 'revised issue price'
means of the sum of-

"(A) the issue price of the bond, and
"(B) the aggregate amount of the original issue discount

includible in the gross income of all holders for periods
before the acquisition of the bond by the taxpayer (deter-
mined without regard to section 1272 (a)(6) or (b)(4)).

"(5) ORIGINAL ISSUE DISCOUNT, ETC.-The terms 'original issue
discount' 'stated redemption price at maturity" and 'issue
price' have the respective meanings given such terms by subpart
A of this part.

"(b) ELECTION To INCLUDE MARKET DISCOUNT CURRENTLY.-

"(1) IN GENERAL.-If the taxpayer makes an election under
this subsection-

"(A) sections 1276 and 1277 shall not apply, and
"(B) market discount on any market discount bond shall

be included in the gross income of the taxpayer for the tax-
able years to which it is attributable (as determined under
the rules of subsection (b) of section 1276).

Except for purposes of sections 871(a), 881, 1441, 1442, and 6049
(and such other provisions as may be specified in regulations),
any amount included in gross income under subparagraph (B)
shall be treated as interest for purposes of this title.

"(2) SCOPE OF ELECTION.-An election under this subsection
shall apply to all market discount bonds acquired by the tax-
payer on or after the 1st day of the 1st taxable year to which
such election applies.

"(3) PERIOD TO WHICH ELECTION APPLIES.-An election under
this subsection shall apply to the taxable year for which it is
made and for all subsequent taxable years, unless the taxpayer
secures the consent of the Secretary to the revocation of such
election.

"(c) REGULATIONS.-The Secretary shall prescribe such regulations
as may be necessary to carry out the purposes of this subpart.
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"Subpart C-Discount on Short-Term Obligations

"Sec. 1281. Current inclusion in income of discount on certain short-
term obligations.

"Sec. 1282. Deferral of interest deduction allocable to accrued dis-
count.

"Sec. 1283. Definitions and special rules.

"SEC. 1281. CURRENT INCLUSION IN INCOME OF DISCOUNT ON CERTAIN
SHORT- TERM OBLIGATIONS.

"(a) IN GENERAL.-In the case of any short-term obligation to
which this section applies, for purposes of this title, there shall be
included in the gross income of the holder an amount equal to the
sum of the daily portions of the acquisition discount for each day
during the taxable year on which such holder held such obligation.

"(b) SHORT- TERM OBLIGATIONS TO WHICH SECTION APPLIES. -
"(1) IN GENERAL.-This section shall apply to any short-term

obligation which-
"(A) is held by a taxpayer using an accrual method of ac-

counting,
"(B) is held primarily for sale to customers in the ordi-

nary course of the taxpayer's trade or business,
"(C) is held by a bank (as defined in section 581),
"(D) is held by a regulated investment company or a

common trust fund, or
"(E) is identified by the taxpayer under section 1256(e)(2)

as being part of a hedging transaction.
"(2) TREATMENT OF OBLIGATIONS HELD BY PASS-THRU ENTI-

TIES. -
"(A) IN GENERAL.-This section shall apply also to-

"(i) any short-term obligation which is held by a
pass-thru entity which is formed or availed of for pur-
poses of avoiding the provisions of this section, and

"(ii) any short-term obligation which is acquired by a
pass-thru entity (not described in clause (i)) during the
required accrual period.

"(B) REQUIRED ACCRUAL PERIOD.-For purposes of sub-
paragraph (A), the term 'required accrual period' means the
period-

"(i) which begins with the first taxable year for
which the ownership test of subparagraph (C) is met
with respect to the pass-thru entity (or a predecessor),
and

"(ii) which ends with the first taxable year after the
taxable year referred to in clause (i) for which the own-
ership test of subparagraph (C) is not met and with re-
spect to which the Secretary consents to the termina-
tion of the required accrual period.

"(C) OWNERSHIP TEST.-The ownership test of this sub-
paragraph is met for any taxable year if, on at least 90
days during the taxable year, 20 percent or more of the
value of the interests in the pass-thru entity are held by
persons described in paragraph (1) or by other pass-thru en-
tities to which subparagraph (A) applies.



"(D) PASS-THRU ENTITY.-The term 'pass-thru entity'
means any partnership, S corporation, trust, or other pass-
thru entity.

"(c) CROSS REFERENCE.-
"For special rules limiting the application of this section to original issue

discount in the case of nongovernmental obligations, see section 1283(c).
"SEC. 1282. DEFERRAL OF INTEREST DEDUCTION ALLOCABLE TO ACCRUED

DISCOUNT.

"(a) GENERAL RULE.-Except as otherwise provided in this sec-
tion, the net direct interest expense with respect to any short-term
obligation shall be allowed as a deduction for the taxable year only
to the extent that such expense exceeds the sum of the daily portions
of the acquisition discount for each day during the taxable year on
which the taxpayer held such obligation.

"(b) SECTION NOT To APPLY TO OBLIGATIONS TO WHICH SECTION

1281 APPLIES.-
"(1) IN GENERAL.-This section shall not apply to any short-

term obligation to which section 1281 APPLIES.
"(2) ELECTION TO HAVE SECTION 1281 APPLY TO ALL OBLIGA-

TIONS. -
"(A) IN GENERAL.-A taxpayer may make an election

under this paragraph to have section 1281 apply to all
short-term obligations acquired by the taxpayer on or after
the 1st day of the 1st taxable year to which such election
applies.

"(B) PERIOD TO WHICH ELECTION APPLIES.-An election
under this paragraph shall apply to the taxable year for
which it is made and for all subsequent taxable years,
unless the taxpayer secures the consent of the Secretary to
the revocation of such election.

"(C) CERTAIN RULES MADE APPLICABLE.-Rules similar to the
rules of subsections (b) and (c) of section 1277 shall apply for pur-
poses of this section.

"(d) CROSS REFERENCE. -
"For special rules limiting the application of this section to original issue

discount in the case of nongovernmental obligations, see section 1283(c).

"SEC. 1283. DEFINITIONS AND SPECIAL RULES.

"(a) DEFINITIONS. -For purposes of this subpart-
"(1) SHORT-TERM OBLIGATION.-

"(A) IN GENERAL.-Except as provided in subparagraph
(B), the term 'short-term obligation' means any bond, deben-
ture, note, certificate, or other evidence of indebtedness
which has a fixed maturity date not more than I year from
the date of issue.

"(B) EXCEPTIONS FOR TAX-EXEMPT OBLIGATIONS.-The

term 'short-term obligation' shall not include any tax-
exempt obligation (as defined in section 1275(a)(3)).

"(2) ACQUISITION DISCOUNT.-The term 'acquisition discount'
means the excess of-

"(A) the stated redemption price at maturity (as defined
in section 1273), over

"(B) the taxpayer's basis for the obligation.
"(b) DAILY PoRTIoN.-For purposes of this subpart-



"(1) RATABLE ACCRUAL.-Except as otherwise provided in this

subsection, the daily portion of the acquisition discount is an
amount equal to-

"(A) the amount of such discount, divided by
"(B) the number of days after the day on which the tax-

payer acquired the obligation and up to (and including) the
day of its maturity.

"(2) ELECTION OF ACCRUAL ON BASIS OF CONSTANT INTEREST

RATE (IN LIEU OF RATABLE ACCRUAL).-

"(A) IN GENERAL-At the election of the taxpayer with
respect to any obligation, the daily portion of the acquisi-
tion discount for any day is the portion of the acquisition
discount accruing on such day determined (under regula-
tions prescribed by the Secretary) on the basis of-

"(i) the taxpayer's yield to maturity based on the tax-
payer's cost of acquiring the obligation, and

"(ii) compounding daily.
"(B) ELECTION IRREVOCABLE.-An election under sub-

paragraph (A), once made with respect to any obligation,
shall be irrevocable.

"(C) SPECIAL RULES FOR NONGOVERNMENTAL OBLIGATIONS.-

"(1) IN GENERAL.-In the case of any short-term obligation
which is not a short-term Government obligation (as defined in
section 1271(a)(3)(B))-

"(A) sections 1281 and 1282 shall be applied by taking
into account original issue discount in lieu of acquisition
discount, and

"(B) appropriate adjustments shall be made in the appli-
cation of subsection (b) of this section.

"(2) ELECTION TO HAVE PARAGRAPH (1) NOT APPLY.-

"(A) IN GENERAL.-A taxpayer may make an election
under this paragraph to have paragraph (1) not apply to all
obligations acquired by the taxpayer on or after the first
day of the first taxable year to which such election applies.

"(B) PERIOD TO WHICH ELECTION APPLIES.-An election
under this paragraph shall apply to the taxable year for
which it is made and for all subsequent taxable years,
unless the taxpayer secures the consent of the Secretary to
the revocation of such election.

"(d) OTHER SPECIAL RULES.-

"(1) BASIS ADJUSTMENTS.-The basis of any short-term obliga-
tion in the hands of the holder thereof shall be increased by the
amount included in his gross income pursuant to section 1281.

"(2) DOUBLE INCLUSION IN INCOME NOT REQUIRED.-Section
1281 shall not require the inclusion of any amount previously
includible in gross income.

"(3) COORDINATION WITH OTHER PROVISIONS.-Section 454(b)
and section 1271(a)(3) shall not apply to any short-term obliga-
tion to which section 1281 applies.

"Subpart D-Miscellaneous Provisions

"Sec. 1286. Tax treatment of stripped bonds.
"Sec. 1287. Denial of capital gain treatment for gains on certain ob-

ligations not in registered form.
"Sec. 1288. Treatment of original issue discount on tax-exempt obli-

gations.



"SEC. 1286. TAX TREATMENT OF STRIPPED BONDS.
"(a) INCLUSION IN INCOME AS IF BOND AND COUPONS WERE ORIGI-

NAL ISSUE DISCOUNT BOND.-If any person purchases after July 1,
1982, a stripped bond or a stripped coupon, then such bond or
coupon while held by such purchaser (or by any other person whose
basis is determined by reference to the basis in the hands of such
purchaser) shall be treated for purposes of this part as a bond origi-
nally issued on the purchase date and having an original issue dis-
count equal to the excess (if any) of-

"(1) the stated redemption price at maturity (or, in the case of
coupon, the amount payable on the due date of such coupon),
over

"(2) such bond's or coupon's ratable share of the purchase
price.

For purposes of paragraph (2), ratable shares shall be determined on
the basis of their respective fair market values on the date of pur-
chase.

"(b) TAX TREATMENT OF PERSON STRIPPING BOND.-For purposes
of this subtitle, if any person strips 1 or more coupons from a bond
and after July 1, 1982, disposes of the bond or such coupon-

"(1) such person shall include in gross income an amount
equal to the interest accrued on such bond while held by such
person and before the time that such coupon or bond was dis-
posed of (to the extent such interest has not theretofore been in-
cluded in such person's gross income),

"(2) the basis of the bond and coupons shall be increased by
the amount of the accrued interest described in paragraph (1),

"(3) the basis of the bond and coupons immediately before the
disposition (as adjusted pursuant to paragraph (2)) shall be al-
located among the items retained by such person and the items
disposed of by such person on the basis of their respective fair
market values, and

"(4) for purposes of subsection (a), such person shall be treated
as having purchased on the date of such disposition each such
item which he retains for an amount equal to the basis allocat-
ed to such item under paragraph (8).

A rule similar to the rule of paragraph (4) shall apply in the case of
any person whose basis in any bond or coupon is determined by ref-
erence to the basis of the person described in the preceding sentence.

"(C) RETENTION OF EXISTING LAW FOR STRIPPED BONDS PUR-
CHASED BEFORE JULY 2, 1982.-If a bond issued at any time with
interest coupons-

"(1) is purchased after August 16, 1954, and before January 1,
1958, and the purchaser does not receive all the coupons which
first become payable more than 12 months after the date of the
purchase, or

"(2) is purchased after December 31, 1957, and before July 2,
1982, and the purchaser does not receive all the coupons which
first become payable after the date of the purchase,



then the gain on the sale or other disposition of such bond by such
purchaser (or by a person whose basis is determined by reference to

the basis in the hands of such purchaser) shall be considered as or-

dinary income to the extent that the fair market value (determined
as of the time of the purchase) of the bond with coupons attached
exceeds the purchase price. If this subsection and section
1271(a)(2)(A) apply with respect to gain realized on the sale or ex-

change of any evidence of indebtedness, then section 1271(a)(2)(A)
shall apply with respect to that part of the gain to which this sub-
section does not apply.

"(d) SPECIAL RULES FOR TAX-EXEMPT OBLIGATIONS.-In the case

of any tax-exempt obligation (as defined in section 1275(a)(3))-
"(1) subsections (a) and (b)(1) shall not apply,
"(2) the rules of subsection (b)(4) shall apply for purposes of

subsection (c), and
"(3) subsection (c) shall be applied without regard to the re-

quirement that the bond be purchased before July 2, 1982.
"(e) DEFINITIONS AND SPECIAL RuLE.-For purposes of this sec-

tion-
"(1) BOND.-The term 'bond' means a bond, debenture, note,

or certificate or other evidence of indebtedness.
"(2) STRIPPED BOND.-The term 'stripped bond' means a bond

issued at any time with interest coupons where there is a sepa-
ration in ownership between the bond and any coupon which
has not yet become payable.

"(3) STRIPPED coUPoN.-The term 'stripped coupon' means
any coupon relating to a stripped bond.

"(4) STATED REDEMPTION PRICE AT MATURITY.-The term
'stated redemption price at maturity' has the meaning given
such term by section 1273(a)(2).

"(5) CoUPoN.-The term 'coupon' includes any right to receive
interest on a bond (whether or not evidenced by a coupon). This
paragraph shall apply for purposes of subsection (c) only in the
case of purchases after July 1, 1982.

"(6) PURCHASE.-The term 'purchase' has the meaning given
such term by section 1272(d)(1).

"(f) REGULATION AUTHORITY.-The Secretary may prescribe regu-
lations providing that where, by reason of varying rates of interest,
put or call options, or other circumstances, the tax treatment under
this section does not accurately reflect the income of the holder of a
stripped coupon or stripped bond, or of the person disposing of such
bond or coupon, as the case may be, for any period, such treatment
shall be modified to require that the proper amount of income be
included for such period.
"SEC. :.?S DENIAL OF CAPITAL GAIN TREATMENT FOR GAINS ON CERTAIN

OBLIGATIONS NOT IN REGISTERED FORM.

"(a) IN GENERAL.-If any registration-required obligation is not in
registered form, any gain on the sale or other disposition of such ob-
ligation shall be treated as ordinary income (unless the issuance of
such obligation was subject to tax under section 4701).

"(b) DEFINITIONS.-For purposes of subsection (a)-
"(1) REGISTRATION-REQUIRED OBLIGATION.-The term 'regis-

tration-required obligation' has the meaning given to such term



by section 163(f)(2) except that clause (iv) of subparagraph (A),
and subparagraph (B),'of such section shall not apply.

"(2) REGISTERED FORM.-The term 'registered form' has the
;same meaning as when used in section 163(f).

"SEC. 1288. TREATMENT OF ORIGINAL ISSUE DISCOUNT ON TAX-EXEMPT
OBLIGATIONS

"(a) GENERAL RULE.-Original issue discount on any tax-exempt
obligation shall be treated as accruing-

"(1) for purposes of section 163, in the manner provided by
section 1272(a) (determined without regard to paragraph (6)
thereof), and

"(2) for purposes of determining the adjusted basis of the
holder, in the manner provided by section 1272(a) (determined
with regard to paragraph (6) thereof).

"(b) DEFINITIONS AND SPECIAL RULE.-For purposes of this sec-
tion-

"(1) ORIGINAL ISSUE DISCOUNT.-The term 'original issue dis-
count' has the meaning given to such term by section 1273(a)
without regard to paragraph (3) thereof In applying section 483
or 1274, under regulations prescribed by the Secretary, appropri-
ate adjustments shall be made to the applicable Federal rate to
take into account the tax exemption for interest on the obliga-
tion.

"(2) TAX-EXEMPT OBLIGATION.-The term 'tax-exempt obliga-
tion' has the meaning given to such term by section 1275(a)(3).

"(3) SHORT-TERM OBLIGATIONS.-In applying this section to
obligations with maturity of 1 year or less, rules similar to the
rules of section 1283(b) shall apply."

(b) AMENDMENT OF SECTION 483.-Section 483 (relating to interest
on certain deferred payments) is amended to read as follows:
"SEC. 483. INTEREST ON CERTAIN DEFERRED PAYMENTS.

"(a) AMOUNT CONSTITUTING INTEREST.-For purposes of this title,
in the case of any payment-

"(1) under any contract for the sale or exchange of any proper-
ty, and

"(2) to which this section applies,
there shall be treated as interest that portion of the total unstated
interest under such contract which, as determined in a manner con-
sistent with the method of computing interest under section 1272(a),
is properly allocable to such payment.

"(b) TOTAL UNSTATED INTEREST.-For purposes of this section, the
term 'total unstated interest' means, with respect to a contract for
the sale or exchange of property, an amount equal to the excess of-

"(1) the sum of the payments to which this section applies
which are due under the contract, over

"(2) the sum of the present values of such payments and the
present values of any interest payments due under the contract.

For purposes of the preceding sentence, the present value of a pay-
ment shall be determined under the rules of section 1274(b)(2) using
a discount rate equal to 120 percent of the applicable Federal rate
determined under section 1274(d).

"(c) PA YMENTS TO WHICH SUBSECTION (a) APPLIES. -
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"(1) IN GENERAL.-Except as provided in subsection (d), this

section shall apply to any payment on account of the sale or ex-
change of property which constitutes part or all of the sales
price and which is due more than 6 months after the date of
such sale or exchange under a contract-

"(A) under which some or all of the payments are due
more than 1 year after the date of such sale or exchange,
and

"(B) under which, using a discount rate equal to 110 per-
cent of the applicable Federal rate determined under sec-
tion 1274(d), there is total unstated interest.

"(2) TREATMENT OF OTHER DEBT INSTRUMENTS.-For purposes
of this section, a debt instrument of the purchaser which is
given in consideration for the sale or exchange of property shall
not be treated as a payment, and any payment due under such
debt instrument shall be treated as due under the contract for
the sale or exchange.

"(3) DEBT INSTRUMENT DEFINED.-For purposes of this subsec-
tion, the term 'debt instrument' has the meaning given such
term by section 1275(a)(1).

"(d) EXCEPTIONS AND LIMITATIONS. -

"(1) COORDINATION WITH ORIGINAL ISSUE DISCOUNT RULES.-

This section shall not apply to any debt instrument to which
section 1272 applies.

"(2) SALES PRICES OF $3,000 OR LESS.-This section shall not
apply to any payment on account of the sale or exchange of
property if it can be determined at the time of such sale or ex-
change that the sales price cannot exceed $3,000.

"(3) CARRYING CHARGES.-In the case of the purchaser, the
tax treatment of amounts paid on account of the sale or ex-
change of property shall be made without regard to this section
if any such amounts are treated under section 163(b) as if they
included interest.

"(4) CERTAIN SALES OF PATENTS.-In the case of any transfer
described in section 1235(a) (relating to sale or exchange of pat-
ents), this section shall not apply to any amount contingent on
the productivity, use, or disposition of the property transferred.

"(e) MAXIMUM RATE OF INTEREST ON CERTAIN TRANSFERS OF
LAND BETWEEN RELATED PARTIES. -

"(1) IN GENERAL.-In the case of any qualified sale, the dis-
count rate used in determining the total unstated interest rate
under subsection (b) shall not exceed 7 percent, compounded
semiannually.

"(2) QUALIFIED SALE.-For purposes of this subsection, the
term 'qualified sale' means any sale or exchange of land by an
individual to a member of such individual's family (within the
meaning of section 267(c)(4)).

"(3) $500,000 LIMITATION.-Paragraph (1) shall not apply to
any qualified sale between individuals made during any calen-
dar year to the extent that the sales price for such sale (when
added to the aggregate sales price for prior qualified sales be-
tween such individuals during the calendar year) exceeds
$500,000.



"(4) NONRESIDENT ALIEN INDIVIDUALS.-Paragraph (1) shall
not apply to any sale or exchange if any party to such sale or
exchange is a nonresident alien individual.

"(f) REGULATIONS.-The Secretary shall prescribe such regulations
as may be necessary or appropriate to carry out the purposes of this
section including regulations providing for the application of this
section in the case of-

"(1) any contract for the sale or exchange of property under
which the liability for, or the amount or due date of, a payment
cannot be determined at the time of the sale or exchange, or

"(2) any change in the liability for, or the amount or due date
of, any payment (including interest) under a contract for the
sale or exchange of property.

"(g) CROSS REFERENCE.-
"For special rules in the case of the borrower under certain loans for per-

sonal use, see section 1275(b). "

(c) PENALTY FOR FAILURE To MEET INFORMATION REQUIRE-

MENTS. -

(1) IN GENERAL.-Subchapter B of chapter 68 (relating to as-
sessable penalties) is amended by adding at the end thereof the
following new section:

"SEC. 6706. ORIGINAL ISSUE DISCOUNT INFORMATION REQUIREMENTS.

"(a) FAILURE To SHOW INFORMATION ON DEBT INSTRUMENT. -In

the case of a failure to set forth on a debt instrument the informa-
tion required to be set forth on such instrument under section
1275(c)(1), unless it is shown that such failure is due to reasonable
cause and not to willful neglect, the issuer shall pay a penalty of
$50 for each instrument with respect to which such a failure exists.

"(b) FAILURE To FURNISH INFORMATION TO SECRETARY.-Any

issuer who fails to furnish information required under section
1275(c)(2) with respect to any issue of debt instruments on the date
prescribed therefor (determined with regard to any extension of time
for filing) shall pay a penalty equal to 1 percent of the aggregate
issue price of such issue, unless it is shown that such failure is due
to reasonable cause and not willful neglect. The amount of the pen-
alty imposed under the preceding sentence with respect to any issue
of debt instruments shall not exceed $50,000 for such issue.

"(C) DEFICIENCY PROCEDURES NOT To APPLY.-Subchapter B of
chapter 63 (relating to deficiency procedures for income, estate, gift,
and certain excise taxes) shall not apply in respect of the assessment
or collection of any penalty imposed by this section."

(2) CLERICAL AMENDMENT.-The table of sections for subchap-
ter B of chapter 68 is amended by adding at the end thereof the
following new item:

"Sec. 6706. Original issue discount information requirements."

SEC. 42. TECHNICAL AND CONFORMING AMENDMENTS RELATED TO ORIGI-
NAL ISSUE DISCOUNT CHANGES.

(a) IN GENERAL. -

(1) Sections 1232, 1232A, and 1232B are hereby repealed.
(2) Clause (i) of section 103A(i)(2)(C) (defining yield on the

issue) is amended by striking out "section 1232(b)(2)" and insert-
ing in lieu thereof "sections 1273(b) and 1274 ".

(3) Subsection (e) of section 163 (relating to original issue dis-
count) is amended to read as follows:



"(e) ORIGINAL ISSUE DISCOUNT.-
"(1) IN GENERAL.-In the case of any debt instrument issued

after July 1, 1982, the portion of the original issue discount
with respect to such debt instrument which is allowable as a
deduction to the issuer for any taxable year shall be equal to
the aggregate daily portions of the original issue discount for
days during such taxable year.

"(2) DEFINITIONS AND SPECIAL RULES.-For purposes of this
subsection-

"(A) DEBT INSTRUMENT.-The term 'debt instrument' has
the meaning given such term by section 1275(a)(1).

"(B) DAILY PORTIONS.-The daily portion of the original
issue discount for any day shall be determined under sec-
tion 1272(a) (without regard to paragraph (6) thereof and
without regard to section 1273(a)(3)).

"(C) SHORT-TERM OBLIGATIONS.-In the case of an obligor
of a short-term obligation (as defined in section
1283(a)(1)(A)) who uses the cash receipts and disbursements
method of accounting, the original issue discount on such
obligation shall be deductible only when paid.

"(3) EXCEPTIONS.-This subsection shall not apply to any debt
instrument described in-

"(A) subparagraph (D) of section 1272(a)(2) (relating to ob-
ligations issued by natural persons before March 2, 1984),
and

"(B) subparagraph (E) of section 1272(a)(2) (relating to
loans between natural persons).

"(4) CROSS REFERENCES.-
"For provision relating to deduction of original issue discount on tax-

exempt obligation, see section 1288.
"For special rules in the case of the borrower under certain loans for per-

sonal use, see section 1275(b). "

(4) Paragraph (3) of section 165) (relating to denial of deduc-
tions for losses on certain obligations not in registered form) is
amended by striking out "subsection (d) of section 1232' and in-
serting in lieu thereof "section 1287".

(5) Paragraph (1) of section 249(b) (relating to limitation on
deduction of bond premium on repurchase) is amended by strik-
ing out "section 1232(b)" and inserting in lieu thereof "sections
1273(b) and 1274 ".

(6) Paragraph (1) of section 405(d) (relating to taxability of
beneficiary of qualified bond purchase plan) is amended by
striking out "section 1232 (relating to bonds and other evidences
of indebtedness)" and inserting in lieu thereof "section 1271 (re-
lating to treatment of amounts received on retirement or sale or
exchange of debt instruments)".

(7) Paragraph (1) of section 409(b) (relating to income tax
treatment of bonds) is amended by striking out "section 1232
(relating to bonds and other evidences of indebtedness)" and in-
serting in lieu thereof "section 1271 (relating to treatment of
amounts received on retirement or sale or exchange of debt in-
struments)".

(8) Paragraph (3) of section 811(b) (relating to amortization of
premium and accrual of discount), as amended by this Act, is



amended by striking out "section 1232(b)" and inserting in lieu
thereof "section 1273".

(9) Subparagraph (A) of section 8 7 1(a)(1) (relating to income
other than capital gains) is amended by striking out "section
1232(b)" and inserting in lieu thereof "section 1273".

(10) Paragraph (1) of section 8 81(a) (relating to imposition of
tax) is amended by striking out "section 1232(b)" and inserting
in lieu thereof "section 1273".

(11) Subsection (b) of section 1037 (relating to application of
section 1232) is amended-

(A) by striking out "section 1232(a)(2)(B)" in paragraph
(1) and inserting in lieu thereof "section 1271(c)(2)",

(B) by striking out "section 1232" in paragraphs (1) and
(2) and inserting in lieu thereof "subpart A of part V of
subchapter P", and

(C) by striking out "SECTION 1232" in the subsection
heading and inserting in lieu thereof "ORIGINAL ISSUE Dis-
COUNT RULES ".

(12) Subsection (h) of section 1351 (relating to special rule for
evidences of indebtedness) is amended by striking out "section
1232(a)(2)"and inserting in lieu thereof "section 1273(a)".

(13) Subsection (b) of section 1441 (relating to withholding of
tax on nonresident alien) is amended by striking out "section
1232(b)" and inserting in lieu thereof "section 1273".

(14) Paragraph (6) of section 6049(d) (relating to treatment of
original issue discount) is amended-

(A) by striking out "section 1232A" each place it appears
in subparagraph (A) and inserting in lieu thereof "section
1272" and

(B) by striking out "section 1232(b)(1)" and inserting in
lieu thereof "section 1273(a)".

(b) CLERICAL AMENDMENTS.-
(1) The table of parts for subchapter P of chapter 1 is amend-

ed by adding at the end thereof the following new item:
"PART V. Special rules for bonds and other debt instruments."

(2) The table of sections for part IV of subchapter P of chap-
ter 1 is amended by striking out the items relating to sections
1232, 1232A, and 1232B.

SEC. 43. TECHNICAL AND CONFORMING AMENDMENTS RELATED TO TREAT-
MENT OF MARKET DISCOUNT AND ACQUISITION DISCOUNT.

(a) DEFINITION OF SUBSTITUTED BASIS PROPERTY, ETC. -
(7) IN GENERAL.-Section 7701(a) (relating to definitions) is

amended by adding at the end thereof the following new para-
graphs:

"(42) SUBSTITUTED BASIS PROPERTY.-The term 'substituted
basis property' means property which is-

"(A) transferred basis property, or
"(B) exchanged basis property.

"(42) TRANSFERRED BASIS PROPERTY.-The term 'transferred
basis property' means property having a basis determined under
any provision of subtitle A (or under any corresponding provi-
sion of prior income tax law) providing that the basis shall be



determined in whole or in part by reference to the basis in the
hands of the donor, grantor, or other transferor.

"(44) EXCHANGED BASIS PROPERTY.-The term 'exchanged
basis property' means property having a basis determined under
any provision of subtitle A (or under any corresponding provi-
sion of prior income tax law) providing that the basis shall be
determined in whole or in part by reference to other property
held at any time by the person for whom the basis is to be deter-
mined.

"(45) NONRECOGNITION TRANSACTION.-The term 'nonrecogni-
tion transaction' means any disposition of property in a transac-
tion in which gain or loss is not recognized in whole or in part
for purposes of subtitle A. "

(2) TECHNICAL AMENDMENT.-Subsection (b) of section 1016 is
amended by striking out the last sentence.

(b) ELECTIONS MADE IN MANNER PRESCRIBED BY SECRETARY.-
Section 7805 (relating to rules and regulations) is amended by
adding at the end thereof the following new subsection:

"(d) MANNER OF MAKING ELECTIONS PRESCRIBED BY SECRE-

TARY.-Except to the extent otherwise provided by this title, any
election under this title shall be made at such time and in such
manner as the Secretary shall by regulations or forms prescribe."

(c) OTHER TECHNICAL AMENDMENTS. -

(1) Paragraph (12) of section 341(e) (related to nonapplication
of section 1254(a)) is amended by striking out "and 1254(a)" and
inserting in lieu thereof "1254(a), and 1276(a)".

(2) Paragraph (2) of section 453B(d) (relating to liquidations
to which section 337 applies) is amended by striking out "or
1254(a)" and inserting in lieu thereof "1254(a), or 1276(a)".
(3) Subsection (c) of section 751 (defining unrealized receiv-

ables) is amended by adding at the end thereof the following
new sentence: "For purposes of this section and sections 731,
736, and 741, such term also includes any market discount bond
(as defined in section 1278) and any short-term obligation (as
defined in section 1283) but only to the extent of the amount
which would be treated as ordinary income if (at the time of
the transaction described in this section or section 731, 736, or
741, as the case may be) such property had been sold by the
partnership. "

SEC. 44. EFFECTIVE DATES.
(a) GENERAL RuLE.-Except as otherwise provided in this section,

the amendments made by this subtitle shall apply to taxable years
ending after the date of the enactment of this Act.

(b) TREATMENT OF DEBT INSTRUMENTS RECEIVED IN EXCHANGE
FOR PROPERTY. -

(1) IN GENERAL. -

(A) Except as otherwise provided in this subsection, sec-
tion 1274 of the Internal Revenue Code of 1954 (as added
by section 41) and the amendment made by section 41(b) (re-
lating to amendment of section 483) shall apply to sales or
exchanges after December 31, 1984.

(B) Section 1274 of such Code and the amendment made
by section 41(b) shall not apply to any sale or exchange pur-



suant to a written contract which was binding on March 1,
1984, and at all times thereafter before the sale or ex-
change.

(2) REVISION OF SECTION 482 REGULATIONS.-Not later than
180 days after the date of the enactment of this Act, the Secre-
tary of the Treasury or his delegate shall modify the safe
harbor interest rates applicable under the regulations prescribed
under section 482 of the Internal Revenue Code of 1954 so that
such rates are consistent with the rates applicable under section
483 of such Code by reason of the amendments made by section
41.

(3) CLARIFICATION OF INTEREST ACCRUAL; FAIR MARKET VALUE
RULE IN CASE OF POTENTIALLY ABUSIVE SITUATIONS.-

(A) IN GENERAL.-
(i) CLARIFICATION OF INTEREST ACCRUAL.-In the case

of any sale or exchange-
(I) after March 1, 1984, and before January 1,

1985, nothing in section 483 of the Internal Reve-
nue Code of 1954 shall permit any interest to be de-
ductible before the period to which such interest is
properly allocable, or

(II) after June 8, 1984, and before January 1,
1985, notwithstanding section 483 of the Internal
Revenue Code of 1954 or any other provision of
law, no interest shall be deductible before the
period to which such interest is properly allocable.

(ii) FAIR MARKET RULE.-In the case of any sale or
exchange after March 1, 1984, and before January 1,
1985, such section 483 shall be treated as including
provisions similar to the provisions of section 1274(b)(3)
of such Code (as added by section 41).

(B) EXCEPTION FOR BINDING CONTRACTS. -Subparagraph
(A) shall not apply to any sale or exchange pursuant to a
written contract which was binding on March 1, 1984, and
at all times thereafter before the sale or exchange.

(C) INTEREST ACCRUAL RULE NOT TO APPLY WHERE SUB-
STANTIALLY EQUAL ANNUAL PAYMENTS.-Clause (i) of sub-
paragraph (A) shall not apply to any debt instrument with
substantially equal annual payments.

(c) MARKET DISCOUNT RULES.-
(1) ORDINARY INCOME TREATMENT.-Section 1276 of the Inter-

nal Revenue Code of 1954 (as added by section 41) shall apply
to obligations issued after the date of the enactment of this Act
in taxable years ending after such date.

(2) INTEREST DEFERRAL RULES.-Section 1277 of such Code (as
added by section 41) shall apply to obligations acquired after
the date of the enactment of this Act in taxable years ending
after such date.

(d) RULES RELATING TO DISCOUNT ON SHORT-TERM OBLIGA-
TIONS.-Subpart C of part V of subchapter P of chapter 1 of such
Code (as added by section 41) shall apply to obligations acquired
after the date of the enactment of this Act.

(e) 5-YEAR SPREAD OF ADJUSTMENTS REQUIRED BY REASON OF AC-
CRUAL OF DISCOUNT ON CERTAIN SHORT-TERM OBLIGATIONS.-



(1) ELECTION TO HAVE SECTION 1281 APPLY TO ALL OBLIGA-

TIONS HELD DURING TAXABLE YEAR.-A taxpayer may elect for
his first taxable year ending after the date of the enactment of
this Act to have section 1281 of the Internal Revenue Code of
1954 apply to all short-term obligations described in subsection
(b) of such section which were held by the taxpayer at any time
during such first taxable year.

(2) 5-YEAR SPREAD.-
(A) IN GENERAL.-In the case of any taxpayer who makes an elec-

tion under paragraph (1)-
(i) the provisions of section 1281 of the Internal Reve-

nue Code of 1954 (as added by section 41) shall be
treated as a change in the method of accounting of the
taxpayer,

(ii) such change shall be treated as having been
made with the consent of the Secretary, and

(iii) the net amount of the adjustments required by
section 481(a) of such Code to be taken into account by
the taxpayer in computing taxable income (hereinafter
in this paragraph referred to as the "net adjustments')
shall be taken into account during the spread period
with the amount taken into account in each taxable
year in such period determined under subparagraph
(B).

(B) AMOUNT TAKEN INTO ACCOUNT DURING EACH YEAR OF

SPREAD PERIOD.-

(i) FIRST YEAR.-The amount taken into account for
the first taxable year in the spread period shall be the
sum of-

(I) one-fifth of the net adjustments, and
(II) the excess (if any) of-

(a) the cash basis income over the accrual
basis income, over

(b) one-fifth of the net adjustments.
(ii) FOR SUBSEQUENT YEARS IN SPREAD PERIOD.-The

amount taken into account in the second or any suc-
ceeding taxable year in the spread period shall be the
sum of-

(I) the portion of the net adjustments not taken
into account in the preceding taxable year of the
spread period divided by the number of remaining
taxable years in the spread period (including the
year for which the determination is being made),
and

(II) the excess (if any) of-
(a) the excess of the cash basis income over

the accrual basis income, over
(b) One-fifth of the net adjustments, multi-

plied by 5 minus the number of years remain-
ing in the spread period (not including the
current year).

The excess described in subparagraph (B)(ii)(II)(a)
shall be reduced by any amount taken into account



under this subclause or clause (i)(II) in any prior
year.

(C) SPREAD PERIOD.-For purposes of this paragraph, the
term "spread period" means the period consisting of the 5
taxable years beginning with the year for which the elec-
tion is made under paragraph (1).

(D) CASH BASIS INCOME.-For purposes of this paragraph,
the term "cash basis income" means for any taxable year
the aggregate amount which would be includible in the
gross income of the taxpayer with respect to short-term obli-
gations described in subsection (b) of section 1281 of such
Code if the provisions of section 1281 of such Code did not
apply to such taxable year and all prior taxable years
within the spread period.

(E) ACCRUAL BASIS INCOME.-For purposes of this para-
graph, the term "accrual basis income" means for any tax-
able year the aggregate amount includible in gross income
under section 1281(a) of such Code for such a taxable year
and all prior taxable years within the spread period.

(0 TREATMENT OF ORIGINAL ISSUE DISCOUNT ON TAX-EXEMPT OB-
LIGATIONS. -Section 1288 of such Code (as added by section 41) shall
apply to obligations issued after September 3, 1982, and acquired
after March 1, 1984.

(g) REPEAL OF CAPITAL ASSET REQUIREMENT. -Section 1272 of
such Code (as added by section 41) shall not apply to any obligation
issued before December 31, 1984, which is not a capital asset in the
hands of the taxpayer.

(h) REPORTING REQUIREMENTS.-Section 1275(c) of such Code (as
added by section 41) and the amendments made by section 41(c)
shall take effect on the day 30 days after the date of the enactment
of this Act.

(i) OTHER MISCELLANEOUS CHANGES.-

(1) ACCRUAL PERIOD.-In the case of any obligation issued
after July 1, 1982, and before January 1, 1985, the accrual
period, for purposes of section 1272(a) of the Internal Revenue
Code of 1954 (as amended by section 41(a)), shall be a 1-year
period (or shorter period to maturity) beginning on the day in
the calendar year which corresponds to the date of original
issue of the obligation.

(2) CHANGE IN REDUCTION FOR PURCHASE AFTER ORIGINAL

ISSUE.-Section 1272(a)(6) of such Code (as so amended) shall
not apply to any purchase on or before the date of the enact-
ment of this Act, and the rules of section 1232A(a)(6) of such
Code (as in effect on the day before the date of the enactment of
this Act) shall continue to apply to such purchase.

(0) CLARIFICATION THAT PRIOR EFFECTIVE DATE RULES NOT AF-
FECTED.-Nothing in the amendment made by section 41(a) shall
affect the application of any effective date provision (including any
transitional rule) for any provision which was a predecessor to any
provision contained in part V of subchapter P of chapter 1 of the
Internal Revenue Code of 1954 (as added by section 41).



Subtitle D-Corporate Provisions

PART I-LIMITATIONS ON DIVIDENS RECEIVED DEDUCTION

SEC. 51. DIVIDENDS RECEIVED DEDUCTION REDUCED WHERE PORTFOLIO
STOCK IS DEBT FINANCED.

(a) GENERAL RULE. -Part VIII of subchapter B of chapter I (relat-
ing to special deductions for corporations) is amended by inserting
after section 246 the following new section:
"SEC. 246A. DIVIDENDS RECEIVED DEDUCTION REDUCED WHERE PORTFO-

LIO STOCK IS DEBT FINANCED.
"(a) GENERAL RULE.-In the case of any dividend on debt-fi-

nanced portfolio stock, there shall be substituted for the percentage
which (but for this subsection) would be used in determining the
amount of the deduction allowable under section 243, 244, or 245 a
percentage equal to the product of-

"(1) 85 percent, and
"(2) 100 percent minus the average indebtedness percentage.

"(b) SECTION NOT To APPLY TO DIVIDENDS FOR WHICH 100 PER-
CENT DIVIDENDS RECEIVED DEDUCTION ALLOWABLE.-Subsection (a)
shall not apply to-

"(1) qualifying dividends (as defined in section 243(b) without
regard to section 243(c)(4)), and

"(2) dividends received by a small business investment compa-
ny operating under the Small Business Investment Act of 1958.

"(c) DEBT FINANCED PORTFOLIO STOCK.-For purposes of this sec-
tion-

"(1) IN GENERAL.-The term 'debt financed portfolio stock'
means any portfolio stock if at some time during the base
period there is portfolio indebtedness with respect to such stock.

"(2) PORTFOLIO STOCK.-The term 'portfolio stock' means any
stock of a corporation unless-

"(A) as of the beginning of the ex-dividend date, the tax-
payer owns stock of such corporation-

"(i) possessing at least 50 percent of the total voting
power of the stock of such corporation, and

"(ii) having a value equal to at least 50 percent of
the total value of the stock of such corporation, or

"(B) as of the beginning of the ex-dividend date-
"(i) the taxpayer owns stock of such corporation

which would meet the requirements of subparagraph
(A) if '20 percent' were substituted for '50 percent' each
place it appears in such subparagraph, and

"(ii) stock meeting the requirements of subparagraph
(A) is owned by 5 or fewer corporate shareholders.

"(3) SPECIAL RULE FOR STOCK IN A BANK OR BANK HOLDING COMPA-
NY.-

"(A) IN GENERAL.-If, as of the beginning of the ex-divi-
dend date, the taxpayer owns stock of any bank or bank
holding company having a value equal to at least 80 per-
cent of the total value of the stock of such bank or bank
holding company, for purposes of paragraph (2)(A)(i), the
taxpayer shall be treated as owning any stock of such bank



or bank holding company which the taxpayer has an option
to acquire.

"(B) DEFINITIoNS.-For purposes of subparagraph
(A)-

"(i) BANK.-The term 'bank' has the meaning given
such term by section 581.

"(ii) BANK HOLDING COMPANY.-The term 'bank holding
company' means a bank holding company (within the
meaning of section 2(a) of the Bank Holding Company Act
of 1958).

"(4) TREATMENT OF CERTAIN PREFERRED STOCK. -For purposes
of determining whether the requirements of subparagraph (A)
or (B) of paragraph (2) or of subparagraph (A) of paragraph (3)
are met, stock described in section 1504(a)(4) shall not be taken
into account.

"(d) AVERAGE INDEBTEDNESS PERCENTAGE.-For purposes of this
section-

"(1) IN GENERAL.-Except as provided in paragraph (2), the
term 'average indebtedness percentage' means the percentage ob-
tained by dividing-

"(A) the average amount (determined under regulations
prescribed by the Secretary) of the portfolio indebtedness
with respect to the stock during the base period, by

"(B) the average amount (determined under regulations
prescribed by the Secretary) of the adjusted basis of the
stock during the base period.

"(2) SPECIAL RULE WHERE STOCK NOT HELD THROUGHOUT BASE

PERIOD.-In the case of any stock which was not held by the
taxpayer throughout the base period, paragraph (1) shall be ap-
plied as if the base period consisted only of that portion of the
base period during which the stock was held by the taxpayer.

"(3) PORTFOLIO INDEBTEDNESS. -

"(A) IN GENERAL.-The term 'portfolio indebtedness'
means any indebtedness directly attributable to investment
in the portfolio stock.

"(B) CERTAIN AMOUNTS RECEIVED FROM SHORT SALE

TREATED AS INDEBTEDNESS.-For purposes of subparagraph
(A), any amount received from a short sale shall be treated
as indebtedness for the period beginning on the day on
which such amount is received and ending on the day the
short sale is closed.

"(4) BASE PERIOD.-The term 'base period' means, with re-
spect to any dividend, the shorter of-

"(A) the period beginning on the ex-dividend date for the
most recent previous dividend on the stock and ending on
the day before the ex-dividend date for the dividend in-
volved, or

"(B) the 1-year period ending on the day before the ex-div-
idend date for the dividend involved.

"(e) REDUCTION IN DIVIDENDS RECEIVED DEDUCTION NOT To
EXCEED ALLOCABLE INTEREST.-Under regulations prescribed by the
Secretary, any reduction under this section in the amount allowable
as a deduction under section 243, 244, or 245 with respect to any
dividend shall not exceed the amount of any interest deduction (in-



eluding any deductible short sale expense) allocable to such divi-
dend.

"(f) REGULATIONS.-The regulations prescribed for purposes of this
section under section 7701(f) shall include regulations providing for
the disallowance of interest deductions or other appropriate treat-
ment (in lieu of reducing the dividend received deduction) where the
obligor of the indebtedness is a person other than the person receiv-
ing the dividend."

(b) CLERICAL AMENDMENT.-The table of sections for part VIII of
subchapter B of chapter I is amended by inserting after the item re-
lating to section 246 the following new item:

"Sec. 246A. Dividends received deduction reduced where portfolio
stock is debt financed. "

(c) EFFECTIVE DATE.-The amendments made by this section shall
apply with respect to stock the holding period for which begins after
the date of the enactment of this Act in taxable years ending after
such date.
SEC. 52. TREATMENT OF DIVIDENDS FROM REGULATED INVESTMENT COM-

PANIES.
(a) INCREASE IN REQUIRED AMOUNT OF DIVIDENDS. -Paragraph

(1) of section 854(b) (relating to other dividends) is amended to read
as follows:

"(1) AMOUNT TREATED AS DIVIDEND.-
"(A) DEDUCTION UNDER SECTION 243.-In any case in

which-
"() a dividend is received from a regulated invest-

ment company (other than a dividend to which subsec-
tion (a) applies), and

"(ii) such investment company meets the require-
ments of section 852(a) for the taxable year during
which it paid such dividend,

then, in computing any deduction under section 243, there
shall be taken into account only that portion of such divi-
dend designated under this subparagraph by the regulated
investment company.

"(B) EXCLUSION UNDER SECTION 116.-If the aggregate
dividends received by a regulated investment company
during any taxable year are less than 95 percent of its gross
income, then, in computing the exclusion under section 116,
rules similar to the rules of subparagraph (A) shall apply.

"(C) LIMITATION.-The aggregate amount which may be
designated as dividends under subparagraph (A) or (B)
shall not exceed the aggregate dividends received by the
company for the taxable year."

(b) CERTAIN DIVIDENDS NOT TAKEN INTO ACCOUNT FOR PURPOSES
OF COMPUTING DEDUCTION UNDER SECTION 243.-Subsection (b) of
section 854 is amended by adding at the end thereof the following
new paragraph:

"(4) SPECIAL RULE FOR COMPUTING DEDUCTION UNDER SECTION
243.-For purposes of subparagraph (A) of paragraph (1), an
amount shall be treated as a dividend for the purpose of para-
graph (1) only if a deduction would have been allowable under
section 243 to the regulated investment company determined-



"(A) as if section 243 applied to dividends received by a
regulated investment company,

"(B) after the application of section 246 (but without
regard to subsection (b) thereof), and

"(C) after the application of section 246A."
(c) GROSS INCOME INCLUDES NET SHORT-TERM CAPITAL GAIN.-

Paragraph (3)(A) of section 854(b) is amended to read as follows:
"(A) In the case of 1 or more sales or other dispositions of

stock and securities, the term 'gross income' includes only the
excess of-

"(i) the net short-term capital gain from such sales or dis-
positions, over

"(ii) the net long-term capital loss from such sales or dis-
positions."

(d) EFFECTIVE DATE.-The amendments made by this section
shall apply to taxable years of regulated investment companies be-
ginning after the date of the enactment of this Act.

PART H-TREATMENT OF CERTAIN DISTRIBUTIONS

SEC. 53. CORPORATE SHAREHOLDER'S BASIS IN STOCK REDUCED BY NON-
TAXED PORTION OF EXTRAORDINARY DIVIDENDS.

(a) GENERAL RULE.-Part IV of subchapter 0 of chapter 1 (relat-
ing to special rules for gain or loss on disposition of property) is
amended by redesignating section 1059 as section 1060 and by in-
serting after section 1058 the following new section:
"SEC. 1059. CORPORATE SHAREHOLDER'S BASIS IN STOCK REDUCED BY

NONTAXED PORTION OF EXTRA ORDINARY DIVIDENDS.

"(a) GENERAL RULE.-If any corporation-
"(1) receives an extraordinary dividend with respect to any

share of stock, and
"(2) sells or otherwise disposes of such stock before such stock

has been held for more than 1 year,
the basis of such corporation in such stock shall be reduced by the
nontaxed portion of such dividend. If the nontaxed portion of such
dividend exceeds such basis, such excess shall be treated as gain
from the sale or exchange of such stock.

"(b) NONTAXED PoRTIoN.-For purposes of this section-
"(1) IN GENERAL.-The nontaxed portion of any dividend is

the excess (if any) of-
"(A) the amount of such dividend, over
"(B) the taxable portion of such dividend.

"(2) TAXABLE PORTION.-The taxable portion of any dividend
is-

"(A) the portion of such dividend includible in gross
income, reduced by

"(B) the amount of any deduction allowable with respect
to such dividend under section 243, 244, or 245.

"(C) EXTRAORDINARY DIVIDEND DEFINED.-For purposes of this
section-

"(1) IN GENERAL.-The term 'extraordinary dividend' means
any dividend with respect to a share of stock if the amount of
such dividend equals or exceeds the threshold percentage of the



taxpayer's adjusted basis in such share of stock (determined
without regard to this section).

"(2) THRESHOLD PERCENTAGE.-The term 'threshold percent-
age' means-

"(A) 5 percent in the case of stock which is preferred as to
dividends, and

"(B) 10 percent in the case of any other stock.
"(3) AGGREGATION OF DIVIDENDS.-

"(A) AGGREGATION WITHIN 85-DAY PERIOD.-All divi-
dends-"(i) which are received by the taxpayer (or a person

described in subparagraph (C)) with respect to any
share of stock, and

"(ii) which have ex-dividend dates within the same
period of 85 consecutive days,

shall be treated as 1 dividend.
"(B) AGGREGATION WITHIN 1 YEAR WHERE DIVIDENDS

EXCEED 20 PERCENT OF ADJUSTED BASIS.-All dividends-
"(i) which are received by the taxpayer (or a person

described in subparagraph (C)) with respect to any
share of stock, and

"(ii) which have ex-dividend dates during the same
period of 365 consecutive days,

shall be treated as extraordinary dividends if the aggregate
of such dividends exceeds 20 percent of the taxpayer's ad-
justed basis in such stock (determined without regard to
this section).

"(C) SUBSTITUTED BASIS TRANSACTIONS.-In the case of
any stock, a person is described in this subparagraph if-

"(i) the basis of such stock in the hands of such
person is determined in whole or in part by reference to
the basis of such stock in the hands of the taxpayer, or

"(ii) the basis of such stock in the hands of the tax-
payer is determined in whole or in part by reference to
the basis of such stock in the hands of such person.

"(d) SPECIAL RULE.-For purposes of this section-
"(1) TIME FOR REDUCTION.-Any reduction in basis under sub-

section (a) by reason of any distribution which is an extraordi-
nary dividend shall occur at the beginning of the ex-dividend
date for such distribution.

"(2) DISTRIBUTIONS IN KIND.-To the extent any dividend con-
sists of property other than cash, the amount of such dividend
shall be treated as the fair market value of such property (as of
the date of the distribution) reduced as provided in section
301(b)(2).

"(3) DETERMINATION OF HOLDING PERIOD.-For purposes of
determining the holding period of stock under subsection (a)(2),
rules similar to the rules of paragraphs (3) and (4) of section
246(c) shall apply; except that '1 year' shall be substituted for
the number of days specified in subparagraph (B) of section
24 6(c)(3).

"(4) EX-DIVIDEND DATE.-The term 'ex-dividend date' means
the date on which the share of stock becomes ex-dividend.



"(5) EXTENSION TO CERTAIN PROPERTY DISTRIBUTIONS. -In the
case of any distribution of property (other than cash) to which
section 301 applies-

"(A) such distribution shall be treated as a dividend
without regard to whether the corporation has earnings
and profits, and

"(B) the amount so treated shall be reduced by the
amount of any reduction in basis under section 301(c)(2) by
reason of such distribution.

"(e) REGULATIONS. -The Secretary shall prescribe such regulations
as may be appropriate to carry out the purposes of this section, in-
cluding regulations providing for the application of this section in
the case of stock dividends, stock splits, reorganizations, and other
similar transactions."

(b) HOLDING PERIODS.-
(1) 45-DAY HOLDING PERIOD.-Subsection (c) of section 246(c)

(relating to the exclusion of certain dividends) is amended by
striking out "15" each place it appears and inserting in lieu
thereof "45".

(2) RULES FOR COMPUTING HOLDING PERIODS.-Subsection (c)
of section 246 (relating to the exclusion of certain dividends) is
amended by adding at the end thereof the following new para-
graphs:

"(4) HOLDING PERIOD REDUCED FOR PERIODS WHERE RISK OF
LOSS DIMINISHED.-The holding periods determined under para-
graph (3) shall be appropriately reduced (in the manner provid-
ed in regulations prescribed by the Secretary) for any period
(during such periods) in which-

"(A) the taxpayer has an option to sell, is under a con-
tractual obligation to sell, or has made (and not closed) a
short sale of, substantially identical stock or securities,

"(B) the taxpayer is the grantor of an option to buy sub-
stantially identical stock or securities, or

"(C) under regulations prescribed by the Secretary, a tax-
payer has diminished his risk of loss by holding 1 or more
other positions with respect to substantially similar or re-
lated property.

The preceding sentence shall not apply in the case of any quali-
fied covered call (as defined in section 1092(c)(4) but without
regard to the requirement that gain or loss with respect to the
option not be ordinary income or loss)."

(3) Subparagraph (B) of section 246(c)(1) is amended to read
as follows:

"(B) to the extent that the taxpayer is under an obliga-
tion (whether pursuant to a short sale or otherwise) to
make related payments with respect to positions in substan-
tially similar or related property."

(4) Paragraph (3) of section 246(c) is amended by striking out
the last sentence.

(c) APPLICATION OF RELATED PERSON RULES TO SECTION 246(c)
AND CERTAIN OTHER PROVISIONS.--Section 7701, is amended by re-
:designating subsection (f) as (g) and by inserting after subsection (e)
the following new subsection:



"(f) USE OF RELATED PERSONS OR PASS-THRU ENTITIES.-The Secre-
tary shall prescribe such regulations as may be necessary or appro-
priate to prevent the avoidance of those provisions of this title
which deal with-

"(1) the linking of borrowing to investment, or
"(2) diminishing risks,

through the use of related persons, pass-thru entities, or other inter-
mediaries. "

(d) CONFORMING AMENDMENTS. -

(1) The table of sections for part IV of subchapter 0 of chap-
ter 1 is amended by striking out the item relating to section
1059 and inserting in lieu thereof the following new items:

"Sec. 1059. Corporate shareholder's basis in stock reduced by non-
taxed portion of extraordinary dividends.

"Sec. 1060. Cross references."

(2) Paragraph (1) of section 246(b) (relating to limitation on
aggregate amount of deduction) is amended by striking out
"and without regard" and inserting in lieu thereof "without
regard to any adjustment under section 1059, and without
regard ".

(3) Section 1016(a) (relating to adjustments to basis) is amend-
ed by striking out "and" at the end of paragraph (24), by strik-
ing out the period at the end of paragraph (25) and inserting in
lieu thereof ", and" and by adding at the end thereof the fol-
lowing new paragraph:

"(26) to the extent provided in section 1059 (relating to reduc-
tion in basis for extraordinary dividends)."

(e) EFFECTIVE DATE. -
(1) IN GENERAL.-Except as provided in this subsection, the

amendments made by this section shall apply to distributions
after March 1, 1984, in taxable years ending after such date.

(2) SUBSECTION (b).-The amendments made by subsection (b)
shall apply to stock acquired after the date of the enactment of
this Act in taxable years ending after such date.

(3) RELATED PERSON PROVISIONS.-The amendment made by
subsection (c) shall take effect on the date of the enactment of
this Act.

SEC. 54. DISTRIBUTIONS OF APPRECIATED PROPERTY BY CORPORATIONS.
(a) GAIN RECOGNIZED ON DISTRIBUTIONS OF APPRECIATED PROP-

ERTY. -
(1) IN GENERAL. -Paragraph (1) of section 311(d) (relating to

appreciated property used to redeem stock) is amended to read
as follows:

'(1) IN GENERAL.-If-
"(A) a corporation distributes property (other than an ob-

ligation of such corporation) to a shareholder in a distribu-
tion to which subpart A applies, and

"(B) the fair market value of such property exceeds its ad-
justed basis (in the hands of the distributing corporation),

then gain shall be recognized to the distributing corporation in
an amount equal to such excess as if the property distributed
had been sold at the time of the distribution. This subsection
shall be applied after the application of subsections (b) and (c)."

(2) EXCEPTIONS. -



(A) Paragraph (2) of section 311(d) is amended by striking
out subparagraphs (A) and (B) and inserting in lieu thereof
the following:

"(A) a distribution which is made with respect to quali-
fied stock if-

"(i) section 302(b)(4) applies to such distribution, or
"(ii) such distribution is a qualified dividend; ".

(B) Paragraph (2) of section 311(d) is amended by redesig-
nating subparagraphs (C), (D), (E), and (F) as subpara-
graphs (B), (C), (D), and (E), respectively.

(C) Subsection (e) of section 311 is amended by adding at
the end thereof the following new paragraph:

"(3) QUALIFIED DIVIDEND.-The term 'qualified dividend'
means any distribution of property to a shareholder other than
a corporation if-

"(A) such distribution is a dividend,
"(B) such property was used by the distributing corpora-

tion in the active conduct of a qualified business (as de-
fined in paragraph (2)), and

"(C) such property is not property described in paragraph
(1) or (4) of section 1221."

(3) CLERICAL AMENDMENT.-The subsection heading of subsec-
tion (d) of section 311 is amended to read as follows:

"(d) DISTRIBUTIONS OF APPRECIATED PROPERTY. -"
(b) HOLDING PERIOD OF CORPORATE DISTRIBUTEE OF APPRECIATED

PROPERTY.-Section 301 (relating to distributions of property) is
amended by redesignating subsection (e) as subsection (f) and by in-
serting after subsection (d) the following new subsection:

"(e) SPECIAL RULE FOR HOLDING PERIOD OF APPRECIATED PROP-
ERTY DISTRIBUTED TO CORPORATION.-For purposes of this sub-
title-

"(1) WHERE GAIN RECOGNIZED UNDER SECTION 311(d).-If-
"(A) property is distributed to a corporation, and
"(B) gain is recognized on such distribution under para-

graph (1) of section 311(d),
then such corporation's holding period in the distributed prop-
erty shall begin on the date of such distribution.

"(2) WHERE GAIN NOT RECOGNIZED UNDER SECTION 311(d).--
If-

"(A) property is distributed to a corporation,
"(B) gain is not recognized on such distribution under

paragraph (1) of section 311(d), and
"(C) the basis of such property in the hands of such cor-

poration is determined under subsection (d)(2)(B),
then (except for purposes of section 1248(f)(2)) such corporation
shall not be treated as holding the distributed property during
any period before the date on which such corporation's holding
period in the stock began."

(c) CROSS REFERENCE. -Paragraph (13) of section 1223 (relating to
holding period of property) is amended to read as follows:

"(13) CROSS REFERENCES.-

"(A) For special holding period provision relating to certain partnership
distributions, see section 735(b).

"(B) For special holding period provision relating to distributions of appre-
ciated property to corporations, see section 301(e)."
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(d) EFFECTIVE DATES.-
(1) SUBSECTION (a). -Except as otherwise provided in this sub-

section, the amendments made by subsection (a) shall apply to
distributions declared on or after June 14, 1984, in taxable
years ending after such date.

(2) SUBSECTION (b).-The amendment made by subsection (b)
shall apply to distributions after the date of the enactment of
this Act in taxable years ending after such date.

(3) EXCEPTION FOR DISTRIBUTIONS BEFORE JANUARY 1, 1985, TO

80-PERCENT CORPORATE SHAREHOLDERS.-

(A) IN GENERAL.-The amendments made by subsection
(a) shall not apply to any distribution before January 1,
1985, to an 80-percent corporate shareholder if the basis of
the property distributed is determined under section
301(d)(2) of the Internal Revenue Code of 1954.

(B) 80-PERCENT CORPORATE SHAREHOLDER.-The term
"80-percent corporate shareholder" means, with respect to
any distribution, any corporation which owns-

(i) stock in the corporation making the distribution
possessing at least 80 percent of the total combined
voting power of all classes of stock entitled to vote, and

(ii) at least 80 percent of the total number of shares
of all other classes of stock of the distributing corpora-
tion (except nonvoting stock which is limited and pre-
ferred as to dividends).

(C) SPECIAL RULE FOR AFFILIATED GROUP FILING CONSOLI-

DATED RETURN.-For purposes of this paragraph and para-
graph (4), all members of the same affiliated group (as de-
fined in section 1504 of the Internal Revenue Code of 1954)
which file a consolidated return for the taxable year which
includes the date of the distribution shall be treated as 1
corporation.

(4) EXCEPTION FOR CERTAIN DISTRIBUTIONS WHERE TENDER

OFFER COMMENCED ON MAY 23, 1984.-
(A) IN GENERAL.-The amendments made by subsection

(a) shall not apply to any distribution made before Septem-
ber 1, 1986, if-

(i) such distribution consists of qualified stock held
(directly or indirectly) on June 15, 1984, by the distrib-
uting corporation,

(ii) control of the distributing corporation (as defined
in section 368(c) of the Internal Revenue Code of 1954)
is acquired other than in a tax-free transaction after
January 1, 1984, but before January 1, 1985,

(iii) a tender offer for the shares of the distributing
corporation was commenced on May 23, 1984, and was
amended on May 24, 1984, and

(iv) the distributing corporation and the distributee
corporation are members of the same affiliated group
(as defined in section 1504 of such Code) which filed a
consolidated return for the taxable year which includes
the date of the distribution.



If the common parent of any affiliated group filing a consoli-
dated return meets the requirements of clauses (ii) and (iii),
each other member of such group shall be treated as meeting
such requirements.

(B) QUALIFIED STOCK. -For purposes of subparagraph (A),
the term "qualified stock" means any stock in a corpora-
tion which on June 15, 1984, was a member of the same af-
filiated group as the distributing corporation and which
filed a consolidated return with the distributing corpora-
tion for the taxable year which included June 15, 1984.

(5) EXCEPTION FOR CERTAIN DISTRIBUTIONS.-
(A) IN GENERAL.-The amendments made by this section

shall not apply to distributions before February 1, 1986,
if-

(i) the distribution consists of property held on
March 7, 1984 (or property acquired thereafter in the
ordinary course of a trade or business) by-

(I) the controlled corporation, or
(II) any subsidiary controlled corporation,

(ii) a group of I or more shareholders (acting in con-
cert)-

(I) acquired, during the 1-year period ending on
February 1, 1984, at least 10 percent of the out-
standing stock of the controlled corporation,

(II) held at least 10 percent of the outstanding
stock of the common parent on February 1, 1984,
and

(III) submitted a proposal for distributions of in-
terests in a royalty trust from the common parent
or the controlled corporation, and

(iii) the common parent acquired control of the con-
trolled corporation during the 1-year period ending on
February 1, 1984.

(B) DEFINITIONS. -For purposes of this paragraph-
(i) The term "common parent" has the meaning given

such term by section 1504(a) of the Internal Revenue
Code of 1954.

(ii) The term "controlled corporation" means a corpo-
ration with respect to which 50 percent or more of the
outstanding stock of its common parent is tendered for
pursuant to a tender offer outstanding on March 7,
1984.

(iii) The term "subsidiary controlled corporation"
means any corporation with respect to which the con-
trolled corporation has control (within the meaning of
section 368(c) of such Code) on March 7, 1984.

(6) EXCEPTION FOR CERTAIN DISTRIBUTION OF PARTNERSHIP IN-
TERESTS.-The amendments made by this section shall not
apply to any distribution before February 1, 1986, of an interest
in a partnership the interests of which were being traded on a
national securities exchange on March 7, 1984, if-

(A) such interest was owned by the distributing corpora-
tion (or any member of an affiliated group within the



meaning of section 1504(a) of such Code of which the dis-
tributing corporation was a member) on March 7, 1984,

(B) the distributing corporation (or any such affiliated
member) owned more than 80 percent of the interests in
such partnership on March 7, 1984, and

(C) more than 10 percent of the interests in such partner-
ship was offered for sale to the public during the 1-year
period ending on March 7, 1984.

SEC. 55. EXTENSION OF HOLDING PERIOD FOR LOSSES ATTRIBUTABLE TO
CAPITAL GAIN DIVIDENDS OF REGULATED INVESTMENT COM-
PANIES OR REAL ESTATE INVESTMENT TRUSTS.

(a) REGULATED INVESTMENT COMPANIES. -
(1) IN GENERAL.-Subparagraph (A) of section 852(b)(4) (relat-

ing to loss attributable to capital gain dividend) is amended to
read as follows:

"(A) Loss ATTRIBUTABLE TO CAPITAL GAIN DIVIDEND.-
If-

"(i) subparagraph (B) or (D) of paragraph (3) provides
that any amount with respect to any share is to be
treated as long-term capital gain, and

"(ii) such share is held by the taxpayer for 6 months
or less,

then any loss (to the extent not disallowed under subpara-
graph B)) on the sale or exchange of such share shall, to
the extentof the amount described in clause (i), be treated
as a long-term capital loss."

(2) DETERMINATION OF HOLDING PERIODS. -Subparagraph (C)
of section 852(b)(4) is amended to read as follows:

"(C) DETERMINATION OF HOLDING PERIODS.-For purposes
of -his paragraph, the rules of paragraphs (3) and (4) of sec-
tion 246(c) shall apply in determining the period for which
the taxpayer held any share of stock; except that for the
number of days specified in subparagraph (B) of section
246(c)(3) there shall be substituted-

"(i) '6 months' for purposes of subparagraph (A), and
"(ii) '30 days'for purposes of subparagraph (B). "

(3) EXCEPTION FOR LOSSES INCURRED UNDER PERIODIC LIQUI-
DATION PLANS.-Paragraph (4) of section 852(b) is amended by
adding at the end thereof the following new subparagraph:

"(D) LOSSES INCURRED UNDER A PERIODIC LIQUIDATION
PLAN.-To the extent provided in regulations, subparagraph
(A) shall not apply to losses incurred on the sale or ex-
change of shares of stock in a regulated investment compa-
ny pursuant to a plan which provides for the periodic liqui-
dation of such shares."

(b) REAL ESTATE INVESTMENT TRUT.-Paragraph (7) of section
857(b) (relating to loss on sale or exchange of stock in real estate in-
vestment trust) is amended to read as follows:

"(7) Loss ON SALE OR EXCHANGE OF STOCK HELD 6 MONTHS OR
LESS. -

"(A) IN GENERAL. -If-
"(i) subparagraph (B) of paragraph (3) provides that

any amount with respect to any share or beneficial in-
terest is to be treated as a long-term capital gain, and
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"(ii) the taxpayer has held such share or interest for
6 months or less,

then any loss on the sale or exchange of such share or inter-
est shall, to the extent of the amount described in clause (i),
be treated as a long-term capital loss.

"(B) DETERMINATION OF HOLDING PERIOD.-For purposes
of this paragraph, the rules of paragraphs (3) and (4) of sec-
tion 246(c) shall apply in determining the period for which
the taxpayer has held any share of stock or beneficial inter-
est; except that '6 months' shall be substituted for the
number of days specified in subparagraph (B) of section
24 6(c)(3).

"(C) EXCEPTION FOR LOSSES INCURRED UNDER PERIODIC

LIQUIDATION PLANS.-To the extent provided in regulations,
subparagraph (A) shall not apply to any loss incurred on
the sale or exchange of shares of stock of, or beneficial in-
terest in, a real estate investment trust pursuant to a plan
which provides for the periodic liquidation of such shares
or interests."

(c) EFFECTIVE DATE.-The amendments made by this section shall
apply to losses incurred with respect to shares of stock and benefi-
cial interests with respect to which the taxpayer's holding period
begins after the date of the enactment of this Act.

PART III-MISCELLANEOUS PRO VISIONS

SEC. 56. DENIAL OF DEDUCTIONS FOR CERTAIN EXPENSES INCURRED IN
CONNECTION WITH SHORT SALES.

(a) SHORT SALE PA YMENTS ATTRIBUTABLE TO DIVIDENDS. -Section
263 (relating to capital expenditures) is amended by adding at the
end thereof the following new subsection:

"(h) PAYMENTS IN LIEU OF DIVIDENDS IN CONNECTION WITH
SHORT SALES. -

"(1) IN GENERAL. -If-
"(A) a taxpayer makes any payment with respect to any

stock used by such taxpayer in a short sale and such pay-
ment is in lieu of a dividend payment on such stock, and

"(B) the closing of such short sale occurs on or before the
45th day after the date of such short sale,

then no deduction shall be allowed for such payment. The basis
of the stock used to close the short sale shall be increased by the
amount not allowed as a deduction by reason of the preceding
sentence.

"(2) LONGER PERIOD IN CASE OF EXTRAORDINARY DIVIDENDS.-

If the payment described in paragraph (1)(A) is in respect of an
extraordinary dividend, paragraph (1)(B) shall be applied by
substituting 'the day 1 year after the date of such short sale' for
'the 45th day after the date of such short sale'.

"(3) EXTRAORDINARY DIVIDEND.-For purposes of this subsec-
tion, the term 'extraordinary dividend' has the meaning given
to such term by section 1059(c); except that such section shall be
applied by treating the amount realized by the taxpayer in the
short sale as his adjusted basis in the stock.



"(4) SPECIAL RULE WHERE RISK OF LOSS DIMINISHED.-The

running of any period of time applicable under paragraph (1)(B)
(as modified by paragraph (2)) shall be suspended during any
period in which-

"(A) the taxpayer holds, has an option to buy, or is under
a contractual obligation to buy, substantially identical
stock or securities, or

"(B) under regulations prescribed by the Secretary, a tax-
payer has diminished his risk of loss by holding 1 or more
other positions with respect to substantially similar or re-
lated property.

"(5) DEDUCTION ALLOWABLE TO EXTENT OF ORDINARY INCOME

FROM AMOUNTS PAID BY LENDING BROKER FOR USE OF COLLATER-

AL.-
"(A) IN GENERAL.-Paragraph (1) shall apply only to the

extent that the payments or distributions with respect to
any short sale exceed the amount which-

"(i) is treated as ordinary income by the taxpayer,
and

"(ii) is received by the taxpayer as compensation for
the use of any collateral with respect to any stock used
in such short sale.

"(B) EXCEPTION NOT TO APPLY TO EXTRAORDINARY DIVI-

DENDS.-Subparagraph (A) shall not apply if one or more
payments or distributions is in respect of an extraordinary
dividend.

"(6) APPLICATION OF THIS SUBSECTION WITH SUBSECTION (g).-

In the case of any short sale, this subsection shall be applied
before subsection (g)."

(b) INVESTMENT INTEREST To INCLUDE CERTAIN EXPENSES IN-

VOLVING SHORT SALES.-Subparagraph (D) of section 163(d)(3) (de-
fining investment interest) is amended to read as follows:

"(D) INVESTMENT INTEREST. -

"(i) IN GENERAL.-The term 'investment interest'
means interest paid or accrued on indebtedness in-
curred or continued to purchase or carry property held
for investment.

"(ii) CERTAIN EXPENSES INCURRED IN CONNECTION

WITH SHORT SALES. -For purposes of clause (i), the term
'interest' includes any amount allowable as a deduc-
tion in connection with personal property used in a
short sale."

(c) APPLICATION OF SECTION 265(2) TO SHORT SALES.-Section 265
(relating to denial of deduction of interest relating to tax-exempt
income) is amended by adding at the end thereof the following new
paragraph:

'(5) SPECIAL RULES FOR APPLICATION OF PARAGRAPH (2) IN
THE CASE OF SHORT SALES. -For purposes of paragraph (2)-

"(A) IN GENERAL.-The term 'interest' includes any
amount paid or incurred-

"(i) by any person making a short sale in connection
with personal property used in such short sale, or

"(ii) by any other person for the use of any collateral
with respect to such short sale.



"(B) EXCEPTION WHERE NO RETURN ON CASH COLLATER-
AL.-If-

"(i) the taxpayer provides cash as collateral for any
short sale, and

"(ii) the taxpayer receives no material earnings on
such cash during the period of the sale,

subparagraph (A)(i) shall not apply to such short sale."
(d) EFFECTIVE DATE.-The amendments made by this section

shall apply to short sales after the date of the enactment of this Act
in taxable years ending after such date.
SEC. 57. NONRECOGNITION OF GAIN OR LOSS BY CORPORATION ON OP-

TIONS WITH RESPECT TO ITS STOCK.

(a) GENERAL RULE. -Subsection (a) of section 1032 (relating to ex-
change of stock of property) is amended by adding at the end thereof
the following new sentence: "No gain or loss shall be recognized by
a corporation with respect to any lapse or acquisition of an option to
buy or sell its stock (including treasury stock). "

(b) EFFECTIVE DATE.-The amendment made by subsection (a)
shall apply to options acquired or lapsed after the date of the enact-
ment of this Act in taxable years ending after such date.
SEC. 58. AMENDMENTS TO A CCUMULA TED EARNINGS TAX.

(a) CLARIFICATION THAT TAX APPLIES TO CORPORATIONS WHICH

ARE NOT CLOSELY HELD.-Section 532 (relating to corporations sub-
ject to accumulated earnings tax) is amended by adding at the end
thereof the following new subsection:

"(c) APPLICATION DETERMINED WITHOUT REGARD TO NUMBER OF

SHAREHOLDERS.-The application of this part to a corporation shall
be determined without regard to the number of shareholders of such
corporation."

(b) TREATMENT OF CAPITAL GAINS AND LoSSES.--Subsection (b) of
section 535 (defining accumulated taxable income) is amended by
striking out paragraphs (5), (6), and (7) and inserting in lieu thereof
the following:

"(5) CAPITAL LOSSES.-

"(A) IN GENERAL.-Except as provided in subparagraph
(B), there shall be allowed as a deduction an amount equal
to the net capital loss for the taxable year (determined
without regard to paragraph (7)(A)).

"(B) RECAPTURE OF PREVIOUS DEDUCTIONS FOR CAPITAL

GAINS.-The aggregate amount allowable as a deduction
under subparagraph (A) for any taxable year shall be re-
duced by the lesser of-

"(i) the nonrecaptured capital gains deductions, or
"(ii) the amount of the accumulated earnings and

profits of the corporation as of the close of the preced-
ing taxable year.

"(C) NONRECAPTURED CAPITAL GAINS DEDUCTIONS.-For

purposes of subparagraph (B), the term 'nonrecaptured cap-
ital gains deductions' means the excess of-

"(i) the aggregate amount allowable as a deduction
under paragraph (6) for preceding taxable years begin-
ning after the date of the enactment of the Tax Reform
Act of 1984, over



"(ii) the aggregate of the reductions under subpara-
graph (B) for preceding taxable years.

"(6) NET CAPITAL GAINS.-
"(A) IN GENERAL.-There shall be allowed as a deduc-

tion- "(i) the net capital gain for the taxable year (deter-
mined with the application of paragraph (7)), reduced
by "(ii) the taxes attributable to such net capital gain.

"(B) ATTRIBUTABLE TAXES.-For purposes of subpara-
graph (A), the taxes attributable to the net capital gain
shall be an amount equal to the difference between-

"(i) the taxes imposed by this subtitle (except the tax
imposed by this part) for the taxable year, and

"(ii) such taxes computed for such year without in-
cluding in taxable income the net capital gain for the
taxable year (determined without the application of
paragraph (7)).

"(7) CAPITAL LOSS CARRYOVERS.-

"(A) UNLIMITED CARRYFORWARD.-The net capital loss
for any taxable year shall be treated as a short-term capital
loss in the next taxable year.

"(B) SECTION 1212 INAPPLICABLE.-No allowance shall be
made for the capital loss carryback or carryforward provid-
ed in section 1212.

"(8) SPECIAL RULES FOR MERE HOLDING OR INVESTMENT COM-

PANIES.-In the case of a mere holding or investment compa-
ny- "(A) CAPITAL LOSS DEDUCTION, ETC., NOT ALLOWED.-

Paragraphs (5) and (7)(A) shall not apply.
"(B) DEDUCTION FOR CERTAIN OFFSETS.-There shall be

allowed as a deduction the net short-term capital gain for
the taxable year to the extent such gain does not exceed the
amount of any capital loss carryover to such taxable year
under section 1212 (determined without regard to para-
graph (7)(B)).

"(C) EARNINGS AND PROFITS.-For purposes of subchapter
C, the accumulated earnings and profits at any time shall
not be less than they would be if this subsection had ap-
plied to the computation of earnings and profits for all tax-
able years beginning after the date of the enactment of the
Tax Reform Act of 1984. "

(c) EFFECTIVE DATE.-The amendments made by this section shall
apply to taxable years beginning after the date of the enactment of
this Act.
SEC. 59. REPEAL OF STOCK FOR DEBT EXCEPTIONS FOR PURPOSES OF DE-

TERMINING INCOME FROM DISCHARGE OF INDEBTEDNESS.

(a) GENERAL RULE.-Subsection (e) of section 108 (relating to
income from discharge of indebtedness) is amended by adding at the
end thereof the following new paragraph:

"(10) INDEBTEDNESS SATISFIED BY CORPORATION'S STOCK.-

"(A) IN GENERAL.-For purposes of determining income of
a debtor from discharge of indebtedness, if a debtor corpo-



ration transfers stock to a creditor in satisfaction of its in-
debtedness, such corporation shall be treated as having sat-
isfied the indebtedness with an amount of money equal to
the fair market value of the stock.

"(B) EXCEPTION FOR TITLE 11 CASES AND INSOLVENT DEBT-

ORs. -Subparagraph (A) shall not apply in the case of a
debtor in a title 11 case or to the extent the debtor is insol-
vent."

(b) EXCEPTION FOR CERTAIN WORKOUTS.-

(1) IN GENERAL.-Paragraph (10) of section 108(e) (as added by
subsection (a)) is amended by adding at the end thereof the fol-
lowing new subparagraph:

"(C) EXCEPTION FOR TRANSFERS IN CERTAIN WORKOUTS.-

"(i) IN GENERAL.-Subparagraph (A) shall not apply
to any transfer of stock in a qualified workout.

"(ii) QUALIFIED WORKOUT. -For purposes of clause (i),
the term 'qualified workout' means any plan under
which stock is transferred to creditors in satisfaction of
indebtedness if-

"(I) because of cash flow and credit problems,
the corporation making such transfer will have
trouble in meeting liabilities coming due during
the next 12 months to such an extent that there is
a substantial threat of involuntary proceedings re-
lating to insolvency or bankruptcy,

"(II) such corporation in any report to its share-
holders for the period during which such transfer
occurs includes a statement that such corporation
believes it meets the requirement of subclause (I)
and that it is availing itself of the workout provi-
sions of this subparagraph,

"(III) the holders of more than 50 percent of the
total indebtedness of the corporation approve such
plan, and

"(IV) at least 25 percent of the total indebtedness
of the corporation is extinguished by transfers pur-
suant to such plan."

(2) EFFECTIVE DATE.-The amendment made by paragraph (1)
shall take effect as if it had been included in the amendments
made by subsections (e) and (f) of section 806 of the Tax Reform
Act of 1976.

(b) EFFECTIVE DATE. -
(1) IN GENERAL.-Except as otherwise provided in this subsec-

tion, the amendment made by subsection (a) shall apply to
transfers after the date of the enactment of this Act in taxable
years ending after such date.

(2) TRANSITIONAL RULE.-The amendment made by subsection
(a) shall not apply to the transfer by a corporation of its stock
in exchange for debt of the corporation after the date of the en-
actment of this Act if such transfer is-

(A) pursuant to a written contract requiring such transfer
which was binding on the corporation at all times on June
7, 1984, and at all times after such date but only if the



(1) In general.-Except as otherwise provided in this subsec-
tion, the amendment made by subsection (a) shall apply to tax-
able years beginning after December 31, 1984.

(2) SPECIAL RULE FOR CORPORATIONS AFFILIATED ON JUNE 22,

1984.-In the case of a corporation which on June 22, 1984, is a
member of an affiliated group which files a consolidated return
for such corporation's taxable year which includes June 22,
1984, for purposes of determining whether such corporation con-
tinues to be a member of such group for taxable years beginning
before January 1, 1988, the amendment made by subsection (a)
shall not apply.
(3) Special rule not to apply to sell-downs after June 22, 1984.

If-
(A) the requirements of subsection (b)(2) are satisfied with

respect to a corporation,
(B) more than a de minimis amount of the stock of such

corporation is sold or exchanged (including in a redemp-
tion), or issued (other than in the ordinary course of busi-
ness) after June 22, 1984, and

(C) the requirements of the amendment made by subsec-
tion (a) are not satisfied after such sale, exchange, or issu-
ance, then the amendments made by subsection (a) shall
apply for purposes of determining whether such corporation
continues to be a member of such group.

(4) EXCEPTION FOR CERTAIN SELL-DOWNS.-Subsection (b)(2)
(and not subsection (b)(3)) will apply to a corporation if such
corporation issues or sells stock after June 22, 1984, pursuant to
a registration statement filed with the Securities and Exchange
Commission on or before June 22, 1984, but only if the require-
ments of the amendment made by subsection (a) (substituting
"more than 50 percent" for "at least 80 percent" in paragraph
(2)(B) of section 1504(a) of the Internal Revenue Code of 1954)
are satisfied immediately after such issuance or sale and at all
times thereafter until the first day of the first taxable year be-
ginning after December 31, 1987.

(5) NATIVE CORPORATIONS.-The amendments made by sub-
section (a) shall not apply to any Native Corporation estab-
lished under the Alaska Native Claims Settlement Act (43
U.S.C. 1601 et seq.) during any taxable year beginning before
1992 or any part thereof in which such Corporation is subject to
the provisions of section 7 (h)(1) of such Act (43 US.C. 1606
(h)(1)).

SEC. 61. PROVISIONS RELATING TO EARNINGS AND PROFITS.

(a) ADJUSTMENTS TO EARNINGS AND PROFITS. -

(1) IN GENERAL.-Section 312 (relating to effect on earnings
and profits) is amended by adding at the end thereof the follow-
ing new subsection:

"(n) ADJUSTMENTS TO EARNINGS AND PROFITS TO MORE ACCU-
RATELY REFLECT ECONOMIC GAIN AND LoSS.-For purposes of com-
puting the earnings and profits of a corporation, the following ad-
justments shall be made:

"(1) CONSTRUCTION PERIOD CARRYING CHARGES.-



"(A) IN GENERAL.-In the case of any amount paid or in-
curred for construction period carrying charges-

"(i) no deduction shall be allowed with respect to
such amount, and

"(ii) the basis of the property with respect to which
such charges are allocable shall be increased by such
amount.

"(B) CONSTRUCTION PERIOD CARRYING CHARGES DE-
FINED.-For purposes of this paragraph, the term 'construc-
tion period carrying charges' means all-

"(i) interest paid or accrued on indebtedness incurred
or continued to acquire, construct, or carry property,

"(ii) property taxes, and"(iii) similar carrying charges,
to the extent such interest, taxes, or charges are attributable
to the construction period for such property and would be
allowable as a deduction in determining taxable income
under this chapter for the taxable year in which paid or in-
curred (determined without regard to section 189).

"(C) CONSTRUCTION PERIOD.-The term 'construction
period' has the meaning given such term by section 189(e)(2)
(determined without regard to any real property limitation).

"(2) INTANGIBLE DRILLING COSTS AND MINERAL EXPLORATION
AND DEVELOPMENT COSTS.-

"(A) INTANGIBLE DRILLING COSTS.-Any amount allow-
able as a deduction under section 263(c) in determining tax-
able income (other than costs incurred in connection with a
nonproductive well)-

"(i) shall be capitalized, and
"(ii) shall be allowed as a deduction ratably over the

60-month period beginning with the month in which
the production from the well begins."(B) MINERAL EXPLORATION AND DEVELOPMENT COSTS.-

Any amount allowable as a deduction under section 616(a)
or 617 in determining taxable income-

"(i) shall be capitalized, and
"(ii) shall be allowed as a deduction ratably over the

120-month period beginning with the later of-
"(I) the month in which production from the de-

posit begins, or
"(II) the month in which such amount was paid

or incurred.
"(3) CERTAIN AMORTIZATION PROVISIONS NOT TO APPLY.-Sec-

tions 17, 177, and 248 shall not apply.
"(4) CERTAIN UNTAXED APPRECIATION OF DISTRIBUTED PROP-

ERTY.-In the case of any distribution of property by a corpora-
tion described in section 311(d), earnings and profits shall be
increased by the amount of any gain which would be includible
in gross income for any taxable year if section 311(d)(2) did not
apply.

"(5) LIFO INVENTORY ADJUSTMENTS. -Earnings and profits
shall be increased or decreased by the amount of any increase or
decrease in the LIFO recapture amount (determined under sec-
tion 336(b)(3)) as of the close of each taxable year; except that



any decrease below the LIFO recapture amount as of the close
of the taxable year preceding the first taxable year to which
this paragraph applies to the taxpayer shall be taken into ac-
count only to the extent provided in regulations prescribed by
the Secretary.

"(6) INSTALLMENT SALES.-In the case of any installment sale,
earnings and profits shall be computed as if the corporation did
not use the installment method.

"(7) COMPLETED CONTRACT METHOD OF ACCOUNTING.-In the
case of a taxpayer who uses the completed contract method of
accounting, earnings and profits shall be computed as if such
taxpayer used the percentage of completion method of account-
ing.

"(8) REDEMPTIONS.-If a corporation distributes amounts in a
redemption to which section 302(a) or 303 applies, the part of
such distribution which is properly chargeable to earnings and
profits shall be an amount which is not in excess of the ratable
share of the earnings and profits of such corporation accumu-
lated after February 28, 1913, attributable to the stock so re-
deemed.

"(9) SPECIAL RULE FOR CERTAIN FOREIGN CORPORATIONS. -In

the case of a foreign corporation described in subsection (k)(4),
paragraphs (5), (6), and (7) shall apply only in the case of tax-
able years beginning after December 31, 1985."

(2) CONFORMING AMENDMENTS. -

(A) Section 312U) (relating to earnings and profits of for-
eign investment companies) is amended by striking out
paragraph (3).

(B) Subsection (e) of section 312 is hereby repealed.
(b) ADJUSTMENT To EFFECT OF DEPRECIATION ON EARNINGS AND

PROFITS.-The table contained in section 312(k)(3)(A) (relating to re-
covery property), as amended by this Act, is amended by striking out
"35 years" in the item relating to 15-year real property and 20-year
real property and inserting in lieu thereof "40 years".

(c) DISTRIBUTIONS OF OBLIGATIONS HAVING ORIGINAL ISSUE DIS-

COUNT.-

(1) EFFECT ON EARNINGS AND PROFITS. -

(A) Paragraph (2) of section 312(a) (relating to effect of
earnings and profits) is amended to read as follows:

"(2) the principal amount of the obligations of such corpora-
tion (or, in the case of obligations having original issue dis-
count, the aggregate issue price of such obligations), and".

(B) Section 312, as amended by subsection (a), is amended
by adding at the end thereof the following new subsection:

"(o) DEFINITION OF ORIGINAL ISSUE DISCOUNT AND ISSUE PRICE
FOR PURPOSES OF SUBSECTION (a)(2).-For purposes of subsection
(a)(2), the terms 'original issue discount' and 'issue price' have the
same respective meanings as when used in subpart A of part V of
subchapter P of this chapter."

(2) TREATMENT UNDER ORIGINAL ISSUE DISCOUNT RULES.-Sub-
section (a) of section 1275 (relating to other definitions and spe-
cial rules), as added by this Act, is amended by adding at the
end thereof the following new paragraph:



"(4) TREATMENT OF OBLIGATIONS DISTRIBUTED TO CORPORA-

TIONS.-Any debt obligation of a corporation distributed by
such corporation with respect to its stock shall be treated as if
it had been issued by such corporation for property. "

(d) SPECIAL RULE IN CASE OF DISTRIBUTIONS RECEIVED BY 20
PERCENT CORPORATE SHAREHOLDER. -Section 301 (relating to distri-
butions of property) is amended by redesignating subsection (f) as
subsection (g) and by inserting after subsection (e) the following new
subsection:

"(f) SPECIAL RULE FOR CERTAIN DISTRIBUTIONS RECEIVED BY 20
PERCENT CORPORATE SHAREHOLDER. -

"(1) IN GENERAL.-Except to the extent otherwise provided in
regulations, solely for purposes of determining the taxable
income of any 20 percent corporate shareholder (and its adjust-
ed basis in the stock of the distributing corporation), section 312
shall be applied with respect to the distributing corporation as
if it did not contain subsection (n) thereof

"(2) 20 PERCENT CORPORATE SHAREHOLDER. -For purposes of
this subsection, the term '20 percent corporate shareholder'
means, with respect to any distribution, any corporation which
owns (directly or through the application of section 318)-

"(A) stock in the corporation making the distribution pos-
sessing at least 20 percent of the total combined voting
power of all classes of stock entitled to vote, or

"(B) at least 20 percent of the total value of all stock of
the distributing corporation (except nonvoting stock which
is limited and preferred as to dividends),

but only if, but for this subsection, the distributee corporation
would be entitled to a deduction under section 243, 244, or 245
with respect to such distribution.

"(3) REGULATIONS.-The Secretary shall prescribe such regu-
lations as may be necessary or appropriate to carry out the pur-
poses of this section."

(e) EFFECTIVE DATES.-
(1) ADJUSTMENTS TO EARNINGS AND PROFITS.-

(A) PARAGRAPHS (1), (2), AND (3) OF SECTION 312(n).-The
provisions of paragraphs (1), (2), and (3) of section 312(n) of
the Internal Revenue Code of 1954 (as added by subsection
(a)) shall apply to amounts paid or incurred in taxable
years beginning after September 30, 1984.

(B) PARAGRAPH (4) OF SECTION 312(n).-The provisions of
paragraph (4) of section 312(n) of such Code (as so added)
shall apply to distributions after September 30, 1984; except
that such provisions shall not apply to any distribution to
which the amendments made by section 54(a) of this Act do
not apply.

(C) LIFO INVENTORY.-The provisions of paragraph (5) of
section 312(n) of such Code (as so added) shall apply to tax-
able years beginning after September 30, 1984.

(D) INSTALLMENT SALE.-The provisions of paragraph (6)
of section 312(n) of such Code (as so added) shall apply to
sales after September 30, 1984, in taxable years ending after
such date.



(E) COMPLETED CONTRACT METHOD.-The provisions of
paragraph (7) of section 312(n) of such Code (as so added)
shall apply to contracts entered into -after September 30,
1984, in taxable years ending after such date.

(2) SUBSECTION (b).-The amendments made by subsection (b)
shall apply to property placed in service in taxable years begin-
ning after September 30, 1984.

(3) SUBSECTION (c).-The amendments made by subsection (c)
shall apply with respect to distributions declared after March
15, 1984, in taxable years ending after such date.

(4) SUBSECTION (d).-The amendment made by subsection (d)
shall apply to distributions after the date of the enactment of
this Act in taxable years ending after such date.

SEC. 62. 2-YEAR DELAY IN APPLICATION OF THE NET OPERATING LOSS
RULES ADDED BY THE TAX REFORM ACT OF 1976.

(a) IN GENERAL.-Subsection (g) of section 806 of the Tax Reform
Act of 1976 (26 U.S.C. 282 note) (relating to effective dates for the
amendments to sections 382 and 382 of the Internal Revenue Code
of 1954) is amended-

(1) by striking out "June 30, 1984" in paragraph (2) and in-
serting in lieu thereof "December 31, 1985'

(2) by striking out "January 1, 1984" in paragraph (2)(B) and
inserting in lieu thereof "January 1, 1986'" and

(3) by striking out "January 1, 1984" in paragraph (3) and in-
serting in lieu thereof "January 1, 1986".

(b) TECHNICAL AMENDMENT.-
(1) Paragraph (1) of section 382(b) (as amended by the Tax

Reform Act of 1976) is amended by striking out "section
368(a)(1) (A), (B), (C), (D) (but only if the requirements of section
354(b)(1) are met), or (F)" and inserting in lieu thereof "subpara-
graph (A), (B), (C), or (F) of section 368(a)(1) or subparagraph (D)
or (G) of section 368(a)(1) (but only if the requirements of section
354(b)(1) are met)".

(2) The amendment made by paragraph (1) shall take effect as
if included in the amendments made by section 4 of the Bank-
ruptcy Tax Act of 1980.

SEC. 63. TARGET CORPORATION MUST DISTRIBUTE ASSETS AFTER REORGA-
NIZATION DESCRIBED IN SECTION 368(a)(1)(C).

(a) IN GENERAL.-Paragraph (2) of section 368(a) (relating to spe-
cial rules for paragraph (1)) is amended by adding at the end there-
of the following new subparagraph:

"(G) DISTRIBUTION REQUIREMENT FOR PARAGRAPH

(1) (C). -
"(i) IN GENERAL.-A transaction shall fail to meet

the requirements of paragraph (1)(C) unless the ac-
quired corporation distributes the stock, securities, and
other properties it receives, as well as its other proper-
ties, in pursuance of the plan of reorganization.

"(ii) ExCEPTION.-The Secretary may waive the appli-
cation of clause (i) to any transaction subject to any
conditions the Secretary may prescribe."



(b) ALLOCATION IN CERTAIN CORPORATE SEPARATIONS AND REOR-
GANIZATIONS.--Subsection (h) of section 312 (relating to allocation
in certain corporate separations) is amended to read as follows:

"(h) ALLOCATION IN CERTAIN CORPORATE SEPARATIONS AND REOR-

GANIZATIONS. -

"(1) SECTION 355.-In the case of a distribution or exchange to
which section 355 (or so much of section 356 as relates to section
355) applies, proper allocation with respect to the earnings and
profits of the distributing corporation and the controlled corpo-
ration (or corporations) shall be made under regulations pre-
scribed by the Secretary.

"(2) SECTION 368 (a)(1)(C) OR (D).-In the case of a reorganiza-
tion described in subparagraph (C) or (D) of section 368(a)(1),
proper allocation with respect to the earnings and profits of the
acquired corporation shall, under regulations prescribed by the
Secretary, be made between the acquiring corporation and the
acquired corporation (or any corporation which had control of
the acquired corporation before the reorganization)."

(c) EFFECTIVE DATE.-The amendment made by this section shall
apply to transactions pursuant to plans adopted after the date of
the enactment of this Act.
SEC. 64. DEFINITION OF CONTROL FOR PURPOSES OF NONDIVISIVE REOR-

GANIZA TIONS UNDER SECTION 368(a)(1)(D).
(a) IN GENERAL.-Subsection (c) of section 368 (defining control) is

amended to read as follows:
"(C) CONTROL DEFINED.-

"(1) IN GENERAL.-For purposes of part I (other than section
304), part II, this part, and part V, the term 'control' means the
ownership of stock possessing at least 80 percent of the total
combined voting power of all classes of stock entitled to vote
and at least 80 percent of the total number of shares of all
other classes of stock of the corporation.

"(2) SPECIAL RULE FOR DETERMINING WHETHER CERTAIN
TRANSACTIONS ARE DESCRIBED IN SUBSECTION (a)(1)(D).-In the
case of any transaction with respect to which the requirements
of subparagraphs (A) and (B) of section 354(b)(1) are met, for
purposes of determining whether such transaction is described
in subparagraph (D) of subsection (a)(1), the term 'control' has
the meaning given to such term by section 304(c)."

(b) EFFECTIVE DATE.-The amendment made by this section shall
apply to transactions pursuant to plans adopted after the date of
the enactment of this Act.
SEC. 65. COLLAPSIBLE CORPORATIONS.

(a) DEFINITION. -Subparagraph (A) of section 341(b)(1) (relating to
collapsible corporations) is amended by striking out "a substantial
part 'and inserting in lieu thereof "3".

(b) LIMITATIONS. -Subsection (d) of section 341 (relating to limita-
tions on application of section) is amended by adding at the end
thereof the following sentence: "In determining whether property is
described in subsection (b)(1) for purposes of applying paragraph (2),
all property described in section 1221(1) shall, to the extent provided
in regulations prescribed by the Secretary, be treated as one item of
property."
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(c) CONFORMING AMENDMENT. -Paragraph (2) of section 341(d) is
amended by striking out "so manufactured, constructed, produced,
or purchased" and inserting in lieu thereof "described in subsection
(b)(1)".

(d) EFFECTIVE DATE.-The amendments made by this section
shall apply with respect to sales, exchanges, and distributions made
after the date of the enactment of this Act.

SEC. 66. PHASE-OUT OF GRADUATED RATES FOR LARGE CORPORATIONS.

(a) IN GENERAL. -Subsection (b) of section 11 (relating to amount
of tax imposed on corporations) is amended by adding at the end
thereof the following new flush sentence: "In the case of a corpora-
tion with taxable income in excess of $1,000,000 for any taxable
year, the amount of tax determined under the preceding sentence for
such taxable year shall be increased by the lesser of (A) 5 percent of
such excess, or (B) $20,250."

(b) CONFORMING AMENDMENT. -Section 1561(a) (relating to limita-
tions on certain multiple tax benefits in the case of certain control
corporations) is amended by adding at the end thereof the following
new sentence: "Notwithstanding paragraph (1), in applying the last
sentence of section 11(b) to such component members, the taxable
income of all such component members shall be taken into account
and any increase in tax under such last sentence shall be divided
among such component members in the same manner as amounts
under paragraph (1). "

(c) EFFECTIVE DATE.-
(1) IN GENERAL.-The amendments made by this section shall

apply to taxable years beginning after December 31, 1983.
(2) AMENDMENTS NOT TREATED AS CHANGED IN RATE OF TAX.-

The amendments made by this subsection shall not be treated
as a change in a rate of tax for purposes of section 21 of the
Internal Revenue Code of 1954.

SEC. 67. RESTRICTIONS ON GOLDEN PARA CHUTE PA YMENTS.
(a) DENIAL OF DEDUCTION.-Part IX of subchapter B of chapter 1

(relating to items not deductible) is amended by adding after section
280F the following new section:
"SEC. 280G. GOLDEN PARACHUTE PAYMENTS.

"(a) GENERAL RULE.-No deduction shall be allowed under this
chapter for any excess parachute payment.

"(b) EXCESS PARACHUTE PAYMENT. -For purposes of this section-
"(1) IN GENERAL.-The term 'excess parachute payment'

means an amount equal to the excess of any parachute payment
over the portion of the base amount allocated to such payment.

"(2) PARACHUTE PAYMENT DEFINED. -

"(A) IN GENERAL.-The term 'parachute payment' means
any payment in the nature of compensation to (or for the
benefit of) a disqualified individual if-

"(i) such payment is contingent on a change-
"(I) in the ownership or effective control of the

corporation, or
"(II) in the ownership of a substantial portion of

the assets of the corporation, and



"(ii) the aggregate present value of the payments in
the nature of compensation to (or for the benefit of)
such individual which are contingent on such change
equals or exceeds an amount equal to 3 times the base
amount.

"(B) AGREEMENTS.-The term 'parachute payment' shall
also include any payment in the nature of compensation to
(or for the benefit of) a disqualified individual if such pay-
ment is pursuant to an agreement which violates any secu-
rities laws or regulations.

"(C) TREATMENT OF CERTAIN AGREEMENTS ENTERED INTO
WITHIN 1 YEAR BEFORE CHANGE OF OWNERSHIP. -For pur-

poses of subparagraph (A)(i), any payment pursuant to-
"(i) an agreement entered into within 1 year before

the change described in subparagraph (A)(i), or
"(ii) an amendment made within such 1-year period

of a previous agreement,
shall be presumed to be contingent on such change unless
the contrary is established by clear and convincing evi-
dence.

"(3) BASE AMOUNT.-
"(A) IN GENERAL.-The term 'base amount' means the in-

dividual's annualized includible compensation for the base
period.

"(B) ALLOCATION.-The portion of the base amount allo-
cated to any parachute payment shall be an amount which
bears the same ratio to the base amount as-

"(i) the present value of such payment, bears to
"(ii) the aggregate present value of all such pay-

ments.
"(4) EXCESS PARACHUTE PAYMENTS REDUCED TO EXTENT TAX-

PAYER ESTABLISHES REASONABLE COMPENSATION.-In the case of
any parachute payment described in paragraph (2)(A), the
amount of any excess parachute payment shall be reduced by
the portion of such payment which the taxpayer establishes by
clear and convincing evidence is reasonable compensation for
personal services actually rendered. For purposes of the preced-
ing sentence, reasonable compensation shall be first offset
against the base amount.

"(c) DISQUALIFIED INDIVIDUALS.-For purposes of this section, the
term 'disqualified individual' means any individual who is-

"(1) an employee, independent contractor, or other person spec-
ified in regulations by the Secretary who performs personal
services for any corportion, and

"(2) is an officer, sharehoider, or highly-compensated individ-
ual.

For purposes of this section, a personal service corporation (or simi-
lar entity) shall be treated as an individual.

"(d) OTHER DEFINITIONS AND SPECIAL RULES.-For purposes of
this section-

"(1) ANNUALIZED INCLUDIBLE COMPENSATION FOR BASE
PERIOD.-The term 'annualized includible compensation for the
base period' means the average annual compensation which-



"(A) was payable by the corporation with respect to which
the change in ownership or control described in paragraph
(2)(A) of subsection (b) occurs, and

"(B) was includible in the gross income of the disquali-
fied individual for taxable years in the base period.

"(2) BASE PERIOD.-The term 'base period' means the period
consisting of the most recent 5 taxable years ending before the
date on which the change in ownership or control described in
paragraph (2)(A) of subsection (b) occurs (or such portion of such
period during which the disqualified individual was an em-
ployee of the corporation).

"(3) PROPERTY TRANSFERS. -Any transfer of property-
"(A) shall be treated as a payment, and
"(B) shall be taken into account as its fair market value.

"(4) PRESENT VALUE.-Present value shall be determined in
accordance with section 1274(b)(2).

"(e) REGULATIONS. -The Secretary shall prescribe such regulations
as may be necessary or appropriate to carry out the purposes of this
section (including regulations for the application of this section in
the case of related corporations and in the case of personal service
corporations)."

(b) EXCISE TAX ON AMOUNTS RECEIVED.-
(1) IN GENERAL. -Subtitle D (relating to miscellaneous excise

taxes) is amended by adding at the end thereof the following
new chapter:

"CHAPTER 46-GOLDEN PARA CHUTE PAYMENTS

"Sec. 4999. Golden parachute payments.

"SEC. 4999. GOLDEN PARA CHUTE PA YMENTS.
"(a) IMPOSITION OF TAx.-There is hereby imposed on any person

who receives an excess parachute payment a tax equal to 20 percent
of the amount of such payment.

"(b) EXCESS PARACHUTE PA YMENT DEFINED. -For purposes of this
section, the term 'excess parachute payment' has the meaning given
to such term by section 280G(b).

"(c) ADMINISTRATIVE PROVISIONS.-

"(1) WITHHOLDING.-In the case of any excess parachute pay-
ment which is wages (within the meaning of section 3401) the
amount deducted and withheld under section 3402 shall be in-
creased by the amount of the tax imposed by this section on
such payment.

"(2) OTHER ADMINISTRATIVE PROVISIONS.-For purposes of
subtitle F, any tax imposed by this section shall be treated as a
tax imposed by subtitle A. "

(2) DENIAL OF DEDUCTION. -Paragraph (6) of section 275(a)
(relating to denial of deduction for certain taxes) is amended by
striking out "and 44" and inserting in lieu thereof "44, and
46".

(c) FICA TAxEs.-Subparagraph (A) of section 3121(v)(2) (relating
to treatment of certain nonqualified deferred compensation plans) is
amended by adding at the end thereof the following new sentence:



"The preceding sentence shall not apply to any excess para-
chute payment (as defined in section 280G(b))."

(d) CLERICAL AMENDMENTS.-

(1) The table of sections for part IX of subchapter B of chap-
ter 1 is amended by adding after the item relating to section
280F the following new item:

"Sec. 280G. Golden parachute payments."

(2) The table of chapters for subtitle D is amended by adding
at the end thereof the following new item:

"CHAPTER 46. Golden parachute payments."

(e) EFFECTIVE DATES. -
(1) IN GENERAL.-The amendments made by this section shall

apply to payments under agreements entered into or renewed
after June 14, 1984, in taxable years ending after such date.

(2) SPECIAL RULE FOR CONTRACT AMENDMENTS.-In the case of
any contract entered into before June 15, 1984, any amendment
to such contract after June 14, 1984, which amends such con-
tract in any significant relevant aspect shall be treated as a
new contract.

SEC. 68. INCREASE IN REDUCTION IN CERTAIN CORPORATE PREFERENCE
ITEMS FROM 15 PERCENT TO 20 PERCENT.

(a) IN GENERAL.-Each subsection (other than subsection (a)(2)) of
section 291 (relating to special rules for corporate preference items)
is amended by striking out "15 percent" each place it appears and
inserting in lieu thereof "20percent".

(b) DEFERRED FSC INCOME.-Paragraph (4) of section 291(a) (relat-
ing to certain deferred DISC income) is amended to read as follows:

"(4) CERTAIN DEFERRED FSC INCOME.-If a corporation is a

shareholder of the FSC, in the case of taxable years beginning
after December 31, 1984, section 923(a) shall be applied with re-
spect to such corporation by substituting-

"(A) percente' for '34 percent'in paragraph (2), and
"(B) '16123'for '1 7/23' in paragraph (3).".

(c) MINIMUM TAX.-
(1) IN GENERAL. -Paragraph (1) of section 57(b) is amended to

read as follows:
"(1) IN GENERAL.-

"(A) POLLUTION CONTROL FACILITIES, BAD DEBT RE-

SERvES.-In the case of any item of tax preference of a cor-
poration described in paragraph (4) or (7) of section (a), only
5956 percent of the amount of such item of tax preference
(determined without regard to this subsection ) shall be
taken into account as an item of tax preference.

"(B) IRON ORE AND COAL.-In the case of any item of tax
preference of a corporation described in paragraph (8) of
subsection (a) (but only to the extent such item is allocable
to a deduction for depletion for iron ore and coal (including
legnite)),

only 71.6 percent of the amount of such item of tax preference
(determined without regard to this subsection) shall be taken
into account as an item of tax preference. ".

(2) CERTAIN CAPITAL GAINS.-Paragraph (2) of section 57(h)
(relating to capital gains) is amended by striking out "71.6 per-

cent" and inserting in lieu thereof "59% percent'.
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(d) DEFERRED Disc INCoME.-Section 995(b)(1)(F)(i) (relating to

deemed distributions) is amended by striking out "one/half" and in-
serting in lieu thereof "one-seventeenth".

(e) EFFECTIVE DATES.-

(1) IN GENERAL.-Except as provided in this subsection, the
amendments made by this section shall apply to taxable years
beginning after December 31, 1984.

(2) 1250 GAIN.-The amendments made by this section to sec-
tion 291(a)(1) of the Internal Revenue Code of 1954 shall apply
to sales or other dispositions after December 31, 1984, in taxable
years ending after such date.
(3) POLLUTION CONTROL FACILITIE.-The amendments made

by this section to section 291(a)(5) of such Code shall apply to
property placed in service after December 31, 1984, in taxable
years ending after such date.

(4) DRILLING AND MINING COSTS.-The amendments made by
this section to section 291(b) of such Code shall apply to expend-
itures after December 31, 1984, in taxable years ending after
such date.

Subtitle E-Partnership Provisions

SEC. 71. PARTNERSHIP ALLOCATIONS WITH RESPECT TO CONTRIBUTED
PROPERTY.

(a) GENERAL RULE. -Subsection (c) of section 704 (relating to con-
tributed property) is amended to read as follows:

"(C) CONTRIBUTED PROPERTY.-Under regulations prescribed by
the Secretary, income, gain, loss, and deduction with respect to prop-
erty contributed to the partnership by a partner shall 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. Under regulations prescribed by the Secre-
tary, rules similar to the rules of the preceding sentence shall apply
to contributions by a partner (using the cash receipts and disburse-
ments method of accounting) of accounts payable and other accrued
but unpaid items."

(b) CONFORMING AMENDMENTS.-The fourth sentence of section
613A(c)(7)(D) and the third sentence of section 743(b) are each
amended by striking out "an agreement described in section 704(c)(2)
(relating to effect of partnership agreement on contributed property),
such share shall be determined by taking such agreement into ac-
count" and inserting in lieu thereof "property contributed to the
partnership by a partner, section 704(c) (relating to contributed prop-
erty) shall apply in determining such share".

(c) EFFECTIVE DATE.-The amendments made by this section shall
apply with respect to property contributed to the partnership after
March 31, 1984, in taxable years ending after such date.

SEC. 72. DETERMINATION OF DISTRIBUTIVE SHARES WHEN PARTNERS IN.
TEREST CHANGES.

(a) GENERAL RULE. -Section 706 (relating to taxable years of part-
ner and partnership) is amended by adding at the end thereof the
following new subsection:



"(d) DETERMINATION OF DISTRIBUTIVE SHARE WHEN PARTNER'S

INTEREST CHANGES. -
"(1) IN GENERAL.-Except as provided in paragraphs (2) and

(3), if during any taxable year of the partnership there is a
change in any partner's interest in the partnership, each part-
ner's distributive share of any item of income, gain, loss, deduc-
tion, or credit of the partnership for such taxable year shall be
determined by the use of any method prescribed by the Secretary
by regulations which takes into account the varying interests of
the partners in the partnership during such taxable year.

"(2) CERTAIN CASH BASIS ITEMS PRORATED OVER PERIOD TO

WHICH ATTRIBUTABLE.-
"(A) IN GENERAL.-If during any taxable year of the part-

nership there is a change in any partner's interest in the
partnership, then (except to the extent provided in regula-
tions) each partner's distributive share of any allocable
cash basis item shall be determined-

"(i) by assigning the appropriate portion of each such
item to each day in the period to which it is attributa-
ble, and

"(ii) by allocating the portion assigned to any such
day among the partners in proportion to their interests
in the partnership at the close of such day.

"(B) ALLOCABLE CASH BASIS ITEM.-For purposes of this
paragraph, the term 'allocable cash basis item' means any
of the following items which are described in paragraph (1)
and with respect to which the partnership uses the cash re-
ceipts and disbursements method of accounting:

"(i) Interest.
"(ii) Taxes.
"(iii) Payments for services or for the use of property.
"(iv) Any other item of a kind specified in regula-

tions prescribed by the Secretary as being an item with
respect to which the application of this paragraph is
appropriate to avoid significant misstatements of the
income of the partners.

"(C) ITEMS ATTRIBUTABLE TO PERIODS NOT WITHIN TAX-
ABLE YEAR.-If any portion of any allocable cash basis item
is attributable to-

"(i) any period before the beginning of the taxable
year, such portion shall be assigned under subpara-
graph (A)(i) to the first day of such taxable year and
allocated among persons who are partners in the part-
nership during the period to which such portion is at-
tributable in accordance with their varying interests in
the partnership during such period, or

"(ii) periods after the close of the taxable year, such
item shall be assigned under subparagraph (A)(i) to the
last day of the taxable year.

"(D) TREATMENT OF ITEMS ALLOCATED TO PERSONS WHO

ARE NO LONGER PARTNERS.-Any deduction allocated to a
person under clause (i) of subparagraph (C) who is not a
partner in the partnership on the first day referred to in



such clause shall be capitalized by the partnership and
treated in the manner provided for in section 755.

"(3) ITEMS ATTRIBUTABLE TO INTEREST IN LOWER TIER PART-

NERSHIP PRORATED OVER ENTIRE TAXABLE YEAR.-If-

"(A) during any taxable year of the partnership there is a
change in any partner's interest in the partnership (herein-
after in this paragraph referred to as the 'upper tier part-
nership , and

"(B) such partnership is a partner in another partnership
(hereinafter in this paragraph referred to as the 'lower tier
partnership),

then (except to the extent provided in regulations) each partner's
distributive share of any item of the upper tier partnership at-
tributable to the lower tier partnership shall be determined by
assigning the appropriate portion (determined by applying prin-
ciples similar to the principles of subparagraphs (C) and (D) of
paragraph (2)) of each such item to the appropriate days during
which the upper tier partnership is a partner in the lower tier
partnership and by allocating the portion assigned to any such
day among the partners in proportion to their interests in the
upper tier partnership at the close of such day.

"(4) TAXABLE YEAR DETERMINED WITHOUT REGARD TO SUBSEC-

TION (c)(2)(A). -For purposes of this subsection, the taxable year
of a partnership shall be determined without regard to subsec-
tion (c)(2)(A). "

(b) CONFORMING AMENDMENTS. -Paragraph (2) of section 706(c) is
amended-

(1) by striking out the last sentence of subparagraph (A), and
(2) by striking out ", but such partner's distributive share of

items described in section 702(a) shall be determined by taking
into account his varying interests in the partnership during the
taxable year" in subparagraph (B).

(c) EFFECTIVE DATE.-The amendments made by this section shall
apply-

(1) in the case of items described in section 706(d)(2) of the In-
ternal Revenue Code of 1954 (as added by subsection (a)), to
amounts attributable to periods after March 31, 1984, and

(2) in the case of items described in section 706(d)(3) of such
Code (as added by subsection (a)), to amounts paid or accrued by
the other partnership after March 31, 1984.

SEC. 73. PAYMENTS TO PARTNERS FOR PROPERTY OR CERTAIN SERVICES

(a) GENERAL RULE. -Subsection (a) of section 707 (relating to
transactions between partner and partnership) is amended to read
as follows:

"(a) PARTNER NOT ACTING IN CAPACITY AS PARTNER.-

"(1) IN GENERAL.-If a partner engages in a transaction with
a partnership other than in his capacity as a member of such
partnership, the transaction shall, except as otherwise provided
in this section, be considered as occurring between the partner-
ship and one who is not a partner.

"(2) TREATMENT OF PAYMENTS TO PARTNERS FOR PROPERTY OR

SERVICEs.-Under regulations prescribed by the Secretary-



"(A) TREATMENT OF CERTAIN SERVICES AND TRANSFERS OF

PROPERTY.-If -

"(i a partner performs services for a partnership or
transfers property to a partnership,

"(ii) there is a related direct or indirect allocation
and distribution to such partner, and

"(iii) the performance of such services (or such trans-
fer) and the allocation and distribution, when viewed
together, are properly characterized as a transaction oc-
curring between the partnership and a partner acting
other than in his capacity as a member of the partner-
ship,

such allocation and distribution shall be treated as a
transaction described in paragraph (1).

"(B) TREATMENT OF CERTAIN PROPERTY TRANSFERS.-If-"(i) there is a direct or indirect transfer of money or
other property by a partner to a partnership,

"(ii) there is a related direct or indirect transfer of
money or other property by the partnership to such
partner (or another partner), and

"(iii) the transfers described in clauses (i) and (ii),
when viewed together, are properly characterized as a
sale of property,

such transfers shall be treated either as a transaction de-
scribed in paragraph (1) or as a transaction between 2 or
more partners acting other than in their capacity as mem-
bers of the partnership."

(b) EFFECTIVE DATE. -
(1) IN GENERAL.-The amendment made by subsection (a)

shall apply-
(A) in the case of arrangements described in section

707(a)(2)(A) of the Internal Revenue Code of 1954 (as
amended by subsection (a)), to services performed or proper-
ty transferred after February 29, 1984, and

(B) in the case of transfers described in section
707(a)(2)(B) of such Code (as so amended), to property trans-
ferred after March 31, 1984.

(2) BINDING CONTRACT EXCEPTION.-The amendment made by
subsection (a) shall not apply to a transfer of property described
in section 707(a)(2)(B)(i) if such transfer is pursuant to a bind-
ing contract in effect on March 31, 1984, and at all times there-
after before the transfer.

(2) EXCEPTION FOR CERTAIN TRANSFERS.-The amendment
made by subsection (a) shall not apply to a transfer of property
described in section 707(a)(2)(B)(i) that is made before December
21, 1984, if-

(A) such transfer was proposed in a written private offer-
ing memorandum circulated before February 28, 1984;

(B) the out-of-pocket costs incurred with respect to such
offering exceeded $250,000 as of February 28, 1984;

(C) the encumbrances placed on such property in anticipa-
tion of such transfer all constitute obligations for which
neither the partnership nor any partner is liable; and
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(D) the transferor of such property is the sole general
partner of the partnership.

SEC. 74. CONTRIBUTIONS TO A PARTNERSHIP OF UNREALIZED RECEIV-
ABLES, INVENTORY ITEMS, OR CAPITAL LOSS PROPERTY

(a) GENERAL RuLE.-Subpart A of part II of subchapter K of
chapter I (relating to contributions to a partnership) is amended by
adding at the end thereof the following new section:

"SEC. 724. CHARACTER OF GAIN OR LOSS ON CONTRIBUTED UNREALIZED
RECEIVABLES, INVENTORY ITEMS, AND CAPITAL LOSS PROP-
ERTY.

"(a) CONTRIBUTIONS OF UNREALIZED RECEIVABLES.-In the case of
any property which-

"(1) was contributed to the partnership by a partner, and
"(2) was an unrealized receivable in the hands of such part-

ner immediately before such contribution,
any gain or loss recognized by the partnership on the disposition of
such property shall be treated as ordinary income or ordinary loss,
as the case may be.

"(b) CONTRIBUTIONS OF INVENTORY ITEMS.-In the case of any
property which-

"(1) was contributed to the partnership by a partner, and
"(2) was an inventory item in the hands of such partner im-

mediately before such contribution,
any gain or loss recognized by the partnership on the disposition of
such property during the 5-year period beginning on the date of such
contribution shall be treated as ordinary income or ordinary loss, as
the case may be.

"(c) CONTRIBUTIONS OF CAPITAL Loss PROPERTY.-In the case of
any property which-

"(1) was contributed by a partner to the partnership, and
"(2) was a capital asset in the hands of such partner immedi-

ately before such contribution,
any loss recognized by the partnership on the disposition of such
property during the 5-year period beginning on the date of such con-
tribution shall be treated as a loss from the sale of a capital asset to
the extent that, immediately before such contribution, the adjusted
basis of such property in the hands of the partner exceeded the fair
market value of such property.

"(d) DEFINITIONS.-For purposes of this section-
"(1) UNREALIZED RECEIVABLE.-The term 'unrealized receiva-

ble' has the meaning given such term by section 751(c) (deter-
mined by treating any reference to the partnership as referring
to the partner).

"(2) INVENTORY ITEM.-The term 'inventory item' has the
meaning given such term by section 751(d)(2) (determined by
treating any reference to the partnership as referring to the
partner and by applying section 1231 without regard to any
holding period therein provided).

"(3) SUBSTITUTED BASIS PROPERTY.-
"(A) IN GENERAL.-If any property described in subsection

(a), (b), or (c) is disposed of in a nonrecognition transaction,
the tax treatment which applies to such property under
such subsection shall also apply to any substituted basis



property resulting from such transaction. A similar rule
shall also apply in the case of a series of non-recognition
transactions.

"(B) EXCEPTION FOR STOCK IN C CORPORATION.-Subpara-

gaph (A) shall not apply to any stock in a C corporation re-
ceived in an exchange described in section 351. "

(b) AMENDMENT OF SECTION 735.-Section 735 (relating to charac-
ter of gain or loss on disposition of distributed property) is amended
by adding at the end thereof the following new subsection:

"(c) SPECIAL RULES. -
"(1) WAIVER OF HOLDING PERIODS CONTAINED IN SECTION

1231.-For purposes of this section, section 751(d)(2) (defining in-
ventory item) shall be applied without regard to any holding
period in section 1231(b).

"(2) SUBSTITUTED BASIS PROPERTY.-
"(A) IN GENERAL.-If any property described in subsection

(a) is disposed of in a nonrecognition transaction, the tax
treatment which applies to such property under such sub-
section shall also apply to any substituted basis property re-
sulting from such transaction. A similar rule shall also
apply in the case of a series of nonrecognition transactions.

"(B) EXCEPTION FOR STOCK IN C CORPORATION.-Subpara-

graph (A) shall not apply to any stock in a C corporation
received in an exchange described in section 351."

(c) CLERICAL AMENDMENT.-The table of sections for subpart A of
part II of subchapter K of chapter 1 is amended by adding at the
end thereof the following new item:

"Sec. 724. Character of gain or loss on contributed unrealized receiv-
ables, inventory items, and capital loss property."

(d) EFFECTIVE DATES.-
(1) SUBSECTION (a).-The amendment made by subsection (a)

shall apply to property contributed to a partnership after March
31, 1984, in taxable years ending after such date.

(2) SUBSECTION (b).-The amendment made by subsection (b)
shall apply to property distributed after March 31, 1984, in tax-
able years ending after such date.

SEC. 75. TRANSFERS OF PARTNERSHIP AND TRUST INTERESTS BY CORPO-
RATIONS.

(a) GENERAL RULE.-Subchapter C of chapter 1 (relating to corpo-
rate distributions and adjustments) is amended by adding at the
end thereof the following new part:

"PART VII-MISCELLANEOUS CORPORATE PRO VISIONS

"Sec. 386. Transfers of partnership and trust interests by corpora-
tions.

"SEC. 386. TRANSFERS OF PARTNERSHIP AND TRUST INTERESTS BY COR-
PORA TIONS.

"(a) CORPORATE DISTRIBUTIONS.-For purposes of determining the
amount (and character) of gain recognized by a corporation on any
distribution of an interest in a partnership, the distribution shall be
treated in the same manner as if it included a property distribution
consisting of the corporation's proportionate share of the recognition
property of such partnership.



"(b) SALES OR EXCHANGE TO WHICH SECTION 337 APPLIES.-For

purposes of determining the amount (and character) of gain recog-

nized on a sale or exchange described in section 337, any sale or ex-
change by a corporation of an interest in a partnership shall be
treated as a sale or exchange of the corporation's proportionate
share of the recognition property of such partnership.

"(c) RECOGNITION PROPERTY.-For purposes of this section, the
term 'recognition property' means any property with respect to which
gain would be recognized to the corporation if such property-

"(1) were distributed by the corporation in a distribution de-
scribed in section 311 or 336, or

"(2) were sold in a sale described in section 337,
whichever is appropriate. In determining whether property of a part-
nership is recognition property, such partnership shall be treated as
owning its proportionate share of the property of any other partner-
ship in which it is a partner.

"(d) EXTENSION TO TRUSTS.-Under regulations, rules similar to
the rules of this section shall also apply in the case of the distribu-
tion or sale or exchange by a corporation of an interest in a trust."

(b) DISTRIBUTIONS TREATED AS EXCHANGES FOR PURPOSES OF SUB-

CHAPTER K.-Section 761 (relating to definitions) is amended by re-
designating subsection (e) as subsection (f) and by inserting after
subsection (d) the following new subsection:

"(e) DISTRIBUTIONS TREATED AS EXCHANGES. -For purposes of-
"(1) section 708 (relating to continuation of partnership),
"(2) section 743 (relating to optional adjustment to basis of

partnership property), and
"(3) any other provision of this subchapter specified in regula-

tions prescribed by the Secretary,
any distribution (not otherwise treated as an exchange) shall be
treated as an exchange."

(C) CLARIFICATION OF FAIR MARKET VALUE IN THE CASE OF NON-

RECOURSE INDEBTEDNESS.-Section 7701 (relating to definitions), as
amended by this Act, is amended by redesignating subsection (g) as
subsection (h) and by inserting after subsection (f) the following new
subsection:

"(g) CLARIFICATION OF FAIR MARKET VALUE IN THE CASE OF NON-

RECOURSE INDEBTEDNESS.-For purposes of subtitle A, in determin-
ing the amount of gain or loss (or deemed gain or loss) with respect
to any property, the fair market value of such property shall be
treated as being not less than the amount of any nonrecourse indebt-
edness to which such property is subject."

(d) CLERICAL AMENDMENT.-The table of parts for subchapter C of
chapter 1 is amended by adding at the end thereof the following
new item:

"Part VII. Miscellaneous corporate provisions."

(e) EFFECTIVE DATE.-The amendments made by this section shall
apply to distributions, sales, and exchanges made after March 31,
1984, in taxable years ending after such date.

SEC. 76. APPLICATION OF SECTION 751 IN THE CASE OF TIERED PARTNER-
SHIPS.

(a) GENERAL RULE.-Section 751 (relating to unrealized receiv-
ables and inventory items) is amended by adding at the end thereof
the following new subsection:



"(f) SPECIAL RULES IN THE CASE OF TIERED PARTNERSHIPS, ETC.-
In determining whether property of a partnership is-

"(1) an unrealized receivable, or
"(2) an inventory item,

such partnership shall be treated as owning its proportionate share
of the property of any other partnership in which it is a partner.
Under regulations, rules similar to the rules of the preceding sen-
tence shall also apply in the case of interests in trusts."

(b,) EFFECTIVE DATE.-The amendment made by subsection (a)
shall apply to distributions, sales, and exchanges made after March
31, 1984, in taxable years ending after such date.

SEC. 77. SECTION 1031 NOT APPLICABLE TO PARTNERSHIP INTERESTS; LIM-
ITA TION ON THE PERIOD DURING WHICH LIKE KIND EX-
CHANGES MAY BE MADE.

(a) IN GENERAL.-Subsection (a) of section 1031 (relating to non-
recognition of gain or loss from exchanges solely in kind) is amend-
ed to read as follows:

"(a) NONRECOGNITION OF GAIN OR LOSS FROM EXCHANGES SOLELY
IN KIND. -

"(1) IN GENERAL.-No gain or loss shall be recognized on the
exchange of property held for productive use in a trade or busi-
ness or for investment if such property is exchanged solely for
property of like kind which is to be held either for productive
use in a trade or business or for investment.

"(2) EXCEPTION.-This subsection shall not apply to any ex-
change of-

"(A) stock in trade or other property held primarily for
sale,

"(B) stocks, bonds, or notes,
"(C) other securities or evidences of indebtedness or inter-

est,
"(D) interests in a partnership,
"(E) certificates of trust or beneficial interests, or
"(F) choses in action.

"(3) REQUIREMENT THAT PROPERTY BE IDENTIFIED AND THAT

EXCHANGE BE COMPLETED NOT MORE THAN 180 DAYS AFTER

TRANSFER OF EXCHANGED PROPERTY.-For purposes of this sub-
section, any property received by the taxpayer shall be treated as
property which is not like-kind property if-

"(A) such property is not identified as property to be re-
ceived in the exchange before the day which is 45 days after
the date on which the taxpayer transfers the property relin-
quished in the exchange, or

"(B) such property is received after the earlier of-
"(i) the day which is 180 days after the date on

which the taxpayer transfers the property relinquished
in the exchange, or

"(ii) the due date (determined with regard to exten-
sion) for the transferor's return of the tax imposed by
this chapter for the taxable year in which the transfer
of the relinquished property occurs.

(b) EFFECTIVE DATES.-
(1) IN GENERAL.-Except as otherwise provided in this subsec-

tion, the amendment made by subsection (a) shall apply to



transfers made after the date of the enactment of this Act in
taxable years ending after such date.

(2) BINDING CONTRACT EXCEPTION FOR TRANSFER OF PARTNER-

SHIP INTERESTS. -Paragraph (2)(D) of section 1031(a) of the In-
ternal Revenue Code of 1954 (as amended by subsection (a))
shall not apply in the case of any exchange pursuant to a bind-
ing contract in effect on March 1, 1984, and at all times there-
after before the exchange.
(3) REQUIREMENT THAT PROPERTY BE IDENTIFIED WITHIN 45

DAYS AND THAT EXCHANGE BE COMPLETED WITHIN 180 DAYS.-

Paragraph (3) of section 1031(a) of the Internal Revenue Code of
1954 (as amended by subsection (a)) shall apply-

(A) to transfers after the date of the enactment of this
Act, and

(B) to transfers on or before such date of enactment if the
property to be received in the exchange is not received
before January 1, 1987.

In the case of any transfer on or before the date of the enact-
ment of this Act which the taxpayer treated as part of a like-
kind exchange, the period for assessing any deficiency of tax at-
tributable to the amendment made by subsection (a) shall not
expire before January 1, 1988.

(4) SPECIAL RULE WHERE PROPERTY IDENTIFIED IN BINDING

CONTRACT.-If the property to be received in the exchange is
identified in a binding contract in effect on June 1, 1984, and
at all times thereafter before the transfer, paragraph (3) shall
be applied-

(A) by substituting "January 1, 1989" for "January 1,
1987'; and

(B) by substituting "January 1, 1990" for "January 1,
1988 ".

(5) SPECIAL RULE FOR LIKE KIND EXCHANGE OF PARTNERSHIP

INTERESTS.-Paragraph (2)(D) of section 1031(a) of the Internal
Revenue Code of 1954 (as amended by subsection (a)) shall not
apply to any exchange of an interest as general partner pursu-
ant to a plan of reorganization of ownership interest under a
contract which took effect on March 29, 1984, but only if all the
exchanges contemplated by the reorganization plan are complet-
ed on, or before December 31, 1984.

SEC. 78. ELIMINATION OF BASIS STRIPS UNDER SECTION 734(b).
(a) GENERAL RULE.-Subsection (b) of section 734 is amended by

adding at the end thereof the following new sentence: "Paragraph
(1)(B) shall not apply to any distributed property which is an inter-
est in another partnership with respect to which the election provid-
ed in section 754 is not in effect."

(b) EFFECTIVE DATE.-The amendment made by subsection (a)
shall apply to distributions after March 1, 1984, in taxable years
ending after such date.
SEC. 79. OVERRULING OF RAPHAN CASE.

(a) GENERAL RuLE.-Section 752 of the Internal Revenue Code of
1954 (and the regulations prescribed thereunder) shall be applied
without regard to the result reached in the case of Raphan vs the
United States, 3 Cl. Ct. 457 (1983).



(b) REGULATIONS.-In amending the regulations prescribed under
section 752 of such Code to reflect subsection (a), the Secretary of the
Treasury or his delegate shall prescribe regulations relating to li-
abilities including the treatment of guarantees, assumptions, indem-
nity agreements, and similar arrangements.

Subtitle F-Trust Provisions

SEC. 81. TREATMENT OF PROPERTY DISTRIBUTED IN KIND.
(a) GENERAL RuLE.-%,?ction 643 (relating to definitions applica-

ble to subchapters A, B, C, and D) is amended by adding at the end
thereof the following new subsection:

"(d) TREATMENT OF PROPERTY DISTRIBUTED IN KIND.-
"(1) BASIS OF BENEFICIARY.-The basis of any property re-

ceived by a beneficiary in a distribution from an estate or trust
shall be-

"(A) the adjusted basis of such property in the hands of
the estate or trust immediately before the distribution, ad-
justed for

"(B) any gain or loss recognized to the estate or trust on
the distribution.

"(2) AMOUNT OF DISTRIBUTION.-In the case of any distribu-
tion of property (other than cash), the amount taken into ac-
count under sections 661(a)(2) and 662(a)(2) shall be the lesserof-

"(A) the basis of such property in the hands of the benefi-
ciary (as determined under paragraph (1)), or

"(B) the fair market value of such property.
"(2) ELECTION TO RECOGNIZE GAIN.-

"(A) IN GENERAL.-In the case of arty distribution of
property (other than cash) to which an election under this
paragraph applies-

"(i) paragraph (2) shall not apply,
"(ii) gain or loss shall be recognized by the estate or

trust in the same manner as if such property had been
sold to the distributee at its fair market value, and

"(iii) the amount taken into account under sections
661(a)(2) and 662(a)(2) shall be the fair market value of
such property.

"(B) ELECTION.-Any election under this paragraph shall
be made by the estate or trust on its return for the taxable
year for which the distribution was made.

Any such election, once made, may be revoked only with the
consent of the Secretary.

"(4) EXCEPTION FOR DISTRIBUTIONS DESCRIBED IN SECTION 663
(a).-This subsection shall not apply to any distribution de-
scribed in section 663(a)."

(b) EFFECTIVE DATE.-
(1) IN GENERAL.-The amendment made by subsection (a)

shall apply to distributions after June 1, 1984, in taxable years
ending after such date.

(2) TIME FOR MAKING ELECTION.-In the case of any distribu-
tion before the date of the enactment of this Act-
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(A) the time for making an election under section
643(d)(3) of the Internal Revenue Code of 1954 (as added by
this section) shall not expire before January 1, 1985, and

(B) the requirement that such election be made on the
return of the estate or trust shall not apply.

SEC. 82. TREATMENT OF MULTIPLE TRUSTS.

(a) GENERAL RULE.-Section 643 (relating to definitions applica-
ble to subparts A, B, C, and D) is amended by adding at the end
thereof the following new subsection:

"(e) TREATMENT OF MULTIPLE TRUSTS.-For purposes of this sub-
chapter, under regulations prescribed by the Secretary, 2 or more
trusts shall be treated as 1 trust if-

"(1) such trusts have substantially the same grantor or gran-
tors and substantially the same primary beneficiary or benefici-
aries, and

"(2) a principal purpose of such trusts is the avoidance of the
tax imposed by this chapter.

For purposes of the preceding sentence, a husband and wife shall be
treated as 1 person.

(b) EFFECTIVE DATE.-The amendment made by subsection (a)
shall apply to taxable years beginning after March 1, 1984.

Subtitle G-Accounting Changes

SEC. 91. CERTAIN AMOUNTS NOT TREA TED AS INCURRED BEFORE ECONOM.
IC PERFORMANCE.

(a) IN GENERAL.-Section 461 (relating to general rule for taxable
year of deduction) is amended by adding at the end thereof the fol-
lowing new subsections:

"(h) CERTAIN LIABILITIES NOT INCURRED BEFORE ECONOMIC PER-
FORMANCE. -

"(1) IN GENERAL.-For purposes of this title, in determining
whether an amount has been incurred with respect to any item
during any taxable year, the all events test shall not be treated
as met any earlier than when economic performance with re-
spect to such item occurs.

"(2) TIME WHEN ECONOMIC PERFORMANCE OCCURS. -Except as
provided in regulations prescribed by the Secretary, the time
when economic performance occurs shall be determined under
the following principles:

"(A) SERVICES AND PROPERTY PROVIDED TO THE TAXPAY-
ER.-If the liability of the taxpayer arises out of-

"(i) the providing of services to the taxpayer by an-
other person, economic performance occurs as such
person provides such services,

"(ii) the providing of property to the taxpayer by an-
other person, economic performance occurs as the
person provides such property, or

"(iii) the use of property by the taxpayer, economic
performance occurs as the taxpayer uses such property.

"(B) SERVICES AND PROPERTY PROVIDED BY THE TAXPAY-
ER.-If the liability of the taxpayer requires the taxpayer to



provide property or services, economic performance occurs as
the taxpayer provides such property or services.

"(C) WORKERS COMPENSATION AND TORT LIABILITIES OF
THE TAxPAYER.-If the liability of the taxpayer requires a
payment to another person and-

"(i) arises under any workers compensation act, or
"(ii) arises out of any tort,

economic performance occurs as the payments to such
person are made. Subparagraphs (A) and (B) shall not
apply to any liability described in the preceding sentence.

"(D) OTHER ITEMS.-In the case of any other liability of
the taxpayer, economic performance occurs at the time de-
termined under regulations prescribed by the Secretary.

'(3) EXCEPTION FOR CERTAIN RECURRING ITEMS. -
"(A) IN GENERAL.-Notwithstanding paragraph (1) an

item shall be treated as incurred during any taxable yearif-
"(i) the all events test with respect to such item is

met during such taxable year (determined without
regard to paragraph (1)),

"(ii) economic performance with respect to such item
occurs within the shorter of-

"(I) a reasonable period after the close of such
taxable year, or

"(II) 81/2 months after the close of such taxable
year,

"(iii) such item is recurring in nature and the tax-
payer consistently treats items of such kind as incurred
in the taxable year in which the requirements of clause
(i) are met, and

"(iv) either-
"(I) such item is not a material item, or
"(II) the accrual of such item in the taxable year

in which the requirements of clause (i) are met re-
sults in a more proper match against income than
accruing such item in the taxable year in which
economic performance occurs.

"(B) FINANCIAL STATEMENTS CONSIDERED UNDER SUB-
PARAGRAPH (A)(iv).-In making a determination under sub-
paragraph (A)(iv), the treatment of such item on financial
statements shall be taken into account.

"(C) PARAGRAPH NOT TO APPLY TO WORKERS COMPENSA-
TION AND TORT LIABILITIES.-This paragraph shall not
apply to any item described in subparagraph (C) of para-
graph (2).

"(4) ALL EVENTS TEST.-For purposes of this subsection, the
all events test is met with respect to any item if all events have
occurred which determine the fact of liability and the amount
of such liability can be determined with reasonable accuracy.

"(5) SUBSECTION NOT TO APPLY TO CERTAIN CASES TO WHICH
OTHER PROVISIONS OF THIS TITLE SPECIFICALLY APPLY.-This
subsection shall not apply to any item to which any of the fol-
lowing provisions apply:
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"(A) Subsection (c) or (f) of section 166 (relating to re-
serves for bad debts).

"(B) Section 463 (relating to vacation pay).
"(C) Section 466 (relating to discount coupons).
"(D) Any other provisions of this title which specifically

provides for a deduction for a reserve for estimated ex-
penses.

"(i) TAX SHELTERS MAY NOT DEDUCT ITEMS EARLIER THAN WHEN
ECONOMIC PERFORMANCE OCCURS.-

"(1) IN GENERAL. -In the case of a tax shelter computing tax-
able income under the cash receipts and disbursements method
of accounting, such tax shelter shall not be allowed a deduction
under this chapter with respect to any item any earlier than the
time when such item would be treated as incurred under subsec-
tion (h) (determined without regard to paragraph (3) thereof).

"(2) EXCEPTION (TO EXTENT OF CASH BASIS) WHEN ECONOMIC

PERFORMANCE OCCURS WITHIN 90 DAYS AFTER THE CLOSE OF THE

TAXABLE YEAR.-

"(A) IN GENERAL.-Paragraph (1) shall not apply to any
item if economic performance with respect to such item
occurs within 90 days after the close of the taxable year.

"(B) DEDUCTION LIMITED TO CASH BASIS. -

"(i) TAX SHELTER PARTNERSHIPS.-In the case of a
tax shelter which is a partnership, in applying section
704(d) to a deduction or loss for any taxable year at-
tributable to an item which is deductible by reason of
subparagraph (A), the term 'cash basis' shall be substi-
tuted for the term 'adjusted basis'.

"(ii) OTHER TAX SHELTERS.-Under regulations pre-
scribed by the Secretary, in the case of a tax shelter
other than a partnership, the aggregate amount of the
deductions allowable by reason of subparagraph (A) for
any taxable year shall be limited in a manner similar
to the limitation under clause (i).

"(C) CASH BASIS DEFINED.-For purposes of subparagraph
(B), a partner's cash basis in a partnership shall be equal
to the adjusted basis of such partner's interest in the part-
nership, determined without regard to-

"(i) any liability of the partnership, and
"(ii) any amount borrowed by the partner with re-

spect to such partnership which-
"(I) was arranged by the partnership or by any

person who participated in the organization, sale,
or management of the partnership (or any person
related to such person within the meaning of sec-
tion 168(e)(4)), or

"(I) was secured by any assets of the partner-
ship.

"(D) SPECIAL CASH BASIS RULE FOR SPUDDING OF OIL OR

GAS WELL.-Solely for purposes of applying subparagraph
(A), economic performance with respect to the act of drilling
of an oil or gas well shall be treated as occurring when the
drilling of the well is commenced.



"(3) TAX SHELTER DEFINED.-For purposes of this subsection,
the term 'tax shelter' means-

"(A) any enterprise (other than a C corporation) if at any
time interests in such enterprise have been offered for sale
in any offering required to be registered with any Federal
or State agency having the authority to regulate the offer-
ing of securities for sale,

"(B) any syndicate (within the meaning of section
1256(e)(3)(B)), and

"(C) any tax shelter (within the meaning of section
6661(b)(2)(C)(ii)).

"(4) SPECIAL RULES FOR FARMING.-In the case of the trade or
business of farming (as defined in section 464(e))-

"(A) section 464 shall be applied to any tax shelter de-
scribed in paragraph (3)(C),

"(B) section 464 shall be applied before this subsection,
and

"(C) in determining whether an entity is a tax shelter,
the definition of farming syndicate in section 464(c) shall
be substituted for subparagraphs (A) and (B) of paragraph
(3).

"(5) ECONOMIC PERFORMANE.-For purposes of this subsec-
tion, the term 'economic performance' has the meaning given
such term by subsection (h)."

(b) SPECIAL RULES FOR MINING AND SOLID WASTE RECLAMATION
AND CLOSING COSTS.-

(1) IN GENERAL. -Subpart C of part 11 of subchapter E of
chapter 1 (relating to taxable year for which deduction taken),
as amended by section 92, is amended by adding at the end
thereof the following new section:

"SEC. 468. SPECIAL RULES FOR MINING AND SOLID WASTE RECLAMATION
AND CLOSING COSTS.

"(a) ESTABLISHMENT OF RESERVES FOR RECLAMATION AND CLOS-
ING COSTS.-

"(1) ALLOWANCE OF DEDUCTION.-If a taxpayer elects the ap-
plication of this subsection with respect to any mining or solid
waste disposal property, the amount of any deduction for quali-
fied reclamation or closing costs for any taxable year to which
such election applies shall be equal to the current reclamation
or closing costs allocable to-

"(A) in the case of qualified reclamation costs, the por-
tion of the reserve property which was disturbed during
such taxable year, and

"(B) in the case of qualified closing costs, the production
from the reserve property during such taxable year.

"(2) OPENING BALANCE AND ADJUSTMENTS TO RESERVE.-
"(A) OPENING BALANCE.-The opening balance of any re-

serve for its first taxable year shall be zero.
"(B) INCREASE FOR INTEREST. -

"(i) IN GENERAL.-A reserve shall be increased each
taxable year by an amount equal to the amount of in-
terest which would be earned during such taxable year



on the opening balance of such reserve for such taxable
year if such interest were computed-

"(I) at the Federal short-term rate or rates (deter-
mined under section 1274) in effect, and

"(II) by compounding semiannually.
"(ii) PHASE-IN OF INTEREST RATE.-In the case of tax-

able years ending before 1987, the rate determined
under clause (i)(I) shall be equal to the following per-
centage of such rate (determined without regard to this
clause):

"In the case of taxable years ending in: The percentage is:
1984 or 1985 ........................................................................................... 70
1 9 8 6 ............................................................................................................ 85.

"(C) RESERVE TO BE CHARGED FOR AMOUNTS PAID.- Any
amount paid by the taxpayer during any taxable year for
qualified reclamation or closing costs allocable to portions
of the reserve property for which the election under para-
graph (1) was in effect shall be charged to the appropriate
reserve as of the close of the taxable year.

"(3) ALLOWANCE OF DEDUCTION FOR EXCESS AMOUNTS PAID.-

There shall be allowed as a deduction for any taxable year the
excess of-

"(A) the amounts described in paragraph (2)(C) paid
during such taxable year, over

"(B) the closing balance of the reserve for such taxable
year (determined without regard to paragraph (2)(C)).

"(4) LIMITATION ON BALANCE AS OF THE CLOSE OF ANY TAX-
ABLE YEAR.-

"(A) RECLAMATION RESERVES.-In the case of any reserve
for qualified reclamation costs, there shall be included in
gross income for any taxable year an amount equal to the
excess of-

"(i) the closing balance of the reserve for such tax-
able year, over

"(ii) the current reclamation costs of the taxpayer for
all portions of the reserve property disturbed during
any taxable year to which the election under paragraph
(1) applies.

"(B) CLOSING COSTS RESERVES.-In the case of any reserve
for qualified closing costs, there shall be included in gross
income for any taxable year an amount equal to the excess
of-

"(i) the closing balance of the reserve for such tax-
able year, over

"(ii) the current closing cost of the taxpayer with re-
spect to the reserve property, determined as if all pro-
duction with respect to the reserve property for any tax-
able year to which the election under paragraph (1) ap-
plies had occurred in such taxable year.

"(c) ORDER OF APPLICATION.-This paragraph shall be applied
after all adjustments to the reserve have been made for the taxable
year. "(5) INCOME INCLUSIONS ON COMPLETION OR DISPOSITION.-

Proper inclusion in income shall be made upon-



"(A) the revocation of an election under paragraph (1), or
"(B) completion of the closing, or disposition of any por-

tion, of a reserve property.
"(b) ALLOCATION FOR PROPERTY WHERE ELECTION NOT IN EFFECT

FOR ALL TAXABLE YEARS.-If the election under subsection (a)(1) is
not in effect for 1 or more taxable years in which the reserved prop-
erty is disturbed (or production occurs), items with respect to the re-
serve property shall be allocated to the reserve in such manner as
the Secretary may prescribe by regulations.

"(c) REVOCATION OF ELECTION; SEPARATE RESERVES.-

"(1) REVOCATION OF ELECTION.-

"(A) IN GENERAL.-The taxpayer may revoke an election
under subsection (a)(1) with respect to any property. Such
revocation, once made, shall be irrevocable.

"(B) TIME AND MANNER OF REVOCATION.-Any revocation
under subparagraph (A) shall be made at such time and in
such manner as the Secretary may prescribe.

"(2) SEPARATE RESERVES REQUIRED.-If a taxpayer makes an

election under subsection (a)(1), the taxpayer shall establish
with respect to the property for which the election was made-

"(A) a separate reserve for qualified reclamation costs,
and

"(B) a separate reserve for qualified closing costs.
"(d) DEFINITIONS AND SPECIAL RULES RELATING TO RECLAMATION

AND CLOSING CosTs.-For purposes of this section-
"(1) CURRENT RECLAMATION AND CLOSING COSTS.-

"(A) CURRENT RECLAMATION COSTS.-The term 'current
reclamation costs' means the amount which the taxpayer
would be required to pay for qualified reclamation costs if
the reclamation activities were performed currently.

"(B) CURRENT CLOSING COSTS.-

"(i) IN GENERAL.-The term 'current closing costs'
means the amount which the taxpayer would be re-
quired to pay for qualified closing costs if the closing
activities were performed currently.

"(ii) COSTS COMPUTED ON UNIT-OF-PRODUCTION OR CA-

PACITY METHOD.-Estimated closing costs shall-
"(I) in the case of the closing of any mine site, be

computed on the unit-of-production method of ac-
counting, and

"(II) in the case of the closing of any solid waste
disposal site, be computed on the unit-of-capacity
method.

"(2) QUALIFIED RECLAMATION OR CLOSING COSTS.-The term
'qualified reclamation or closing costs' means any of the follow-
ing expenses:

"(A) MINING RECLAMATION AND CLOSING COSTS.-Any ex-

penses incurred for any land reclamation or closing activity
which is conducted in accordance with a reclamation plan

(including an amendment or modification thereof)-
"(i) which-

"(I) is submitted pursuant to the provisions of
section 511 or 528 of the Surface Mining Control



and Reclamation Act of 1977 (as in effect on Janu-
ary 1, 1984), and

"(II) is part of a surface mining and reclamation
permit granted under the provisions of title V of
such Act (as so in effect), or

"(ii) which is submitted pursuant to any other Feder-
al or State law which imposes surface mining reclama-
tion and permit requirements substantially similar to
the requirements imposed by title V of such Act (as so
in effect).

"(B) SOLID WASTE DISPOSAL AND LOSING COSTS. -

"(i) IN GENERAL-Any expenses incurred for any
land reclamation or closing activity in connection with
any solid waste disposal site which is conducted in ac-
cordance with any permit issued pursuant to-

"(I) any provision of the Solid Waste Disposal
Act (as in effect on January 1, 1984) requiring such
activity, or

"(II) any other Federal, State, or local law which
imposes requirements substantially similar to the
requirements imposed by the Solid Waste Disposal
Act (as so in effect).

"(ii) EXCEPTION FOR CERTAIN HAZARDOUS WASTE

SITES. -Clause (i) shall not apply to that portion of any
property which is disturbed after the property is listed
in the national contingency plan established under sec-
tion 105 of the Comprehensive Environmental, Compen-
sation, and Liability Act of 1980.

"(3) PROPERTY.-The term 'property' has the meaning given
such term by section 614.

"(4) RESERVE PROPERTY.-The term 'reserve property' means
any property with respect to which a reserve is established
under subsection (a)(1).

(2) CONFORMING AMENDMENT.-The table of sections for sub-
part C of part 11 of subchapter E of Chapter 1 is amended by
adding at the end thereof the following new item:

"Sec. 468. Special rules for mining and solid waste reclamation and
closing costs. "

(C) SPECIAL RULE FOR LIABILITIES IN CONNECTION WITH THE DE-

COMMISSIONING OF A NUCLEAR POWERPLANT. -

(1) IN GENERAL.-Subpart C of part II of subchapter E of
chapter 1 (relating to taxable year for which deduction taken), as
amended by subsection (b), is amended by adding at the end
thereof the following new section:

"SEC. 468A. SPECIAL RULES FOR NUCLEAR DECOMMISSIONING COSTS.

"(a) IN GENERAL.-If the taxpayer elects the application of this
subsection, there shall be allowed as a deduction for any taxable year
the amount of payments made by the taxpayer to a Nuclear Decom-
missioning Reserve Fund (hereinafter referred to as the 'Fund'9
during such taxable year.

"(b) LIMITATION ON AMOUNTS PAID INTO FuND.-The amount
which a taxpayer may pay into the Fund for any taxable year shall
not exceed the lesser of-



"(1) the amount of nuclear decommissioning costs allocable to
the Fund which is included in the taxpayer's cost of service for
ratemaking purposes for such taxable year, or

"(2) the ruling amount applicable to such taxable year.
"(c) INCOME AND DEDUCTIONS OF THE TAXPA YER. -

"(1) INCLUSION OF AMOUNTS DISTRIBUTED.-There shall be
includible in the gross income of the taxpayer for any taxable
year- "(A) any amount distributed from the Fund during such

taxable year, other than any amount distributed to pay costs
described in subsection (e)(2)(B), and

"(B) except to the extent provided in regulations, amounts
properly includible in gross income in the case of any deemed
distribution under subsection (e)(6), any termination under
subsection (e)(7), or the disposition of any interest in the
nuclear powerplant.

"(2) DEDUCTION WHEN ECONOMIC PERFORMANCE OCCURS. -In

addition to any deduction under subsection (a), there shall be
allowable as a deduction for any taxable year the amount of the
nuclear decommissioning costs with respect to which economic
performance (within the meaning of section 461(h)(2)) occurs
during such taxable year.

"(d) RULING AMOUNT. -For purposes of this subsection-
"(1) REQUEST REQUIRED.-No deduction shall be allowed for

any payment to the Fund unless the taxpayer requests, and re-
ceives, from the Secretary a schedule of ruling amounts.

"(2) RULING AMOUNT.-The term 'ruling amount' means, with
respect to any taxable year, the amount which the Secretary de-
termines under paragraph (1) to be necessary to-

"(A) fund that portion of the nuclear decommissioning
costs of the taxpayer with respect to the nuclear powerplant
which bears the same ratio to the total nuclear decommis-
sioning costs with respect to such nuclear powerplant as the
period for which the Fund is in effect bears to the estimat-
ed useful life of such nuclear powerplant, and

"(B) prevent any excessive funding of such costs or the
funding of such costs at a rate more rapid than level fund-
ing, taking into account such discount rates as the Secre-
tary deems appropriate.

"(3) REVIEW OF AMOUNT.-The Secretary shall at least once
during the useful life of the nuclear powerplant (or, more fre-
quently, upon the request of the taxpayer) review, and revise if
necessary, the schedule of ruling amounts determined under
paragraph (1).

"(e) NUCLEAR DECOMMISSIONING TRUST FUND.-
"(1) IN GENERAL.-Each taxpayer who elects the application

of this subsection shall establish a Nuclear Decommissioning
Trust Fund with respect to each nuclear powerplant to which
such election applies.

"(2) TAXATION OF FUND.-There is imposed on the gross
income of the Fund for any taxable year a tax at a rate equal to
the maximum rate in effect under section 11(b), except that-



"(A) there shall not be included in the gross income of
the Fund any payment to the Fund with respect to which a
deduction is allowable under subsection (a), and

"(B) there shall be allowed as a deduction any amount
paid by the Fund described in paragraph (4)(B) (other than
to the taxpayer).

"(3) CONTRIBUTIONS TO FUND.-The Fund shall not accept
any payments (or other amounts) other than payments with re-
spect to which a deduction is allowable under subsection (a).

"(4) USE OF FUND.-The Fund shall be used exclusively for-
"(A) satisfying, in whole or in part, any liability of any

person contributing to the Fund for the decommissioning of
a nuclear powerplant (or unit thereof), and

"(B) to pay administrative costs (including taxes) and
other incidental expenses of the Fund (including legal, ac-
counting, actuarial, and trustee expenses) in connection
with the operation of the Fund.

"(5) PROHIBITIONS AGAINST SELF-DEALING. -Under regulations
prescribed by the Secretary, for purposes of section 4951 (and so
much of this title as relates to such section), the Fund shall be
treated in the same manner as a trust described in section
501 (c)(21).

"(6) DISQUALIFICATION OF FUND.-In any case in which the
Fund violates any provision of this subsection or section 4951,
the Secretary may disqualify such Fund from the application of
this subsection. In any case to which this subparagraph applies,
the Fund shall be treated as having distributed all of its funds
on the date such determination takes effect.

"(7) TERMINATION UPON COMPLETION. -Upon substantial com-
pletion of the nuclear decommissioning of the nuclear power-
plant with respect to which a Fund relates, the taxpayer shall
terminate such Fund.

"(f) NUCLEAR POWERPLANT.-The term 'nuclear powerplant' in-
cludes any unit thereof."

(2) CONFORMING AMENDMENT.-The table of sections for sub-
part C of part 11 of subchapter E of chapter I is amended by
adding at the end thereof the following new item:

"Sec. 468A. Special rules for nuclear decommissioning costs."

(d) 10-YEAR NET OPERATING Loss CARRYBACK PERIOD FOR DE-
FERRED STATUTORY OR TORT LIABILITY DEDUCTIONS.-

(1) IN GENERAL.-Paragraph (1) of section 172(b) (relating to
years to which loss may be carried) is amended by adding at the
end thereof the following new subparagraph:

"(K) SPECIAL RULE FOR DEFERRED STATUTORY OR TORT LI-

ABILITY LOSSES. -In the case of a taxpayer which has a de-
ferred statutory or tort liability loss (as defined in subsec-
tion (k)) for any taxable year beginning after December 31,
198, the deferred statutory or tort liability loss shall be a
net operating loss carryback to each of the 10 taxable years
preceding the taxable year of such loss."

(2) DEFERRED STATUTORY OR TORT LIABILITY LOSSES.-Section
172 is amended by redesignating subsection (k) as subsection (1)
and by inserting after subsection () the following new subsec-
tion:



"(k) DEFINITIONS AND SPECIAL RULES RELATING TO DEFERRED

STATUTORY OR TORT LIABILITY LoSsEs.-For purposes of this sec-tion-
"(1) DEFERRED STATUTORY OR TORT LIABILITY LOSS.-The

term 'deferred statutory or tort liability loss' means, for any
taxable year, the lesser of-

"(A) the net operating loss for such taxable year, reduced
by any portion thereof attributable to-

W(i) a foreign expropriation loss, or
"(ii) a product liability loss, or

"(B) the sum of the amounts allowable as a deduction
under this chapter (other than any deduction described in
subsection (,)(1)(B)) which-

"(i) is taken into account in computing the net oper-
ating loss for such taxable year, and

"(ii) is for an amount incurred with respect to a li-
ability which arises under a Federal or State law or
out of any tort of the taxpayer and-

"(I) in the case of a liability arising out of a Fed-
eral or State law, the act (or failure to act) giving
rise to such liability occurs at least 3 years before
the beginning of such taxable year, or

"(II) in the case of a liability arising out of a
tort, such liability arises out of a series of actions
(or failures to act) over an extended period of time
a substantial portion of which occurs at least 3
years before the beginning of such taxable year.

A liability shall not be taken into account under the preceding
sentence unless the taxpayer used an accrual method of ac-
counting throughout the period or periods during which the
acts or failures to act giving rise to such liability occurred.

"(2) SPECIAL RULE FOR NUCLEAR POWERPLANTS. -Except as
provided in regulations prescribed by the Secretary, that portion
of a deferred statutory or tort liability loss which is attributa-
ble to amounts incurred in the decommissioning of a nuclear
powerplant (or any unit thereof) may, for purposes of subsection
(b)(1)(K), be carried back to each of the taxable years during the
period-

"(A) beginning with the taxable year in which such plant
(or unit thereof) was placed in service, and

"(B) ending with the taxable year preceding the loss year.
"(3) COORDINATION WITH SUBSECTION (b)(2).-In applying

paragraph (2) of subsection (b), a deferred statutory or tort li-
ability loss shall be treated in a manner similar to the manner
in which a foreign expropriation loss is treated.

"(4) No CARRYBACK TO TAXABLE YEARS BEGINNING BEFORE

JANUARY 1, 1984.-No deferred statutory or tort liability loss
may be carried back to a taxable year beginning before January
1, 1984, unless such loss may be carried back to such year with-
out regard to subsection (b)(1)(K)."

(3) CONFORMING AMENDMENTS.-
(A) Clause (i) of section 172(b)(1)(A) is amended by strik-

ing out "and (J)" and inserting in lieu thereof "(J), and
(K) " .



(B) Subsections (h) and (j) of section 172 are each amend-
ed by striking out "subsection (b)" in the matter preceding
paragraph (1) and inserting in lieu thereof "this section".

(e) CONFORMING AMENDMENT. -Paragraph (4) of section 461(f) (re-
lating to contested liabilities) is amended by inserting "determined
after application of subsection (h)" after "taxable year)".

(f) INCLUSION IN INCOME OF NUCLEAR DECOMMISSIONING COSTS IN-

CLUDED IN THE TAXPAYER'S RATE BASE.-

(1) IN GENERAL.-Part II of subchapter B of chapter 1 (relat-
ing to items specifically included in gross income) is amended
by adding at the end thereof the following new section:

"SEC. 88. CERTAIN AMOUNTS WITH RESPECT TO NUCLEAR DECOMMISSION-
ING COSTS.

"In the case of any taxpayer who is required to include the
amount of any nuclear decommissioning costs in the taxpayer's cost
of service of ratemaking purposes, there shall be includible in the
gross income of such taxpayer the amount so included for any tax-
able year."

(2) CONFORMING AMENDMENT.-The table of sections for part
11 of subchapter B of chapter 1 is amended by adding at the
end thereof the following new item:

"Sec. 88. Certain amounts with respect to nuclear decommissioning
costs."

(g) EFFECTIVE DATES.-

(1) IN GENERAL.-Except as provided in this subsection and
subsections (h) and (i), the amendments made by this section
shall apply to amounts-

(A) incurred after the date of the enactment of this Act
(determined without regard to such amendments), or

(B) which-
(i) are incurred before the date of the enactment of

this Act (determined without regard to such amend-
ments), and

(ii) are incurred after the date of the enactment of
this Act (determined with regard to such amendments).

(2) ELECTION TREATED AS CHANGE IN METHOD OF ACCOUNT-
ING.-For purposes of section 481 of the Internal Revenue Code
of 1954, if paragraph (1)(B) applies to any amount, the applica-
tion of the amendments made by this section shall be treated as
a change in method of accounting-

(A) initiated by the taxpayer, and
(B) made with the consent of the Secretary of the Treas-

ury.
(3) SECTION 461(h) TO APPLY IN CERTAIN CAsEs.-Notwith-

standing paragraph (1), section 461(h) of the Internal Revenue
Code of 1954 (as added by this section) shall be treated as being
in effect to the extent necessary to carry out any amendments
made by this section which take effect before section 461(h).

(h) EXCEPTION FOR CERTAIN EXISTING ACTIVITIES AND CON-

TRACTS. -If-
(1) EXISTING ACCOUNTING PRACTICES. -If on March 1, 1984,

any taxpayer was regularly computing his deduction for mining
reclamation activities under a current cost method of account-



ing (as determined by the Secretary of the Treasury or his dele-
gate), the liability for reclamation activities-

(A) for land disturbed before the date of the enactment of
this Act, or

(B) to which paragraph (2) applies,
shall be treated as having been incurred when the land was
disturbed.

(2) FIXED PRICE SUPPLY CONTRACT. -

(A) IN GENERAL.-In the case of any fixed price supply
contract entered into before March 1, 1984, the amendments
made by subsection (b) shall not apply to any minerals ex-
tracted from such property which are sold pursuant to such
contract.

(B) No EXTENSION OR RENEGOTIATION. -Subparagraph
(A) shall not apply-

(i) to any extension of any contract beyond the period
such contract was in effect on March 1, 1984, or

(ii) to any renegotiation of, or other change in, the
terms and conditions of such contract in effect on
March 1, 1984.

(i) TRANSITIONAL RULE FOR ACCRUED VACATION PAY. -
(1) IN GENERAL.-In the case of any taxpayer-

(A) with respect to whom a deduction was allowable
(other than under section 463 of the Internal Revenue Code
of 1954) for vested accrued vacation pay for the last taxable
year ending before the date of the enactment of this Act,
and

(B) who elects the application of section 463 of such Code
for the first taxable year ending after the date of the enact-
ment of this Act,

then, for purposes of section 463(b) of such Code, the opening
balance of the taxpayer with respect to any vested accrued vaca-
tion pay shall be determined under section 463(b)(1) of such
Code.

(2) VESTED ACCRUED VACATION PAY.-For purposes of this sub-
section, the term "vested accrued vacation pay" means any
amount allowable under section 162(a) of such Code with re-
spect to vacation pay of employees of the taxpayer (determined
without regard to section 463 of such Code).

SEC. 92. TREATMENT OF CERTAIN DEFERRED PAYMENTS FOR USE OF
PROPERTY OR SERVICES.

(a) GENERAL RULE.-Subpart C of part II of subchapter E of chap-
ter 1 (relating to taxable year for which deduction is taken) is
amended by adding at the end thereof the following new section:
"SEC. 467. CERTAIN PA YMENTS FOR THE USE OF PROPERTY OR SERVICES.

"(a) ACCRUAL METHOD ON PRESENT VALUE BASIS.-In the case of
the lessor or lessee under any section 467 rental agreement, there
shall be taken into account for purposes of this title for any taxable
year the sum of-

"(1) the amount of the rent which accrues during such tax-
able year as determined under subsection (b), and



"(2) interest for the year on the amounts which were taken
into account under this subsection for prior taxable years and
which are unpaid.

"(b) ACCRUAL OF RENTAL PAYMENTS.-
"(1) ALLOCATION FOLLOWS AGREEMENT.-Except as provided

in paragraph (2), the determination of the amount of the rent
under any section 467 rental agreement which accrues during
any taxable year shall be made-

"(A) by allocating rents in accordance with the agree-
ment, and

"(B) by taking into account any rent to be paid after the
close of the period in an amount determined under regula-
tions which shall be based on present value concepts.

"(2) CONSTANT RENTAL ACCRUAL IN CASE OF CERTAIN TAX

AVOIDANCE TRANSACTIONS, ETC.-In the case of any section 467
rental agreement to which this paragraph applies, the portion
of the rent which accrues during any taxable year shall be that
portion of the constant rental amount with respect to such
agreement which is allocable to such taxable year.

"(3) AGREEMENTS TO WHICH PARAGRAPH (2) APPLIES.-Para-

graph (2) applies to any rental payment agreement if-
"(A) such agreement is a disqualified leaseback or long-

term agreement, or
"(B) such agreement does not provide for the allocation

referred to in paragraph (1)(A).
"(4) DISQUALIFIED LEASEBACK OR LONG-TERM AGREEMENT.-

For purposes of this subsection, the term 'disqualified leaseback
or long-term agreement' means any section 467 rental agreement
if-

"(A) such agreement is part of a leaseback transaction or
such agreement is for a term in excess of 75 percent of the
statutory recover period for the property, and

"(B) a principal purpose for providing increasing rents
under the agreement is the avoidance of tax imposed by
this subtitle.

"(5) EXCEPTIONS TO DISQUALIFICATION IN CERTAIN CASES.-

The Secretary shall prescribe regulations setting forth circum-
stances under which agreements will not be treated as disquali-
fied leaseback or long-term agreements, including circumstances
relating to-

"(A) changes in amounts paid determined by reference to
price indices,

"(B) rents based on a fixed percentage of lessee receipts or
similar amounts,

"(C) reasonable rent holidays, or
"(D) changes in amounts paid to unrelated 3rd parties.

"(c) RECAPTURE OF PRIOR UNDERSTATED INCLUSIONS UNDER LEA-

SEBACK OR LONG-TERM AGREEMENTS.-

"(1) IN GENERAL.-If-

"(A) the lessor under any section 467 rental agreement
disposes of any property subject to such agreement during
the term of such agreement, and

"(B) such agreement is a leaseback or long-term agree-
ment to which paragraph (2) of subsection (b) did not apply,



the recapture amount shall be treated as ordinary income. Such
gain shall be recognized notwithstanding any other provision of
this subtitle.

"(2) RECAPTURE AMOUNT. -For purposes of paragraph (1), the
term 'recapture amount' means the lesser of-

"(A) the prior understated inclusions, or
"(B) the excess of the amount realized (or in the case of a

disposition other than a sale, exchange, or involuntary con-
version, the fair market value of the property) over the ad-
justed basis of such property.

The amount determined under subparagraph (B) shall be re-
duced by the amount of any gain treated as ordinary income on
the disposition under any other provision of this subtitle.

"(3) PRIOR UNDERSTATED INCLUSIONS.-For purposes of this
subsection, the term 'prior understated inclusion' means the
excess (if any) of-

"(A) the amount which would have been taken into ac-
count by the lessor under subsection (a) for periods before
the disposition if subsection (b)(2) had applied to the agree-
ment, over

"(B) the amount taken into account under subsection (a)
by the lessor for periods before the disposition.

"(4) LEASEBACK OR LONG-TERM AGREEMENT.-For purposes of
this subsection, the term 'leaseback or long-term agreement'
means any agreement described in subsection (b)(3)(A).

"(5) SPECIAL RULES.-Under regulations prescribed by the Sec-
retary-

"(A) exceptions similar to the exceptions applicable under
section 1245 or 1250 (whichever is appropriate) shall apply
for purposes of this subsection,

"(B) any transferee in a disposition excepted by reason of
subparagraph (A) who has a transferred basis in the prop-
erty shall be treated in the same manner as the transferor,
and

"(C) for purposes of sections 163(d), 170(e), 341(e)(12),
453B(d)(2), and 751(c), amounts treated as ordinary income
under this section shall be treated in the same manner as
amounts treated as ordinary income under section 1245 or
1250.

"(d) SECTION 467 RENTAL AGREEMENTS.-

"(1) IN GENERAL.-Except as otherwise provided in this sub-
section, the term 'section 467 rental agreements' means any
rental agreement for the use of tangible property under which-

"(A) there is at least one amount allocable to the use of
property during a calendar year which is to be paid after
the close of the calendar year following the calendar year
in which such use occurs, or

"(B) there are increases in the amount to be paid as rent
under the agreement.

"(2) SECTION NOT TO APPLY TO AGREEMENTS INVOLVING PAY-

MENTS OF $250,000 OR LESS.-This section shall not apply to any
amount to be paid for the use of property if the sum of the fol-
lowing amounts does not exceed $250,000-



"(A) the aggregate amount of payments received as con-
sideration for such use of property, and

"(B) the aggregate value of any other consideration to be
received for such use of property.

For purposes of the preceding sentence, rules similar to the rules
of clauses (ii) and (iii) of section 1274(c)(2)(C) shall apply.

"(e) DEFINITIONS.-For purposes of this section-
"(1) CONSTANT RENTAL AMOUNT.-The term 'constant rental

amount' means, with respect to any section 467 rental agree-
ment, the amount which, if paid as of the close of each lease
period under the agreement, would result in an aggregate
present value equal to the present value of the aggregate pay-
ments required under the agreement.

"(2) LEASEBACK TRANSACTION.-A transaction is a leaseback
transaction if it involves a leaseback to any person who had an
interest in such property at any time within 2 years before such
leaseback (or to a related person).

"(3) STATUTORY RECOVERY PERIOD.-

"(A) IN GENERAL.-
"In the case of property which is: The statutory recovery period is:

3-year p rop erty .................................................................................................. 3 years
5-year p rop erty .................................................................................................. 5 years
1 0-year p roperty ................................................................................................ 10 years
15-year public utility property ........................................................................ 15 years
18-year real property ........................................................................................ 18 years.

"(B) SPECIAL RULE FOR PROPERTY WHICH IS NOT RECOV-

ERY PROPERTY. -In the case of any property which is not re-
covery property, subparagraph (A) shall be applied as if
such property were recovery property.

"(4) DISCOUNT AND INTEREST RATE.-For purposes of comput-
ing present value and interest under subsection (a)(2), the rate
used shall be equal to 110 percent of the applicable Federal rate
determined under section 1274(d) (compounded semiannually)
which is in effect at the time the agreement is entered into with
respect to debt instruments having a maturity equal to the term
of the agreement.

"(5) RELATED PERSON.-The term 'related person' has the
meaning given to such term by section 168(d)(4)(D).

"(6) CERTAIN OPTIONS OF LESSEE TO RENEW NOT TAKEN INTO

ACCOUNT.-Except as provided in regulations prescribed by the
Secretary, there shall not be taken into account in computing
the term of any agreement for purposes of this section any exten-
sion which is solely at the option of the lessee.

"(f) COMPARABLE RULES WHERE AGREEMENT FOR DECREASING

PAYMENTS.-Under regulations prescribed by the Secretary, rules
comparable to the rules of this section shall also apply in the case
of any agreement where the amount paid under the agreement for
the use of property decreases during the term of the agreement.

"(g) COMPARABLE RULES FOR SERvICES.-Under regulations pre-
scribed by the Secretary, rules comparable to the rules of subsection
(a)(2) shall also apply in the case of payments for services which
meet requirements comparable to the requirements of subsection (d).

"(h) REGULATIONS. -The Secretary shall prescribe such regula-
tions as may be appropriate to carry out the purposes of this section,



including regulations providing for the application of this section in
the case of contingent payments."

(b) CLERICAL AMENDMENT.-The table of sections for subpart C of
part I of subchapter E of chapter 1 is amended by adding at the
end thereof the following new item:

"Sec. 467. Certain payments for use of property or services."

(c) EFFECTIVE DATES. -
(1) IN GENERAL.-Except as otherwise provided in this subsec-

tion, the amendments made by this section shall apply with re-
spect to agreements entered into after June 8, 1984.

(2) EXCEPTINS.-The amendments made by this section shall
not apply-

(A) to any agreement entered into pursuant to a written
agreement which was binding on June 8, 1984, and at all
times thereafter,

(B) subject to the provisions of paragraph (3), to any
agreement to lease property if-

10 (i) there was in effect a firm plan, evidenced by a
25 board of directors' resolution, memorandum of agree-
45 ment, or letter of intent on March 15, 1984, to enter
70 into such an agreement, and

100. (ii) construction of the property was commenced (but

such property was not placed in service) on or before
March 15, 1984, and

(C) to any agreement to lease property if-
(i) the lessee of such property adopted a firm plan to

lease the property, evidenced by a resolution of the Fi-
nance Committee of the Board of Directors of such
lessee, on February 10, 1984,

(ii) the sum of the present values of the rents payable
by the lessee under the lease at the inception thereof
equals at least $91,223,034, assuming-

(I) the annual discount rate is 12.6percent,
(II) the initial payment of rent occurs 12 months

after the commencement of the lease, and
(III) subsequent payments of rents occur on the

anniversary date of the initial payment, and
(iii) during-

(I) the first 5 years of the lease, at least 9 percent
of the rents payable by the lessee under the agree-
ment are paid, and

(II) the second 5 years of the lease, at least 16.25
percent of the rents payable by the lessee under the
agreement are paid.

Paragraph (3)(B)(ii)(II) shall apply for purposes of
clauses (ii) and (iii) of subparagraph (C), except that
each separate agreement shall be treated as relating to
all property placed in service before the property to
which the agreement relates. If the lessor under the
agreement described in subparagraph (C) leases the
property from another person, this exception shall also
apply to any agreement between the lessor and such



person which is integrally related to, and contains es-
sentially the same terms as, such agreement.

(3) SCHEDULE OF DEEMED RENTAL PAYMENTS.-

(A) IN GENERAL.-In any case to which paragraph (2)(B)
applies, for purposes of the Internal Revenue Code of 1954,
the lessor shall be treated as having received or accrued
(and the lessee shall be treated as having paid or incurred)
rents equal to the greater of-

(i) the amount of rents actually paid under the agree-
ment during the taxable year, or

(ii) the amount of rents determined in accordance
with the schedule under subparagraph (B) for such tax-
able year.

(B) SCHEDULE. -
(i) IN GENERAL.-The schedule under this subpara-

graph is as follows:
Cumulative percentage

of total rent
Portion of lease term: deemed paid.-

1 st 1/5 ................................................................................................................................. 1 0
2 n d 1/5 .............................................................................................................................. 2 5
3 rd 1/5 ................................................................................................................................ 4 5
4 th 1/5 ............................................................................................................................... 70
L a st 1/5 ............................................................................................................................. 100.

(ii) OPERATING RULES.-For purposes of this sched-
ule-

(I) the rent allocable to each taxable year within
any portion of a lease term described in such
schedule shall be a level pro rata amount properly
allocable to such taxable year, and

(I) any agreement relating to property which is
to be placed in service in 2 or more stages shall be
treated as 2 or more separate agreements.

(C) PARAGRAPH NOT TO APPLY.-This paragraph shall not
apply to any agreement if the sum of the present values of
all payments under the agreement is greater than the sum
of the present value of all the payments deemed to be paid
or received under the schedule under subparagraph (B). For
purposes of computing any present value under this sub-
paragraph, the annual discount rate shall be equal to 12
percent, compounded semiannually

SEC. 93. AMORTIZATION OF CONSTRUCTION PERIOD INTEREST AND TAXES
FOR RESIDENTIAL REAL PROPERTY HELD BY CORPORATIONS.

(a) IN GENERAL.-Subsection (d) of section 189 (relating to amorti-
zation of real property construction period interest and taxes) is
amended-

(1) by striking out paragraph (2), and
(2) by redesignating paragraph (3) as paragraph (2).

(b) EFFECTIVE DATE.-The amendments made by this section shall
apply to taxable years beginning after December 31, 1984, with re-
spect to construction beginning after March 15, 1984.
SEC. 94. CAPITALIZATION OF START-UP EXPENDITURES.

(a) IN GENERAL.-Section 195 (relating to start-up expenditures) is
amended to read as follows:



"SEC. 195. START-UP EXPENDITURES.
"(a) CAPITALIZATION OF EXPENDITURES. -Except as otherwise pro-

vided in this section, no deduction shall be allowed for start-up ex-
penditures.

"(b) ELECTION To AMORTIZE.-
"(1) IN GENERAL.-Start-up expenditures may, at the election

of the taxpayer, be treated as deferred expenses. Such deferred
expenses shall be allowed as a deduction prorated equally over
such period of not less than 60 months as may be selected by
the taxpayer (beginning with the month in which the active
trade or business begins).

"(2) DISPOSITIONS BEFORE CLOSE OF AMORTIZATION PERIOD.-
In any case in which a trade or business is completely disposed
of by the taxpayer before the end of the period to which para-
graph (1) applies, any deferred expenses which were not allowed
as a deduction by reason of this section may be deducted to the
extent allowable under section 165.

"(C) DEFINITIONS.-For purposes of this section-
"(1) START-UP EXPENDITURES.-The term 'start-up expendi-

ture' means any amount-
"(A) paid or incurred in connection with-

"(i) investigating the creation or acquisition of an
active trade or business, or

"(ii) creating an active trade or business, or
"(iii) any activity engaged in for profit and for the

production of income before the day on which the
active trade or business begins, in anticipation of such
activity becoming an active trade or business, and

"(B) which, if paid or incurred in connection with the op-
eration of an existing active trade or business (in the same
field as the trade or business referred to in subparagraph
(A)), would be allowable as a deduction for the taxable year
in which paid or incurred.

The term 'start-up expenditure' does not include any amount
with respect to which a deduction is allowable under section
163(a), 164, or 174.

"(2) BEGINNING OF TRADE OR BUSINESS.-
"(A) IN GENERAL.-Except as provided in subparagraph

(B), the determination of when an active trade or business
begins shall be made in accordance with such regulations
as the Secretary may prescribe.

"(B) ACQUIRED TRADE OR BUSINESS.-An acquired active
trade or business shall be treated as beginning when the
taxpayer acquires it.

"(d) ELECTION. -
"(1) TIME FOR MAKING ELECTION.-An election under subsec-

tion (b) shall be made not later than the time prescribed by law
for filing the return for the taxable year in which the trade or
business begins (including extensions thereof).

"(2) SCOPE OF ELECTION.-The period selected under subsec-
tion (b) shall be adhered to in computing taxable income for the
taxable year for which the election is made and all subsequent
taxable years."
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(b) CONFORMING AMENDMENT.-The table of sections for part VI
of subchapter B of chapter 1 is amended by striking out the item
relating to section 195 and inserting in lieu thereof the following:

"Sec. 195. Start-up expenditures."

(c) EFFECTIVE DATE.-The amendments made by this section shall
apply to taxable years beginning after June 30, 1984.

SEC. 95. LIFO CONFORMITY RULES APPLIED ON CONTROLLED GROUP BASIS.

(a) GENERAL RuLE.-Section 472 (relating to last-in, first-out in-
ventories) is amended by adding at the end thereof the following
new subsection:

"(g) CONFORMITY RULES APPLIED ON CONTROLLED GROUP

BASIS.--
"(1) IN GENERAL.-Except as otherwise provided in regula-

tions, all members of the same group of financially related cor-
porations shall be treated as 1 taxpayer for purposes of subsec-
tions (c) and (e)(2).

"(2) GROUP OF FINANCIALLY RELATED CORPORATIONS. -For
purposes of paragraph (1), the term 'group of financially related
corporations' means--

"(A) any affiliated group as defined in section 1504 deter-
mined by substituting '50 percent' for '80 percent' each
place it appears in section 1504(a) and without regard to
section 1504(b), and

"(B) any other group of corporations which consolidate or
combine for purposes of financial statements."

(b) EFFECTIVE DATE.-The amendment made by subsection (a)
shall apply to taxable years beginning after the date of the enact-
ment of this Act.

Subtitle H-Provisions Relating to Tax
Straddles

SEC. 101. REPEAL OF EXCEPTION FROM STRADDLE RULES FOR STOCK OP-
TIONS AND CERTAIN STOCK.

(a) REPEAL OF EXCEPTION FOR STOCK OPTIONS. -

(1) IN GENERAL.-Paragraph (2) of section 1092(d) (defining
position) is amended to read as follows:

"(2) PoSITION.-The term 'position' means an interest (includ-
ing a futures or forward contract or option) in personal proper-
ty. ")

(2) SECTIONS 1092 AND 263(g) NOT TO APPLY TO STRADDLES

CONSISTING OF QUALIFIED COVERED CALL OPTIONS AND THE OP-

TIONED STOCK.-Subsection (c) of section 1092 (defining strad-
dle) is amended by adding at the end thereof the following new
paragraph:

"(4) EXCEPTION FOR CERTAIN STRADDLES CONSISTING OF QUALI-

FIED COVERED CALL OPTIONS AND THE OPTIONED STOCK.-

"(A) IN GENERAL.-If-
"(i) all the offsetting positions making up any strad-

dle consist of I or more qualified covered call options
and the stock to be purchased from the taxpayer under
such options, and



"(ii) such straddle is not part of a larger straddle,
such straddle shall not be treated as a straddle for pur-
poses of this section and section 263(g).

"(B) QUALIFIED COVERED CALL OPTION DEFINED. -For pur-
poses of subparagraph (A), the term 'qualified covered call
option' means any option granted by the taxpayer to pur-
chase stock held by the taxpayer (or stock acquired by the
taxpayer in connection with the granting of the option) but
only if-

"(i) such option is traded on a national securities ex-
change which is registered with the Securities and Ex-
change Commission or other market which the Secre-
tary determines has rules adequate to carry out the
purposes of this paragraph,

"(ii) such option is granted more than 30 days before
the day on which the option expires,

"(iii) such option is not a deep-in-the-money option,
"(iv) such option is not granted by an options dealer

(within the meaning of section 1256(g)(8)) in connection
with his activity of dealing in options, and

"(v) gain or loss with respect to such option is not or-
dinary income or loss.

"(C) DEEP-IN-THE-MONEY OPTION.-For purposes of sub-
paragraph (B), the term 'deep-in-the-money option' means
an option having a strike price lower than the lowest quali-
fied bench mark.

"(D) LOWEST QUALIFIED BENCH MARK.-

"(i) IN GENERAL.-Except as otherwise provided in
this subparagraph, for purposes of subparagraph (C),
the term 'lowest qualified bench mark' means the high-
est available strike price which is less than the appli-
cable stock price.

"(ii) SPECIAL RULE WHERE OPTION IS FOR PERIOD

MORE THAN 90 DAYS AND STRIKE PRICE EXCEEDS $50.-

In the case of an option-
"(I) which is granted more than 90 days before

the date on which such option expires, and
"(II) with respect to which the strike price is

more than $50,
the lowest qualified bench mark is the second highest
available strike price which is less than the applicable
stock price.

"(iii) 85 PERCENT RULE WHERE APPLICABLE STOCK

PRICE $25 OR LESS.-If-
"(I) the applicable stock price is $25 or less, and
"(II) but for this clause, the lowest qualified

bench mark would be less than 85 percent of the
applicable stock price,

the lowest qualified bench mark shall be treated as
equal to 85 percent of the applicable stock price.

"(iv) LIMITATION WHERE APPLICABLE STOCK PRICE

$150 OR LESS.-If-
"(I) the applicable stock price is $150 or less, and



"(II) but for this clause, the lowest qualified
bench mark would be less than the applicable
stock price reduced by $10,

the lowest qualified bench mark shall be treated as
equal to the applicable stock price reduced by $10.

"(E) SPECIAL YEAR-END RULE.-Subparagraph (A) shall
not apply to any straddle for purposes of section 10 9 2(a)
if-

"(i) the qualified covered call options referred to in
such subparagraph are closed during any taxable year,

"(ii) gain on disposition of the stock to be purchased
from the taxpayer under such options is includible in
gross income for a later taxable year, and

"(iii) such stock was not held by the taxpayer for 30
days or more after the closing of such options.

For purposes of the preceding sentence, the rules of para-
graphs (3) (other than subparagraph (B) thereof) and (4) of
section 246(c) shall apply in determining the period for
which the taxpayer holds the stock.

"(F) STRIKE PRICE.-For purposes of this paragraph, the
term 'strike price' means the price at which the option is
exercisable.

"(G) APPLICABLE STOCK PRICE.-For purposes of subpara-
graph (D), the term 'applicable stock price' means, with re-
spect to any stock for which an option has been granted-

"(i) the closing price of such stock on the most recent
day on which such stock was traded before the date on
which such option was granted, or

"(ii) the opening price of such stock on the day on
which such option was granted, but only if such price
is greater than 110 percent of the price determined
under clause (i).

"(H) REGULATIONS.-The Secretary shall prescribe such
regulations as may be necessary or appropriate to carry out
the purposes of this paragraph. Such regulations may in-
clude modifications to the provisions of this paragraph
which are appropriate to take account of changes in the
practices of option exchanges or to prevent the use of op-
tions for tax avoidance purposes.

(b) REPEAL OF EXCEPTION FOR STOCK. -
(1) IN GENERAL.-Paragraph (1) of section 1092(d) (defining

personal property) is amended by striking out "(other than
stock)"

(2) EXCEPTION WHERE STRADDLE CONSISTS OF HOLDING

STOCK.-Subsection (d) of section 1092 is amended by redesignat-
ing paragraphs (3), (4), and (5) as paragraphs (4), (5), and (6),
respectively, and by inserting after paragraph (2) the following
new paragraph:

"(3) SPECIAL RULES FOR STOCK.-For purposes of paragraph
(1)-

"(A) IN GENERAL.-Except as provided in subparagraph
(B), the term 'personal property' does not include stock.

"(B) ExCEPTIONS.-The term personal property' in-
cludes-



"(i) any stock which is part of a straddle at least 1 of
the offsetting positions of which is-

"(I) an option with respect to such stock or sub-
stantially identical stock or securities, or

"(II) under regulations, a position with respect to
substantially similar or related property (other
than stock), and

"(ii) any stock of a corporation formed or availed of
to take positions in personal property which offset posi-
tions taken by any shareholder.

"(C) SPECIAL RULES.-
"(i) For purposes of subparagraph (B), subsection (c)

and paragraph (4) shall be applied as if stock described
in clause (i) or (ii) of subparagraph (B) were personal
property.

"(ii) For purposes of determining -whether subsection
(e) applies to any transaction with respect to stock de-
scribed in clause (ii) of subparagraph (B), all includible
corporations of an affiliated group (within the mean-
ing of section 1504(a)) shall be treated as 1 taxpayer."

(c) TREATMENT OF GAIN OR LOSS AND SUSPENSION OF HOLDING
PERIOD WHERE TAXPAYER GRANTOR OF OPTION To Buy STOCK.-

Section 1092 is amended by redesignating subsection (f) as subsec-
tion (g) and by inserting after subsection (e) the following new sub-
section:

"(f) TREATMENT OF GAIN OR LOSS AND SUSPENSION OF HOLDING
PERIOD WHERE TAXPAYER GRANTOR OF QUALIFIED COVERED CALL
OPTIN.-If a taxpayer holds any stock and grants a qualified cov-
ered call option to purchase such stock with a strike price less than
the applicable stock price-

"(1) TREATMENT OF LOSS.-Any loss with respect to such
option shall be treated as long-term capital loss if at the time
such loss is realized, gain on the sale or exchange of such stock
would be treated as long-term capital gain.

"(2) SUSPENSION OF HOLDING PERIOD.-The holding period of
such stock shall not include any period during which the tax-
payer is the grantor of such option."

(d) TREATMENT OF IDENTIFIED STRADDLES INVOLVING SECTION

1256 CONTRACTS.-Paragraph (4) of subsection (d) of section 1092 is
amended to read as follows:

"(4) SPECIAL RULE FOR SECTION 1256 CONTRACTS.-

"(A) GENERAL RULE.-In the case of a straddle at least 1
(but not all) of the positions of which are section 1256 con-
tracts, the provisions of this section shall apply to any sec-
tion 1256 contract and any other position making up such
straddle.

"(B) SPECIAL RULE FOR IDENTIFIED STRADDLES.-For pur-
poses of subsection (a)(2) (relating to identified straddles),
subparagraph (A) and section 1256 (a)(4) shall not apply to
a straddle all of the offsetting positions of which consist of
section 1256 contracts."

(e) EFFECTIVE DATES.-
(1) IN GENERAL. -Except as otherwise provided in this subsec-

tion, the amendments made by this section shall apply to posi-



tions established after December 21, 198, in taxable years
ending after such date.

(2) SPECIAL RULE FOR OFFSETTING POSITION STOCK.-In the
case of any stock of a corporation formed or availed of to take
positions in personal property which offset positions taken by
any shareholder, the amendments made by this section shall
apply to positions established on or after May 22, 198, in tax-
able years ending on or after such date.

(3) SUBSECTION (c).-The amendment made by subsection (c)
shall apply to positions established after June 30, 1984, in tax-
able years ending after such date.

(4) SUBSECTION (d).-The amendment made by subsection (d)
shall apply to positions established after the date of the enact-
ment of this Act in taxable years ending after such date.

SEC. 102. SECTION 1256 EXTENDED TO CERTAIN OPTIONS.
(a) GENERAL RULE. -

(1) Section 1256 (relating to regulated futures contracts
marked to market) is amended-

(A) by striking out "regulated futures contract" each
place in appears and inserting in lieu thereof "section 1256
contract" and

(B) by striking out "regulated futures contracts" each
place in appears and inserting in lieu thereof "section 1256
contracts ".

(2) Subsection (b) of section 1256 is amended to read as fol-
lows:

"(b) SECTION 1256 CONTRACT DEFINED.-For purposes of this sec-
tion, the term 'section 1256 contract' means-

"(1) any regulated futures contract,
"(2) any foreign currency contract,
"(3) any nonequity option, and
"(4) any dealer equity option."
(3) Subsection (g) of section 1256 is amended to read as fol-

lows:
"(g) DEFINITIONS.-For purposes of this section-

"(1) REGULATED FUTURES CONTRACTS DEFINED.-The term
'regulated futures contract' means a contract-

"(A) with respect to which the amount required to be de-
posited and the amount which may be withdrawn depends
on a system of marking to market, and

"(B) which is traded on or subject to the rules of a quali-
fied board or exchange.

"(2) FOREIGN CURRENCY CONTRACT DEFINED.-

"(A) FOREIGN CURRENCY CONTRACT.-The term 'foreign
currency contract' means a contract-

"(i) which requires delivery of, or the settlement of
which depends on the value of, a foreign currency
which is a currency in which positions are also traded
through regulated futures contracts,

"(ii) which is traded in the interbank market, and
"(iii) which is entered into at arm's length at a price

determined by reference to the price in the interbank
market.



"(B) REGULATIONS.-The Secretary shall prescribe such
regulations as may be necessary or appropriate to carry out
the purposes of subparagraph (A), including regulations ex-
cluding from the application of subparagraph (A) any con-
tract (or type of contract) if its application thereto would be
inconsistent with such purposes.

"(3) NONEQUITY OPTION.-The term 'nonequity option' means
any listed option which is not an equity option.

"(4) DEALER EQUITY OPTION.-The term 'dealer equity option'
means, with respect to an options dealer, any listed option
which-

"(A) is an equity option,
"(B) is purchased or granted by such options dealer in the

normal course of his activity of dealing in options, and
"(C) is listed on the national securities exchange on

which such options dealer is registered.
"(5) LISTED OPTION.-The term 'listed option' means any

option (other than a right to acquire stock from the issuer)
which is traded on (or subject to the rules of) a qualified board
or exchange.

"(6) EQUITY OPTION.-
"(A) IN GENERAL.-Except as provided in subparagraph

(B), the term 'equity option' means any option-
"(i) to buy or sell stock, or
"(ii) the value of which is determined directly or in-

directly by reference to any stock (or group of stocks) or
stock index.

"(B) EXCEPTION FOR CERTAIN OPTIONS REGULATED BY
COMMODITIES FUTURES TRADING COMMISSION.-The term
'equity option' does not include any option with respect to
any group of stocks or stock index if-

"(i) there is in effect a designation by the Commod-
ities Futures Trading Commission of a contract market
for a contract based on such group of stocks or index,
or"(ii) the Secretary determines that such option meets
the requirements of law for such a designation.

"(7) QUALIFIED BOARD OR EXCHANGE.-The term 'qualified
board or exchange' means-

"(A) a national securities exchange which is registered
with the Securities and Exchange Commission,

"(B) a domestic board of trade designated as a contract
market by the Commodity Futures Trading Commission, or

"(C) any other exchange, board of trade, or other market
which the Secretary determines has rules adequate to carry
out the purposes of this section.

"(8) OPTIONS DEALER. -
"(A) IN GENERAL.-The term 'options dealer' means any

person registered with an appropriate national securities ex-
change as a market maker or specialist in listed options.

"(B) PERSONS TRADING IN OTHER MARKETS.-In any case
in which the Secretary makes a determination under sub-
paragraph (C) of paragraph (7), the term 'options dealer'
also includes any person whom the Secretary determines
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performs functions similar to the persons described in sub-
paragraph (A). Such determinations shall be made to the
extent appropriate to carry out the purposes of this section.

(b) CAPITAL GAIN TREATMENT FOR TRADERS IN SECTION 1256 CON-

TRACTS. -Subsection (f) of section 1256 (relating to special rules) is
amended by adding at the end thereof the following new para-
graphs:

"(4) CAPITAL GAIN TREATMENT FOR TRADERS IN SECTION 1256

CONTRACTS. -

"(A) IN GENERAL.-For purposes of this title, gain or loss
from trading of section 1256 contracts shall be treated as
gain or loss from the sale or exchange of a capital asset.

"(B) EXCEPTION FOR CERTAIN HEDGING TRANSACTIONS.-

Subparagraph (A) shall not apply to any section 1256 con-
tract to the extent such contract is held for purposes of
hedging property if any loss with respect to such property in
the hands of the taxpayer would be ordinary loss.

"(C) TREATMENT OF UNDERLYING PROPERTY.-For pur-
poses of determining whether gain or loss with respect to
any property is ordinary income or loss, the fact that the
taxpayer is actively engaged in dealing in or trading section
1256 contracts related to such property shall not be taken
into account.

"(5) SPECIAL RULE FOR DEALER EQUITY OPTIONS OF LIMITED

PARTNERS OR LIMITED ENTREPRENEURS.-In the case of any gain
or loss with respect to dealer equity options which are allocable
to limited partners or limited entrepreneurs (within the mean-
ing of subsection (e)(3))-

"(A) paragraph (3) of subsection (a) shall not apply to any
such gain or loss, and

"(B) all such gains or losses shall be treated as short-
term capital gains or losses, as the case may be."

(c) APPLICATION OF SELF-EMPLOYMENT INCOME TAX TO OPTIONS

AND COMMODITIES DEALERS.-

(1) AMENDMENT TO THE INTERNAL REVENUE CODE OF 1954.-

Section 1402 (relating to definitions for tax on self-employment
income) is amended by adding at the end thereof the following
new subsection:

"(i) SPECIAL RULES FOR OPTIONS AND COMMODITIES DEALERS.-

"(1) IN GENERAL.-In determining the net earnings from self
employment of any options dealer or commodities dealer-

"(A) notwithstanding subsection (a)(3)(A), there shall not
be excluded any gain or loss (in the normal course of the
taxpayer's activity of dealing in or trading section 1256 con-
tracts) from section 1256 contracts or property related to
such contracts, and

"(B) the deduction provided by section 1202 shall not
apply.

"(2) DEFINITIONS.-For purposes of this subsection-
"(A) OPTIONS DEALER.-The term 'options dealer' has the

meaning given such term by section 1256(g)(8).
"(B) COMMODITIES DEALER.-The term 'commodities

dealer' means a person who is actively engaged in trading
section 1256 contracts and is registered with a domestic



board of trade which is designated as a contract market by
the Commodities Futures Trading Commission.

"(C) SECTION 1256 CONTRACTS.-The term 'section 1256
.contract' has the meaning given to such term by section
1256(b). "

(2) AMENDMENT TO THE SOCIAL SECURITY ACT. -Section 211 of
the Social Security Act is amended by adding at the end thereof
the following new subsection:

"(h)(1) In determining the net earnings from self-employment of
any options dealer or commodities dealer-

"(A) notwithstanding subsection (a)(3)(A), there shall not be
excluded any gain or loss (in the normal course of the taxpay-
er's activity of dealing in or trading section 1256 contracts)
from section 1256 contracts or property related to such con-
tracts, and

"(B) the deduction provided by section 1202 of the Internal
Revenue Code of 1954 shall not apply.

"(2) For purposes of this subsection-
"(A) The term 'options dealer' has the meaning given such

term by section 1256(g)(8) of such Code.
"(B) The term 'commodities dealer' means a person who is ac-

tively engaged in trading section 1256 contracts and is regis-
tered with a domestic board of trade which is designated as a
contract market by the Commodities Futures Trading Commis-
sion.

"(C) The term 'section 1256 contracts' has the meaning given
to such term by section 1256(b) of such Code."

(d) TREATMENT UNDER SUBCHAPTER S OF OPTIONS AND COMMOD-

ITIES DEALERS.-

(1) TAX IMPOSED ON CERTAIN CAPITAL GAINS NOT TO APPLY.-

Subsection (c) of section 1374 (relating to tax imposed on certain
capital gains) is amended by adding at the end thereof the fol-
lowing new paragraph:

"(4) TREATMENT OF CERTAIN GAINS OF OPTIONS AND COMMOD-

ITIES DEALERS. -

"(A) EXCLUSION OF CERTAIN CAPITAL GAINS.-For pur-
poses of this section, the net capital gain of any options
dealer or commodities dealer shall be determined by not
taking into account any gain or loss (in the normal course
of the taxpayer's activity of dealing in or trading section
1256 contracts) from any section 1256 contract or property
related to such a contract.

"(B) DEFINITIONS. -For purposes of this paragraph-
"(i) OPTIONS DEALER.-The term 'options dealer' has

the meaning given to such term by section 1256(g)(8).
"(ii) COMMODITIES DEALER.-The term 'commodities

dealer' means a person who is actively engaged in trad-
ing section 1256 contracts and is registered with a do-
mestic board of trade which is designated as a contract
market by the Commodities Futures Trading Commis-
sion.

"(iii) SECTION 1256 CONTRACTS.-The term 'section
1256 contracts' has the meaning given to such term by
section 1256(b)."



(2) CERTAIN GAINS NOT TREATED AS PASSIVE INVESTMENT

INCOME.-Subparagraph (D) of section 1362(d)(3) (defining pas-
sive investment income) is amended by adding at the end there-
of the following new clause:

"(v) SPECIAL RULE FOR OPTIONS AND COMMODITIES

DEALERS.-In the case of any options or commodities
dealer, passive investment income shall be determined
by not taking into account any gain or loss described in
section 1374(c)(4)(A). "

(3) SUBCHAPTER S ELECTION. -Notwithstanding section
1362(b), an election under section 1362(a) made by a commod-
ities dealer or an options dealer within 75 days following the
date of the enactment of this Act will be treated as made for
the taxable year which includes such data of enactment.

(e) TECHNICAL AND CONFORMING AMENDMENTS. -

(1) Subsection (c) of section 1256 (relating to terminations,
etc.) is amended-

(A) by striking out "by taking or making delivery," in
paragraph (1) and inserting in lieu thereof "by taking or
making delivery, by exercise or being exercised, by assign-
ment or being assigned, by lapse, ",

(B) by striking out "takes delivery under" in paragraph
(2) and inserting in lieu thereof "takes delivery under or ex-
ercises'" and

(C) by striking out "TAKES DELIVERY ON" in the heading
of paragraph (2) and inserting in lieu thereof "TAKES DE-
LIVERY ON OR EXERCISES"

.

(2) Paragraph (5) of section 1092(d) is amended to read as fol-
lows:

"(5) SECTION 1256 CONTRACT.-The term 'section 1256 con-
tract' has the meaning given such term by section 1256(b)."

(3) Subsection (c) of section 1212 (relating to carryback of
losses from regulated futures contracts to offset prior gains from
such contracts) is amended-

(A) by striking out "net commodity futures loss" each
place it appears (including in any headings) and inserting
in lieu thereof "net section 1256 contracts loss",

(B) by striking out "regulated futures contracts" each
place it appears (including in any headings) and inserting
in lieu thereof "section 1256 contracts ",

(C) by striking out "regulated futures contract" each
place it appears in paragraph (7)(A) (including the heading)
and inserting in lieu thereof "section 1256 contract", and
(D) by striking out "net commodity futures gain" each

place it appears (including in any headings) and inserting
in lieu thereof "net section 1256 contract gain ".

(4) Paragraph (2) of section 1234A (relating to gains or losses
from certain terminations) is amended by striking out "a regu-
lated futures contract" and inserting in lieu thereof "a section
1256 contract".

(5) The section heading for section 1256 is amended by strik-
ing out "REGULATED FUTURES CONTRACTS" and inserting
in lieu thereof "SECTION 1256 CONTRACTS".



(6) The table of sections for part IV of subchapter P of chap-
ter 1 is amended by striking out "Regulated futures contracts"
in the item relating to section 1256 and inserting in lieu thereof
"Section 1256 contracts ".

(7) Paragraph (2) of section 263(g) (defining interest and carry-
ing charges) is amended to read as follows:

"(2) INTEREST AND CARRYING CHARGES DEFINED.-For pur-
poses of paragraph (1), the term 'interest and carrying charges'
means the excess of-

"(A) the sum of-
"(i) interest on indebtedness incurred or continued to

purchase or carry the personal property, and
"(ii) all other amounts (including charges to insure,

store, or transport the personal property) paid or in-
curred to carry the personal property, over

"(B) the sum of-
"(i) the amount of interest (including original issue

discount) includible in gross income for the taxable
year with respect to the property described in subpara-
graph (A),

"(ii) any amount treated as ordinary income under
section 1271(a)(3)(A), 1278, or 1281(a) with respect to
such property for the taxable year, and

"(iii) the excess of any dividends includible in gross
income with respect to such property for the taxable
year over the amount of any deduction allowable with
respect to such dividends under section 243, 244, or 245.

For purposes of subparagraph (A), the term 'interest' includes
any amount paid or incurred in connection with personal prop-
erty used in a short sale."

(8) Subsection (g) of section 263 (relating to certain interest
and carrying charges in the case of straddles) is amended by
adding at the end thereof the following new paragraph:

"(4) APPLICATION WITH OTHER PROVISIONS. -
"'(A) SUBSECTION (c).-In the case of any short sale, this

subsection shall be applied after subsection (h).
"(B) SECTION 1277 OR 1282.-In the case of any obligation

to which section 1277 or 1282 applies, this subsection shall
be applied after section 1277 or 1282."

(9) Section 1234A (relating to gains or losses from certain ter-
minations) is amended by adding at the end thereof the follow-
ing new sentence: "The preceding sentence shall not apply to the
retirement of any debt instrument (whether or not through a
trust or other participation arrangement)."

(f) EFFECTIVE DATES. -
(1) IN GENERAL. -Except as otherwise provided in this subsec-

tion or subsection (g), the amendments made by this section
shall apply to positions established after the date of the enact-
ment of this Act, in taxable years ending after such date.

(2) SPECIAL RULE FOR OPTIONS ON REGULATED FUTURES CON-

TRACTS.-In the case of any option with respect to a regulated
futures contract (within the meaning of section 1256 of the In-
ternal Revenue Code of 1954), the amendments made by this



section shall apply to positions established after October 31,
1983, in taxable years ending after such date.

(3) SPECIAL RULE FOR SELF-EMPLOYMENT TAx.-Except as pro-
vided in subsection (g)(2), the amendments made by subsection
(c) shall apply to taxable years beginning after the date of the
enactment of this Act.

(4) GAINS OR LOSSES FROM CERTAIN TERMINATIONS.-The
amendment made by subsection (d)(9) shall apply as if included
in the amendment made by section 505(a) of the Economic Re-
covery Tax Act of 1981, as amended by section 105(e) of the
Technical Corrections Act of 1982.

(g) ELECTIONS WITH RESPECT TO PROPERTY HELD ON OR BEFORE

THE DATE OF THE ENACTMENT OF THIS ACT.-At the election of the
taxpayer-

(1) the amendments made by this section shall apply to all
section 1256 contracts held by the taxpayer on the date of the
enactment of this Act, effective for periods after such date in
taxable years ending after such date, or

(2) in lieu of an election under paragraph (1), the amend-
ments made by this section shall apply to all section 1256 con-
tracts held by the taxpayer at any time during the taxable year
of the taxpayer which includes the date of the enactment of this
Act.

(h) ELECTIONS FOR INSTALLMENT PAYMENT OF TAx ATTRIBUTABLE
TO STOCK OPTIONS.-

(1) IN GENERAL.-If the taxpayer makes an election under
subsection (g)(2) and under this subsection-

(A) the taxpayer may pay part or all the tax for the tax-
able year referred to in subsection (g)(2) in 2 or more (but
not exceeding 5) equal installments, and

(B) the maximum amount of tax which may be paid in
installments under this subsection shall be the excess of-

(i) the tax for such taxable year determined by taking
into account subsection (g)(2), over

(ii) the tax for such taxable year determined by
taking into account subsection (g)(2) and by treating-

(I) all section 1256 contracts which are stock op-
tions, and

(II) any stock which was a part of a straddle in-
cluding any such stock options,

as having been acquired for a purchase price equal to
their fair market value on the last business day of the
preceding taxable year. Stock options and stock shall
be taken into account under subparagraph (B)(ii) only
if such options or stock were held on the last day of the
preceding taxable year and only if income on such op-
tions or stock would have been ordinary income if such
options or stock were sold at a gain on such last day.

(2) DATE FOR PAYMENT OF INSTALLMENT. -

(A) If an election is made under this subsection, the first
installment under paragraph (1) shall be paid on or before
the due date for filing the return for the taxable year de-
scribed in paragraph (1), and each succeeding installment



shall be paid on or before the date which is I year after the
date prescribed for payment of the preceding installment.

(B) If a bankruptcy case or insolvency proceeding involv-
ing the taxpayer is commenced before the final installment
is paid, the total amount of any unpaid installments shall
be treated as due and payable on the day preceding the day
on which such case or proceeding is commenced.

(3) INTEREST IMPOSED.-For purposes of section 6601 of the In-
ternal Revenue Code of 1954, the time for payment of any tax
with respect to which an election is made under this subsection
shall be determined without regard to this subsection.

(4) FORM OF ELECTION.-An election under this subsection
shall be made not later than the time for filing the return for
the taxable year described in paragraph (1) and shall be made
in the manner and form required by regulations prescribed by
Secretary of the Treasury or his delegate. The election shall set
forth-

(A) the amount determined under paragraph (1)(B) and
the number of installments elected by the taxpayer,

(B) the property described in paragraph (1)(B)(ii), and the
date on which such property was acquired,

(C) the fair market value of the property described in
paragraph (1)(B)(ii) on the last business day of the taxable
year preceding the taxable year described in paragraph (1),
and

(D) such other information for purposes of carrying out
the provisions of this subsection as may be required by such
regulations.

(5) DELAY OF IDENTIFICATION REQUIREMENT. -Section
1256(e)(2)(C) of the Internal Revenue Code of 1954 shall not
apply to any stock option or stock acquired on or before the 60th
day after the date of the enactment of this Act.

(i) DEFINITIONS.-For purposes of subsections (g) and (h)-
(1) SECTION 1256 CONTRACT.-The term "section 1256 con-

tract" has the meaning given to such term by section 1256(b) of
the Internal Revenue Code of 1954 (as amended by this section).

(2) STOCK OPTION.-The term "stock option" means any option
to buy or sell stock.

SEC. 103. REGULATIONS UNDER SECTION 1092(b).
(a) GENERAL RuLE.-Subsection (b) of section 1092 (relating to

character of gain or loss; wash sales) is amended to read as follows:
"(b) REGULATIONS. -

"(1) IN GENERAL.-The Secretary shall prescribe such regula-
tions with respect to gain or loss on positions which are a part
of a straddle as may be appropriate to carry out the purposes of
this section and section 263(g). To the extent consistent with
such purposes, such regulations shall include rules applying the
principles of subsections (a) and (d) of section 1091 and of sub-
sections (b) and (d) of section 1233.

"(2) REGULATIONS RELATING TO MIXED STRADDLES. -
"(A) ELECTIVE PROVISIONS IN LIEU OF SECTION 1233(d)

PRINCIPLES.-The regulations prescribed under paragraph
(1) shall provide that-



"(i) the taxpayer may offset gains and losses from po-
sitions which are part of mixed straddles-

"(I) by straddle-by-straddle identification, or
"(II) by the establishment (with respect to any

class of activities) of a mixed straddle account for
which gains and losses would be recognized (and
offset) on a periodic basis,

"(ii) such offsetting will occur before the application
of section 1256, and section 1256(a)(3) will only apply to
net gain or net loss attributable to section 1256 con-
tracts, and

"(iii) the principles of section 1233(d) shall not apply
with respect to any straddle identified under clause
(i)(I) or part of an account established under clause
(i)(II).

"(B) LIMITATION ON NET GAIN OR NET LOSS FROM MIXED

STRADDLE ACCOUNT.-In the case of any mixed straddle ac-
count referred to in subparagraph (A)(i)(II)-

"(i) NOT MORE THAN 50 PERCENT OF NET GAIN MAY BE

TREATED AS LONG-TERM CAPITAL GAIN.-In no event
shall more than 50 percent of the net gain from such
account for any taxable year be treated as long-term
capital gain.

"(ii) NOT MORE THAN 40 PERCENT OF NET LOSS MAY

BE TREATED AS SHORT-TERM CAPITAL LOSS.-In no event
shall more than 40 percent of the net loss from such ac-
count for any taxable year be treated as short-term cap-
ital loss.

"(C) AUTHORITY TO TREAT CERTAIN POSITIONS AS MIXED

STRADDLES.-The regulations prescribed under paragraph
(1) may treat as a mixed straddle positions not described in
section 1256(d)(4)."

(b) REQUIREMENT THAT REGULATIONS BE ISSUED WITHIN 6
MONTHS AFTER THE DATE OF ENACTMENT.-The Secretary of the
Treasury or his delegate shall prescribe initial regulations under
section 1092(b) of the Internal Revenue Code of 1954 (including reg-
ulations relating to mixed straddles) not later than the date 6
months after the date of the enactment of this Act.

(c) EFFECTIVE DATE OF REGULATIONS WITH RESPECT TO MIXED
STRADDLE.-The regulations described in subsection (b) with re-
spect to the application of section 1233 of the Internal Revenue Code
of 1954 to mixed straddles shall not apply to mixed straddles all of
the positions of which were established before January 1, 1984.
SEC. 104. LIMITATION ON LOSSES FROM HEDGING TRANSACTIONS.

(a) GENERAL RULE.-Subsection (e) of section 1256 (relating to
mark to market not to apply to hedging transactions) is amended by
adding at the end thereof the following new paragraph:

"(5) LIMITATION ON LOSSES FROM HEDGING TRANSACTIONS.-

"(A) IN GENERAL.-
"(i) LIMITATIoN.-Any hedging loss for a taxable

year which is allocable to any limited partner or limit-
ed entrepreneur (within the meaning of paragraph (3))
shall be allowed only to the extent of the taxable



income of such limited partner or entrepreneur for such
taxable year attributable to the trade or business in
which the hedging transactions were entered into. For
purposes of the preceding sentence, taxable income
shall be determined by not taking into account items
attributable to hedging transactions.

"(ii) CARRYOVER OF DISALLOWED LOSS.-Any hedging
loss disallowed under clause (i) shall be treated as a
deduction attributable to a hedging transaction allow-
able in the first succeeding taxable year.

"(B) EXCEPTION WHERE ECONOMIC LOSS. -Subparagraph
(A)(i) shall not apply to any hedging loss to the extent that
such loss exceeds the aggregate unrecognized gains from
hedging transactions as of the close of the taxable year at-
tributable to the trade or business in which the hedging
transactions were entered into.

"(C) EXCEPTION FOR CERTAIN HEDGING TRANSACTIONS.-
In the case of any hedging transaction relating to property
other than stock or securities, this paragraph shall apply
only in the case of a taxpayer described in section 465(a)(1).

"(D) HEDGING LOSS.-The term 'hedging loss' means the
excess of-

"(i) the deductions allowable under this chapter for
the taxable year attributable to hedging transactions
(determined without regard to subparagraph (A)(i)),
over

"(ii) income received or accrued by the taxpayer
during such taxable year from such transactions.

"(E) UNRECOGNIZED GAIN.-The term 'unrecognized gain'
has the meaning given to such term by section 1092(a)(3)."

(b) EFFECTIVE DATE.-The amendment made by subsection (a)
shall apply to taxable years beginning after December 31, 1984.
SEC. 105. CLARIFICATION THAT SECTION 1234 APPLIES TO OPTIONS ON

REGULATED FUTURES CONTRACTS AND CASH SETTLEMENT
OPTIONS.

(a) GENERAL RuLE.-Section 1234 (relating to options to buy or
sell) is amended by adding at the end thereof the following new sub-
section:

"(C) TREATMENT OF OPTIONS ON SECTION 1256 CONTRACTS AND

CASH SETTLEMENT OPTIONS. -

"(1) SECTION 1256 CONTRACTs.-Gain or loss shall be recog-
nized on the exercise of an option on a section 1256 contract
(within the meaning of section 1256(b)).

"(2) TREATMENT OF CASH SETTLEMENT OPTIONS.-

"(A) IN GENERAL.-For purposes of subsections (a) and (b),
a cash settlement option shall be treated as an option to
buy or sell property.

"(B) CASH SETTLEMENT OPTION. -For purposes of subpara-
graph (A), the term 'cash settlement option' means any
option which on exercise settles in (or could be settled in)
cash or property other than the underlying property. "

(b) EFFECTIVE DATE.-The amendment made by subsection (a)
shall apply to options purchased or granted after October 31, 1983,
in taxable years ending after such date.



SEC. 106. WASH SALE RULES TO APPLY TO LOSSES ON CERTAIN SHORT
SALES.

(a) IN GENERAL. -Section 1091 (relating to losses from wash sales
of stock or securities) is amended by adding at the end thereof the
following new subsection:

"(e) CERTAIN SHORT SALES OF STOCK OR SEcuRITIEs.-Rules simi-
lar to the rules of subsection (a) shall apply to any loss realized on
the closing of a short sale of stock or securities if, within a period
beginning 30 days before the date of such closing and ending 30
days after such date-

"(1) substantially identical stock or securities were sold, or
"(2) another short sale of substantially identical stock or secu-

rities was entered into."
(b) LOSSES FROM WASH SALES ONLY IN CASE OF BUSINESS

LossEs.-Section 1091(a) (relating to disallowance of loss deduction
for wash sales) is amended by striking out all that follows "then"
and inserting in lieu thereof "no deduction shall be allowed under
section 165 unless the taxpayer is a dealer in stock or securities and
the loss is sustained in a transaction made in the ordinary course of
such business."

(c) EFFECTIVE DATE. -
(1) SUBSECTION (a).-The amendment made by subsection (a)

shall apply to short sales of stock or securities after the date of
the enactment of this Act in taxable years ending after such
date.

(2) SUBSECTION (b).-The amendment made by subsection (b)
shall apply to sales after December 21, 1984, in taxable years
ending after such date.

SEC. 107 TIME FOR IDENTIFICATION BY TAXPA YER OF CERTAIN TRANSAC-
TIONS.

(a) IDENTIFIED STRADDLES. -Clause (i) of section 1092(a)(2)(B) (de-
fining identified straddles) is amended to read as follows:

"(i) which is clearly identified on the taxpayer's records
as an identified straddle before the earlier of-

"(I) the close of the day on which the straddle is ac-
quired, or

"(II) such time as the Secretary may prescribe by reg-
ulations."

(b) DEALERS IN SECURITIES. -
(1) Paragraph (1) of section 1236(a) (relating to capital gain of

dealers in securities) is amended to read as follows:
"(1) the security was, before the close of the day on which it

was acquired (or such earlier time as the Secretary may pre-
scribe by regulations), clearly identified in the dealer's records
as a security held for investment; and".

(2) Paragraph (2) of section 1236(a) is amended by inserting
"(or such earlier time)" after "such day".

(c) MIXED STRADDLES.-Subparagraph (B) of section 1256(d)(4) (de-
fining mixed straddles) is amended by inserting "(or such earlier
time as the Secretary may prescribe by regulations)" after "ac-
quired".

(d) HEDGING TRANSACTIONS. -Subparagraph (C) of section
1256(e)(2) (defining hedging transactions) is amended by inserting



"(or such earlier time as the Secretary may prescribe by regula-
tions)" after "entered into".

(e) EFFECTIVE DATE.-The amendments made by this section shall
apply to positions entered into after the date of the enactment of
this Act, in taxable years ending after such date.
SEC. 108. TREATMENT OF CERTAIN LOSSES ON STRADDLES ENTERED INTO

BEFORE EFFECTIVE DATE OF ECONOMIC RECOVERY TAX ACT
OF 1981.

(a) GENERAL RULE.-For purposes of the Internal Revenue Code of
1954, in the case of any disposition of 1 or more positions-

(1) which were entered into before 1982 and form part of a
straddle, and

(2) to which the amendments made by title V of such Act do
not apply,

any loss from such disposition shall be allowed for the taxable year
of the disposition if such position is part of a transaction entered
into for profit.

(b) PRESUMPTION THAT TRANSACTION ENTERED INTO FOR

PROFIT.-For purposes of subsection (a), any position held by'a com-
modities dealer or any person regularly engaged in investing in reg-
ulated futures contracts shall be rebuttably presumed to be part of a
transaction entered into for profit.

(c) NET Loss ALLOWED WHETHER OR NOT TRANSACTION ENTERED
INTO FOR PRoFIT.-If any loss with respect to a position described in
paragraphs (1) and (2) of subsection (a) is not allowable as a deduc-
tion (after applying subsections (a) and (b)), such loss shall be al-
lowed in determining the gain or loss from dispositions of other po-
sitions in the straddle to the extent required to accurately reflect the
taxpayer's net gain or loss from all positions in such straddle.

(d) OTHER RuLEs.-Except as otherwise provided in subsections (a)
and (c) and in sections 1233 and 1234 of such Code, the determina-
tion of whether there is recognized gain or loss with respect to a po-
sition, and the amount and timing of such gain or loss, and the
treatment of such gain or loss as long-term or short-term shall be
made without regard to whether such position constitutes part of a
straddle.

(e) STRADDLE.-For purposes of this section, the term "straddle"
has the meaning given to such term by section 1092(c) of the Inter-
nal Revenue Code of 1954 as in effect on the day after the date of
the enactment of the Economic Recovery Tax Act of 1981, and shall
include a straddle all the positions of which are regulated futures
contracts.

(f) COMMODITIES DEALER.-For purposes of this section, the term
"commodities dealer" has the meaning given to such term by section
1402(i)(2)(B) of the Internal Revenue Code of 1954 (as added by this
subtitle).

(g) REGULATED FUTURES CONTRACTS.-For purposes of this section,
the term "regulated futures contracts" has the meaning given to
such term by section 1256(b) of the Internal Revenue Code of 1954
(as in effect before the date of enactment of this Act).

(h) SYNDICATES.-Subsection (b) shall not apply to any syndicate
(as defined in section 1256(e)(3)(B) of the Internal Revenue Code of
1954).
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Subtitle I-Depreciation

SEC. 111. RECOVERY PERIOD FOR CERTAIN REAL PROPERTY EXTENDED TO
18 YEARS.

(a) IN GENERAL. -Paragraph (2) of section 168(b) (relating to 15-
year real property) is amended-

(1) by striking out "15-year real property" each place it ap-
pears in the text and heading thereof and inserting in lieu
thereof "18-year real property",

(2) by striking out "15-year recovery period" in subparagraph
(A)(i) and inserting in lieu thereof "18-year recovery period",
and

(3) by striking out "(200 percent declining balance method in
the case of low-income housing)".

(b) LOW-INCOME HOUSING.-
(1) DETERMINATION OF RECOVERY PERCENTAGE. -Subsection

(b) of section 168 (relating to the amount of deduction) is
amended by adding at the end thereof the following new para-
graph:

"(4) LOW-INCOME HOUSING.-
"(A) IN GENERAL.-In the case of low-income housing, the

applicable percentage shall be determined in accordance
with the table prescribed in paragraph (2), except that in
prescribing such table, the Secretary shall-

"(i) assign to the property a 15-year recovery period,
and

"(ii) assign percentages generally determined in ac-
cordance with use of the 200 percent declining balance
method, switching to the method described in section
167(b)(1) at a time to maximize the deduction allowable
under subsection (a).

"(B) SPECIAL RULE FOR YEAR OF DISPOSITION.-In the
case of a disposition of low-income housing, the deduction
allowable under subsection (a) for the taxable year in
which the disposition occurs shall reflect only the months
during such year the property was placed in service."

(2) LOw-INCOME HOUSING DEFINED. -Paragraph (2) of section
168(c) (defining recovery property) is amended by redesignating
subparagraph (F) as subparagraph (G) and by inserting after
subparagraph (E) the following new subparagraph:

"(F) LOW-INCOME HOUSING.-The term 'low-income hous-
ing' means property described in clause (i), (ii), (iii), or (iv)
of section 1250(a)(1)(B)."

(3) CONFORMING AMENDMENTS. -

(A) Subparagraph (A) of section 168(b)(2) is amended by
striking out the last sentence thereof

(B) Subparagraph (D) of section 168(c)(2) is amended to
read as follows:

"(D) 18-YEAR REAL PROPERTY.-The term '18-year real
property' means section 1250 class property which-

"(i) does not have a present class life of 12.5 years or
less, and

"(ii) is not low-income housing."



(c) TRANSITIONAL RULE FOR CoMPONENTS. -Subparagraph (B) of
section 168(f)(1) is amended to read as follows:

"(B) TRANSITIONAL RULES.-

"(i) BUILDING PLACED IN SERVICE BEFORE 1981.-In
the case of any building placed in service by the tax-
payer before January 1, 1981, for purposes of applying
subparagraph (A) to components of such buildings
placed in service after December 31, 1980, and before
March 16, 1984, the deduction allowable under subsec-
tion (a) with respect to such components shall be com-
puted in the same manner as the deduction allowable
with respect to the first such component placed in serv-
ice after December 31, 1980.

"(ii) Buildings placed in service before March 16,
198.-In the case of any building placed in service by
the taxpayer before March 16, 1984, for purposes of ap-
plying subparagraph (A) to components of such build-
ings placed in service after March 15, 1984, the deduc-
tion allowable under subsection (a) with respect to such
components shall be computed in the same manner as
the deduction allowable with respect to the first such
component placed in service after March 15, 1984.

"(iii) First component treated as separate building.-
For purposes of clause (i) or (ii), the method of comput-
ing the deduction allowable with respect to the first
component described in such clause shall be deter-
mined as if it were a separate building."

(d) USE OF MID-MONTH CONVENTION.-The second last sentence of
subparagraph (A), and subparagraph (B), of section 168(b)(2) (relat-
ing to 15-year real property) are each amended by inserting "(using a
mid-month convention)" after "months ".

(e) CONFORMING AMENDMENTS.-

(1) Subsections (b)(3)(B)(iii), (f)(2)(B), (f)(2)(C)(ii)(II), (f)(2)(E),
and (f)(5) of section 168 are each amended by striking out "15-
year real property" each place it appears and inserting in lieu
thereof "18-year real property or low-income housing".

(2) Clause (ii) of section 168(b)(3)(B) is amended by striking
out "15-year real property" and inserting in lieu thereof "18-
year real property or low-income housing, ".
(3) Subparagraph (B) of section 168(d)(2) is amended by strik-

ing out '15-year real property" and inserting in lieu thereof "18-
year real property or low-income housing".

(4) Clause (i) of section 168(f)(2)(C) (relating to recovery period
for property used outside United States) is amended by striking
out the item relating to 15-year real property in the table and
inserting in lieu thereof the following new item:
"18-year real property or low-income housing .................................. 35 or 45 years.

(5) Sections 57(a)(12)(A) and 312(k)(3)(A) and subparagraphs
(A), (B), and (C) of section 1245(A)(5) are each amended by strik-
ing out "15-year real property" each place it appears in the text
and headings and inserting in lieu thereof "18-year real proper-
ty and low-income housing'

(6) Subparagraph (B) of section 57(a)(12) (relating to items of
tax preference) is amended to read as follows:



"(B) 18-YEAR REAL PROPERTY AND LOW-INCOME HOUS-

ING.-With respect to each recovery property which is 18-
year real property or low-income housing, the amount (if
any) by which the deduction allowed under section 168(a)
for the taxable year exceeds the deduction which would
have been allowable for a taxable year had the property
been depreciated using the straight-line method (without
regard to salvage value) over a recovery period of-

"(i) 18 years in the case of 18-year real property, and
"(ii) 15 years in the case of low-income housing prop-

erty. "
(7) Subparagraph (E) of section 57(a)(12) is amended by strik-

ing out " '15-year real property'," and inserting in lieu thereof
"'18-year real property', 'low-income housing', ".

(8) Paragraph (2) of section 48(g) (relating to qualified reha-
bilitation expenditure) is amended-

(A) by striking out "property" each place it appears in
subparagraph (A)(i) and inserting in lieu thereof "real prop-
erty",

(B) by striking out "15" in subparagraph (A)(i) and in-
serting in lieu thereof "18 (15 years in the case of low-
income housing),

(C) by striking out "15 years" in subparagraph (B)(v) and
inserting in lieu thereof "18 years (15 years in the case of
low-income housing)", and

(D) by adding at the end thereof the following new sub-
paragraph:

"(D) LOW-INCOME HOUSING.-For purposes of subpara-
graph (B), the term 'low-income housing' has the meaning
given such term by section 168(c)(2)(F)."

(9) Subparagraph (A) of section 168(b)(3) (relating to election
of different recovery percentage) is amended-

(A) by striking out "under paragraphs (1) and (2)" and
inserting in lieu thereof "under paragraph (1), (2), or (4)",
and

(B) by striking out the item in the table relating to 15-
year real property and inserting in lieu thereof the follow-
ing new item:
"18-year real property and low-income housing ..................... 18, 35, or 45."

(10) Section 1245(a)(5)(D) is amended to read as follows:
"(D) low-income housing (within the meaning of section

168(c)(2)(F))."
(g) EFFECTIVE DATE.-

(1) IN GENERAL -Except as otherwise provided in this subsec-
tion, the amendments made by this section shall apply with re-
spect to property placed in service by the taxpayer after March
15, 1984.

(2) EXCEPTION.-The amendments made by this section shall
not apply to property placed in service by the taxpayer before
January 1, 1987, if-

(A) the taxpayer or a qualified person entered into a
binding contract to purchase or construct such property
before March 16, 1984, or



(B) construction of such property was commenced by or
for the taxpayer or a qualified person before March 16,
1984.

For purposes of this paragraph the term "qualified person"
means any person who transfers his rights in such a contract or
such property to the taxpayer, but only if such property is not
placed in service by such person before such rights are trans-
ferred to the taxpayer.

(3) SPECIAL RULES FOR APPLICATION OF PARAGRAPH (2).-
(A) CERTAIN INVENTOR.-In the case of any property

which-
(i) is held by a person as property described in section

1221(1), and
(ii) is disposed of by such person before January 1,

1985,
such person shall not, for purposes of paragraph (2), be treated
as having placed such property in service before such property is
disposed of merely because such person rented such property or
held such property for rental. No deduction for depreciation or
amortization shall be allowed to such person with respect to
such property,

(B) CERTAIN PROPERTY FINANCED BY BONDS.-In the case
of any property with respect to which-

(i) bonds were issued to finance such property before
1984, and

(ii) an architectural contract was entered into before
March 1984,

paragraph (2) shall be applied by substituting "May 2" for
"March 16".

(4) SPECIAL RULE FOR COMPONENTS. -For purposes of applying
section 168 (f)(1)(B) of the Internal Revenue Code of 1954 (as
amended by this section) to components placed in service after
December 31, 1986, property to which paragraph (2) applies
shall be treated as placed in service by the taxpayer before
March 16, 1984.

SEC. 112. RECAPTURE IN CASE OF INSTALLMENT SALES.
(a) GENERAL RULE. -Subsection (i) of section 453 (relating to in-

stallment method) is amended to read as follows:
"(i) RECOGNITION OF RECAPTURE INCOME IN YEAR OF DISPOSI-

TION.-
"(1) IN GENERAL.-In the case of any installment sale of prop-

erty to which subsection (a) applies-
"(A) notwithstanding subsection (a), any recapture income

shall be recognized in the year of the disposition and
"(B) any gain in excess of the recapture income shall be

taken into account under the installment method.
"(2) RECAPTURE INCOME.-For purposes of paragraph (1), the

term 'recapture income' means, with respect to any installment
sale, the aggregate amount which would be treated as ordinary
income under section 1245 or 1250 for the taxable year of the
disposition if all payments to be received were received in the
taxable year of disposition."

(b) EFFECTIVE DATE.-



(1) IN GENERAL.-Except as otherwise provided in this subsec-

tion, the amendments made by this section shall apply with re-
spect to dispositions made after June 6, 1984.

(2) ExCEPTIoN.-The amendments made by this Act shall not
apply with respect to any disposition conducted pursuant to a
contract which was binding on March 22, 1984, and at all
times thereafter.

SEC. 113. PROVISIONS RELATING TO SOUND RECORDINGS AND FILMS.

(a) SOUND RECORDINGS.-
(1) IN GENERAL. -Section 48 (defining section 38 property) is

amended by redesignating subsection (r) as subsection (s) and by
inserting after subsection (q) the following new subsection:

"(r) SPECIAL RULES RELATING TO SOUND RECORDINGS.-

"(1) IN GENERAL.-For purposes of this title, in the case of
any sound recording, the original use of which commences with
the taxpayer, the taxpayer may elect to treat such recording as
recovery property which is 3-year property to the extent that the
taxpayer has an ownership interest in such recording.

"(2) FAILURE TO MAKE ELECTION.-If a taxpayer does not
make an election under paragraph (1) with respect to any sound
recording-

"(A) no credit shall be allowed under section 38 with re-
spect to such recording, and

"(B) such recording shall not be treated as recovery prop-
erty.

"(2) PREDOMINANT USE TEST AND AT RISK RULES NOT TO

APPLY, QUALIFIED INVESTMENT.-In the case of any sound re-
cording-

"(A) sections 46(c)(8), 46(c)(9), and 48(a)(2) shall not apply,
and

"(B) in determining the qualified investment under sec-
tion 46(c)(1), there shall be used (in lieu of the basis of the
property) an amount equal to the production costs which
are allocable to the United States (as determined under
rules similar to the rules of section 48(k)(5)(D)).

"(4) OWNERSHIP INTEREST.-For purposes of determining the
credit allowable under section 38, the ownership interest of any
person in a sound recording shall be determined on the basis of
his proportionate share of any loss which may be incurred with
respect to the production costs of such sound recording.

"(5) SOUND RECORDING.-For purposes of this subsection, the
term 'sound recording' means any sound recording described in
section 280(c)(2).

"(6) PRODUCTION COSTS-

"(A) IN GENERAL.-For purposes of this subsection, the
term 'production costs' includes-

"(i) a reasonable allocation of general overhead costs,
"(ii) compensation for services performed by song

writers, artists, production personnel, directors, produc-
ers, and similar personnel,

"(iii) costs of 'first' distribution of records or tapes,
and

"(iv) the cost of the material being recorded.



"(B) CERTAIN COSTS NOT TAKEN INTO ACCOUNT.-Except
as provided in subparagraph (C), the term 'production costs'
shall not include-

"(i) 'residuals'payable under contracts with labor or-
ganizations, or

"(ii) participations or royalties payable as compensa-
tion to song writers, artists, production personnel, di-
rectors, producers, and similar personnel, or

"(iii) any other contingent amounts.
"(C) CERTAIN CONTINGENT AMOUNTS TAKEN INTO AC-

COUNT.-In the case of any amount which is described in
subparagraph (B) and which is incurred in the taxable year
in which the sound recording is placed in service or the
next taxable year-

"(i) subparagraph (B) shall not apply, and
"(ii) for purposes of sections 38 and 168, the taxpayer

shall be treated as having placed in service in each
such taxable year 3-year recovery property with a basis
equal to the amount so incurred in such taxable year.

"(7) ELECTION MADE SEPARATELY.-An election under para-
graph (1) shall be made separately with respect to each sound
recording and must be made by all persons having an owner-
ship interest in such recording.

'(8) UNITED STATES.-For purposes of this subsection, the
term 'United States' includes the possessions of the United
States."

(2) CONFORMING AMENDMENTS. -Section 168(f) (relating to
special rules), as amended by this Act, is amended by adding at
the end thereof the following new paragraph:

"(14) SPECIAL RULES FOR SOUND RECORDINGS.-In the case of
a sound recording (within the meaning of section 48(r)), the un-
adjusted basis of such property shall be equal to the production
costs (within the meaning of section 48(r)(6))."

(b) FILMS AND OTHER PROPERTY. -
(1) FILM AND VIDEO TAPES NOT TREATED AS RECOVERY PROPER-

TY.-Section 168(e) (relating to property excluded from applica-
tion of this section) is amended by adding at the end thereof the
following new paragraph:

"(5) FILMS AND VIDEO TAPES NOT RECOVERY PROPERTY.-The

term 'recovery property' shall not include any motion picture
film or video tape.

(2) APPLICATION OF RECOVERY PROPERTY EXCEPTIONS.-
(A) Section 168(e) is amended by striking out "section"

and inserting in lieu thereof "title" in the matter preceding
paragraph (1).

(B) Subparagraph (A) of section 46(c)(7) is amended by in-
serting "recovery before "property" the first place it ap-
pears.

(2) FILMS NOT SUBJECT TO INVESTMENT CREDIT AT-RISK

RULES.-Paragraph (4) of section 48(k) is amended-
(A) by inserting '" section 46(c)(8), or section 46(c)(9)" after

" section 48(a)(2)' in subparagraph (A),
(B) by inserting "or at-risk rules" after "test" in the

heading thereof, and



(C) by striking out "issued" and inserting in lieu thereof
"used".

(4) BASIS ADJUSTMENT FOR FILMS.-Section 48(q) (relating to
basis adjustment) is amended by adding at the end thereof the
following new paragraph:

"(6) SPECIAL RULE FOR QUALIFIED FILMS.-If a credit is al-
lowed under section 38 with respect to any qualified film
(within the meaning of subsection (k)(1)(B)) then, in lieu of any
reduction under paragraph (1)-

"(A) to the extent that the credit is determined with respect
to any amount described in clause (v) or (vi) of subsection
(k)(5)(B), any deduction allowable under this chapter with
respect to such amount shall be reduced by 50 percent of
the amount of the credit so determined, and

"(B) the basis of the taxpayer's ownership interest (within
the meaning of subsection (k)(1)(C)) shall be reduced by the
excess of-

"(i) 50 percent of the amount of the credit determined
under subsection (k), over

"(ii) the amount of the reduction under subparagraph
(A). "

(c) EFFECTIVE DATES.-

(1) SOUND RECORDINGS.-The amendments made by subsec-
tion (a) shall apply to property placed in service after March 15,
1984, in taxable years ending after such date.

(2) FILMS AND OTHER PROPERTY.-

(A) The amendment made by paragraph (1) shall apply to
any films placed in service before, on, or after the date of
the enactment of this Act, except that such amendment
shall not apply to-

(i) any qualified film placed in service by the taxpay-
er before March 15, 1984, if the taxpayer treated such
film as recovery property for purposes of section 168 of
the Internal Revenue Code of 1954 on a return of tax
under chapter 1 of such Code filed before March 16,
1984, or

(ii) any qualified film placed in service by the tax-
payer before January 1, 1985, if-

(I) 20 percent or more of the production costs of
such film were incurred before March 16, 1984,
and

(II) the taxpayer treats such film as recovery
property for purposes of section 168 of such Code.

No credit shall be allowable under section 38 of such
Code with respect to any qualified film described in
clause (ii), except to the extent provided in section 48(k)
of such Code.

(B) The amendments made by paragraphs (2) and (3) shall
apply as if included in the amendments made by sections
201(a), 211(a)(1), and 211(f)(1) of the Economic Recovery Tax
Act of 1981.

(C) The amendment made by paragraph (4) of subsection
(b) shall take effect as if included in the amendments made
by section 205(a)(1) of the Tax Equity and Fiscal Responsibil-
ity Act of 1982.



SEC. 114. DEFINITION OF SECTION 38 PROPERTY IN SALE-LEASEBACK
TRANSACTIONS.

(a) IN GENERAL. -Subsection (b) of section 48 (defining new sec-
tion 38 property) is amended to read as follows:

"(b) NEW SECTION 38 PROPERTY.-For purposes of this subpart-
"(1) IN GENERAL. -The term 'new section 38 property' means

section 38 property the original use of which commences with
the taxpayer.

"(2) SPECIAL RULE FOR SALE-LEASEBACKs.-For purposes of
paragraph (1), in the case of any section 38 property which-

"(A) is originally placed in service by a person, and
"(B) is sold and leased back by such person, or is leased

to such person, within 3 months of the date such property
was originally placed in service,

such property shall be treated as originally placed in service not
earlier than the date on which such property is used under the
lease.

"(2) SPECIAL RULE FOR ENERGY PROPERTY.-The principles of
paragraph (2) shall be applicable in determining whether the
original use of property commences with the taxpayer for pur-
poses of section 48(l)(2)(B)(ii)."

(b) EFFECTIVE DATE.-The amendment made by this section shall
apply to property originally placed in service after April 11, 1984
(determined without regard to such amendment).

Subtitle J-Foreign Provisions

PART I-CHANGES IN SOURCE AND CHARACTER RULES
SEC. 121. CERTAIN AMOUNTS TREATED AS DERIVED FROM UNITED STATES

SOURCES FOR PURPOSES OF LIMITATION ON FOREIGN TAX
CREDIT.

(a) GENERAL RuLE.-Section 904 (relating to limitation on foreign
tax credit) is amended by redesignating subsections (g) and (h) as
subsections (h) and (i), respectively, and by inserting after subsection
(f) the following new subsection:

"(g) SOURCE RULES IN CASE OF UNITED STATES-OWNED FOREIGN
CORPORATIONS. -

"(1) IN GENERAL.-The following amounts which are derived
from a United States-owned foreign corporation and which
would be treated as derived from sources outside the United
States without regard to this subsection shall, for purposes of
this section, be treated as derived from sources within the
United States to the extent provided in this subsection:

"(A) Any amount included in gross income under-
"(i) section 951(a) (relating to amounts included in

gross income of United States shareholders), or



"(ii) section 551 (relating to foreign personal holding
company income taxed to United States shareholders).

"(B) Interest.
"(C) Dividends.

"(2) SUBPART F AND FOREIGN PERSONAL HOLDING COMPANY IN-

CLUSIONS.-Any amount described in subparagraph (A) of para-
graph (1) shall be treated as derived from sources within the
United States to the extent such amount is attributable to
income of the United States-owned foreign corporation from
sources within the United States.

"(3) CERTAIN INTEREST ALLOCABLE TO UNITED STATES SOURCE

INCOME.-Any interest which-
"(A) is paid or accrued by a United States-owned foreign

corporation during any taxable year,
"(B) is paid or accrued to a United States shareholder (as

defined in section 951(b)) or a related person (within the
meaning of section 267(b)) to such a shareholder, and

"(C) is properly allocable (under regulations prescribed by
the Secretary) to income of such foreign corporation for the
taxable year from sources within the United States,

shall be treated as derived from sources within the United
States.

"(4) DIVIDENDS. -

"(A) IN GENERAL.-The United States source ratio of any
dividend paid or accrued by a United States-owned foreign
corporation shall be treated as derived from sources within
the United States.

"(B) UNITED STATES SOURCE RATIO.-For purposes of sub-
paragraph (A), the term 'United States source ratio' means,
with respect to any dividend paid out of the earnings and
profits for any taxable year, a fraction-

(i) the numerator of which is the portion of the
earnings and profits for such taxable year from sources
within the United States, and

"(ii) the denominator of which is the total amount of
earnings and profits for such taxable year.

"(5) EXCEPTION WHERE UNITED STATES-OWNED FOREIGN COR-

PORATION HAS SMALL AMOUNT OF UNITED STATES SOURCE

INCOME.-Paragraph (3) shall not apply to interest paid or ac-
crued during any taxable year (and paragraph (4) shall not
apply to any dividends paid out of the earnings and profits for
such taxable year) if-

"(A) the United States-owned foreign corporation has
earnings and profits for such taxable year, and

"(B) less than 10 percent of such earnings and profits is
attributable to sources within the United States.

For purposes of the preceding sentence, earnings and profits
shall be determined without any reduction for interest described
in paragraph (3) (determined without regard to subparagraph
(C) thereof).

"(6) UNITED STATES-OWNED FOREIGN CORPORATION.-For pur-
poses of this subsection, the term 'United States-owned foreign
corporation' means any foreign corporation if 50 percent or more
of-



"(A) the total combined voting power of all classes of
stock of such corporation entitled to vote, or

"(B) the total value of the stock of such corporation,
is held directly (or indirectly through applying paragraphs (2)
and (3) of section 958(a) and paragraph (4) of section 318(a)) by
United States persons (as defined in section 7701(a)(30)).

"(7) DIvIDEND.-For purposes of this subsection, the term
'dividend' includes any gain treated as ordinary income under
section 1246 or as a dividend under section 1248.

"(8) COORDINATION WITH SUBSECTION (f).-This subsection
shall be applied before subsection (f).

"(9) REGULATIONS.-The Secretary shall prescribe such regu-
lations as may be necessary or appropriate for purposes of this
subsection, including-

"(A) regulations for the application of this subsection in
the case of interest or dividend payments through 1 or more
entities, and

"(B) regulations providing that this subsection shall
apply to interest paid or accrued to any person (whether or
not a United States shareholder)."

(b) EFFECTIVE DATE. -
(1) IN GENERAL.-Except as otherwise provided in this subsec-

tion, the amendment made by subsection (a) shall take effect on
the date of the enactment of this Act. In the case of the taxable
year of any United States-owned foreign corporation in which
occurs the date of the enactment of this Act-

(A) only income received or accrued by such foreign corpo-
ration after such date of enactment shall be taken into ac-
count under section 904(g) of the Internal Revenue Code of
1954 (as added by subsection (a)); except that

(B) paragraph (5) of such section 904(g) (relating to excep-
tion where small amount of United States source income)
shall be applied by taking into account all income received
or accrued by such foreign corporation during such taxable
year.

(2) SPECIAL RULE FOR APPLICABLE CFC.-
(A) IN GENERAL.-In the case of qualified interest re-

ceived or accrued by an applicable CFC before January 1,
1992-

(i) such interest shall not be taken into account
under section 904(g) of the Internal Revenue Code of
1954 (as added by subsection (a)), except that

(ii) such interest shall be taken into account for pur-
poses of applying paragraph (5) of such section 904(g)
(relating to exception where small amount of United
States source income).

(B) QUALIFIED INTEREST.-For purposes of subparagraph
(A), the term "qualified interest" means-

(i) the aggregate amount of interest received or ac-
crued during any taxable year by an applicable CFC on
United States affiliate obligations held by such appli-
cable CFC, multiplied by,

(ii) a fraction (not in excess of 1)-



(I) the numerator of which is the sum of the ag-
gregate principal amount of United States affiliate
obligations held by the applicable CFC on March
31, 1984, but not in excess of the applicable limit,
and

(II) the denominator of which is the average
daily principal amount of United States affiliate
obligations held by such applicable CFC during
the taxable year.

Proper adjustments shall be made to the numerator de-
scribed in clause (ii) (1) for original issue discount accruing
after March 31, 1984, on CFC obligations and United
States affiliate obligations.

(C) ADJUSTMENT FOR RETIREMENT OF CFC OBLIGATIONS. -

The amount described in subparagraph (B)(ii)(I) for any
taxable year shall be reduced by the sum of-

(i) the excess of () the aggregate principal amount of
CFC obligations which are outstanding on March 31,
1984, but only with respect to obligations issued before
March 8, 1984, or issued after March 7, 1984, by the ap-
plicable CFC pursuant to a binding commitment in
effect on March 7, 1984, over (I) the average daily out-
standing principal amount during the taxable year of
the CFC obligations described in subclause (I), and

(ii) the portion of the equity of such applicable CFC
allocable to the excess described in clause (i) (deter-
mined on the basis of the debt-equity ratio of such ap-
plicable CFC on March 31, 1984).

(D) APPLICABLE CFc. -For purposes of this paragraph, the
term "applicable CFC" means any controlled foreign corpo-
ration (within the meaning of section 957)-

(i) which was in existence on March 31, 1984, and
(ii) the principal purpose of which on such date con-

sisted of the issuing of CFC obligations and the hold-
ing of short-term obligations and lending the proceeds
of such obligations to affiliates.

(E) AFFILIATES; UNITED STATES AFFILIATES.-For purposes
of this paragraph-

(i) AFFILIATE.-The term "affiliate" means any
person who is a related person (within the meaning of
section 482 of the Internal Revenue Code of 1954) to the
applicable CFC.

(ii) UNITED STATES AFFILIATE.-The term "United
States affiliate" means any United States person which
is an affiliate of the applicable CFC.

(F) UNITED STATES AFFILIATE OBLIGATIONS. -For purposes
of this paragraph, the term "United States affiliate obliga-
tions" means any obligation of (and payable by) a United
States affiliate.

(G) CFC OBLIGATION.-For purposes of this paragraph,
the term "CFC obligation" means any obligation of (and
issued by) a CFC if-



(i) the requirements of clause (i) of section 163(f)(2)(B)
of the Internal Revenue Code of 1954 are met with re-
spect to such obligation, and

(ii) in the case of an obligation issued after December
31, 1982, the requirements of clause (ii) of such section
163(f)(2)(B) are met with respect to such obligation.

(H) TREATMENT OF OBLIGATIONS WITH ORIGINAL ISSUE
DISCOUNT.-For purposes of this paragraph, in the case of
any obligation with original issue discount, the principal
amount of such obligation as of any day shall be treated as
equal to the revised issue price as of such day (as defined in
section 1278(a)(4) of the Internal Revenue Code of 1954).

(I) APPLICABLE LIMIT.-For purposes of subparagraph
(B)(ii)a), the term "applicable limit" means the sum of-

(i) the equity of the applicable CFC on March 31,
1984, and

(ii) the aggregate principal amount of CFC obliga-
tions outstanding on March 31, 1984, which were
issued by an applicable CFC-

(I) before March 8, 1984, or
(II) after March 7, 1984, pursuant to a binding

commitment in effect on March 7, 1984.
(3) EXCEPTION FOR CERTAIN TERM OBLIGATIONS. -The amend-

ments made by subsection (a) shall not apply to interest on any
term obligations held by a foreign corporation on March 7,
1984. The preceding sentence shall not apply to any United
States affiliate obligation (as defined in paragraph (2)(F)) held
by an applicable CFC (as defined in paragraph (2)D)).

(4) DEFINITIoNS.-Any term used in this subsection which is
also used in section 904(g) of the Internal Revenue Code of 1954
(as added by subsection (a)) shall have the meaning given such
term by such section 904(g).

(5) SEPARATE APPLICATION OF SECTION 904 IN CASE OF INCOME

COVERED BY TRANSITIONAL RULES. -Subsections (a), (b), and (c)
of section 904 of the Internal Revenue Code of 1954 shall be ap-
plied separately to any amount not treated as income derived
from sources within the United States but which (but for the
provisions of paragraphs (2) or (3) of this subsection) would be
so treated under the amendments made by subsection (a). Any
such separate application shall be made before any separate ap-
plication required under section 904(d) of such Code.

(6) APPLICATION OF PARAGRAPH (5) DELAYED IN CERTAIN

CASES.-In the case of a foreign corporation-
(A) which is a subsidary of a domestic corporation which

has been engaged in manufacturing for more than 50 years,
and

(B) which issued obligations on-
(i) September 24, 1979, denominated in French

francs,
(ii) September 10, 1981, denominated in Swiss francs,
(iii) July 14, 1982, denominated in Swiss francs, and
(iv) December 1, 1982, denominated in United States

dollars,



with a total principal amount of less than 200,000,000
United States dollars.

then paragraph (5) shall not apply to income received or ac-
crued on such obligations before January 1, 1986.

SEC. 122. CERTAIN AMOUNTS TREATED AS INTEREST FOR PURPOSES OF THE
LIMITATION ON THE FOREIGN TAX CREDIT.

(a) GENERAL RULE.-Subsection (d) of section 904 (relating to limi-
tation on foreign tax credit) is amended by adding at the end there-
of the following new paragraph:

"(3) CERTAIN AMOUNTS ATTRIBUTABLE TO UNITED STATES-

OWNED FOREIGN CORPORATIONS, ETC., TREATED AS INTEREST.-
"(A) IN GENERAL.-For purposes of this subsection, divi-

dends and interest-
"(i) paid or accrued by a designated payor corpora-

tion, and
"(ii) attributable to any taxable year of such corpora-

tion,
shall be treated as interest income described in paragraph
(2) to the extent that the aggregate amount of such divi-
dends and interest does not exceed the separate limitation
interest of the designated payor corporation for such tax-
able year.

"(Bi) SEPARATE LIMITATION INTEREST.-For purposes of
this subsection, the term 'separate limitation interest'
means, with respect to any taxable year-

"(i) the aggregate amount of the interest income de-
scribed in paragraph (2) (including amounts treated as
so described by reason of this paragraph) which is re-
ceived or accrued by the designated payor corporation
during the taxable year, reduced by

"(ii) the deductions properly allocable (under regula-
tions prescribed by the Secretary) to such income.

"(C) EXCEPTION WHERE DESIGNATED CORPORATION HAS
SMALL AMOUNT OF SEPARATE LIMITATION INTEREST.-Sub-

paragraph (A) shall not apply to any amount attributable
to the taxable year of a designated payor corporation, if-

"(i) such corporation has earnings and profits for
such taxable year, and

"(ii) less than 10 percent of such earnings and profits
is attributable to separate limitation interest.

"(D) TREATMENT OF CERTAIN INTEREST.-For purposes of
this paragraph, the amount of the separate limitation in-
terest and the earnings and profits of any designated payor
corporation shall be determined without any reduction for
interest paid or accrued to a United States shareholder (as
defined in section 951(b)) or a related person (within the
meaning of section 267(b)) to such a shareholder.

"(E) DESIGNATED PAYOR CORPORATION.-For purposes of
this paragraph, the term 'designated payor corporation'
means-



"(0 any United States-owned foreign corporation
(within the meaning of subsection (g)(6)),

"(ii) any other foreign corporation in which the tax-
payer is a United States shareholder (as defined in sec-
tion 951(b)) at any time during the taxable year of such
foreign corporation, and

"(iii) any regulated investment company.
"(F) DETERMINATION OF YEAR TO WHICH AMOUNT IS AT-

TRIBUTABLE.-For purposes of determining whether an
amount is attributable to a taxable year of a designated
payor corporation-

"(i) any amount includible in gross income under sec-
tion 551 or 951 in respect of such taxable year,

"(ii) any interest paid or accrued by such corporation
during such taxable year, and

"(iii) any dividend paid out of the earnings and prof-
its of such corporation for such taxable year,

shall be treated as attributable to such taxable year.
"(G) ORDERING RULES.-Subparagraph (A) shall be ap-

plied to amounts described therein in the order in which
such amounts are described in subparagraph (F).

"(H) DIVIDEND.-For purposes of this paragraph, the
term 'dividend' includes-

"(i) any amount includible in gross income under sec-
tion 551 or 951, and

"(ii) any gain treated as ordinary income under sec-
tion 1246 or as a dividend under section 1248.

"(I) DISTRIBUTIONS THROUGH OTHER ENTITIES.-The Sec-
retary shall prescribe such regulations as may be necessary
to carry out the purposes of this paragraph in the case of
distributions or payments through 1 or more entities.

"(J) INTEREST FROM MEMBERS OF SAME AFFILIATED
GROUP.-For purposes of this paragraph, interest received or
accrued by the designated payor corporation from another
member of the same affiliated group (determined under sec-
tion 1504 without regard to subsection (b)(3) thereof) shall
not be treated as separate limitation interest, under such
interest is attributable directly or indirectly to separate lim-
itation interest of such other member."

(b) EFFECTIVE DATE. -
(1) IN GENERAL.-The amendment made by subsection (a)

shall take effect on the date of the enactment of this Act.
(2) SPECIAL RULES FOR INTEREST INCOME. -

(A) IN GENERAL. -Interest income received or accrued by
a designated payor corporation shall be taken into account
for purposes of the amendment made by subsection (a) only
in taxable years beginning after the date of the enactment
of this Act.

(B) EXCEPTION FOR INVESTMENT AFTER JUNE 22, 1984.-

Notwithstanding subparagraph (A), the amendment made
by subsection (a) shall apply to interest income received or
accrued by a designated payor after the date of enactment
of this Act if it is attributable to investment in the desig-
nated payor after June 22, 1984.



(3) TERM OBLIGATIONS OF DESIGNATED PAYOR CORPORATIONS

WHICH ARE NOT APPLICABLE CFC.-In the case of any designated
payor corporation which is not an applicable CFC (as defined in
section 131(b)(2)(D)), any interest received or accrued by such
corporation on a term obligation held by such corporation on
March 7, 1984, shall not be taken into account.

SEC. 123. TREATMENT OF RELATED PERSON FACTORING INCOME.
(a) GENERAL RULE.-Section 864 (relating to source definitions) is

amended by adding at the end thereof the following new subsection:
"(d) TREATMENT OF RELATED PERSON FACTORING INCOME. -

"(1) IN GENERAL.-For purposes of the provisions set forth in
paragraph (2), if any person acquires (directly or indirectly) a
trade or service receivable from a related person, any income of
such person from the trade or service receivable so acquired
shall be treated as if it were interest on a loan to the obligor
under the receivable.

"(2) PROVISIONS TO WHICH PARAGRAPH (1) APPLIES.-The pro-
visions set forth in this paragraph are as follows:

"(A) Part III of subchapter G of this chapter (relating to
foreign personal holding companies).

"(B) Section 904 (relating to limitation on foreign tax
credit).

"(C) Subpart F of part III of this subchapter (relating to
controlled foreign corporations).

"() TRADE OR SERVICE RECEIVABLE.-For purposes of this
subsection, the term 'trade or service receivable' means any ac-
count receivable or evidence of indebtedness arising out of-

"(A) the disposition by a related person of property de-
scribed in section 1221(1), or

"(B) the performance of services by a related person.
"(4) RELATED PERSON.-For purposes of this subsection, the

term 'related person' means-
"(A) any person who is a related person (within the

meaning of section 267(b)), and
"(B) any United States shareholder (as defined in section

951(b)) and any person who is a related person (within the
meaning of section 267(b)) to such a shareholder.

"(5) CERTAIN PROVISIONS NOT TO APPLY.-
"(A) CERTAIN EXCEPTIONS.-The following provisions

shall not apply to any amount treated as interest under
paragraph (1) or (6):

"(i) Subparagraphs (A), (B), (C), and (D) of section
904(d)(2) (relating to interest income to which separate
limitation applies).

"(ii) Subparagraph (A) of section 954(b)(3) (relating to
exception where foreign base company income is less
than 10 percent).

"(iii) Subparagraph (B) of section 954(c)(3) (relating
to certain income derived in active conduct of trade or
business).

"(iv) Subparagraphs (A) and (B) of section 954(c)(4)
(relating to exception for certain income received from
related persons).



"(B) SPECIAL RULES FOR POSSESSIONS. -

"(i) PUERTO RICO AND POSSESSIONS TAX CREDIT.-Any

amount treated as interest under paragraph (1) shall
not be treated as income described in subparagraph (A)
or (B) of section 936(a)(1) unless such amount is from
sources within a possession of the United States (deter-
mined after the application of paragraph (1)).

"(ii) VIRGIN ISLANDS CORPORATIONS. -Subsection (b)
of section 934 shall not apply to any amount treated as
interest under paragraph (1),unless such amount is
from sources within the Virgin Islands (determined
after the application of paragraph (1)).

"(6) SPECIAL RULE FOR CERTAIN INCOME FROM LOANS OF A

CONTROLLED FOREIGN CORPORATION.-Any income of a con-
trolled foreign corporation (within the meaning of section
957(a)) from a loan to a person other than a related person for
the purpose of financing-

"(A) the purchase of property described in section 1221(1)
of such related person, or

"(B) the payment for the performance of services by such
related person,

shall be treated as interest described in paragraph (1).
"(7) REGULATIONS. -The Secretary shall prescribe such regu-

lations as may be necessary to prevent the avoidance of the pro-
visions of this subsection or section 956(b)(3)."

(b) TREATMENT AS UNITED STATES PROPERTY.-Subsection (b) of
section 956 (defining United States property) is amended by adding
at the end thereof the following new paragraph:

"(3) CERTAIN TRADE OR SERVICE RECEIVABLES ACQUIRED FROM

RELATED UNITED STATES PERSONS.-

"(A) IN GENERAL.-Notwithstanding paragraph (2), the
term 'United States property' includes any trade or service
receivable if-

"(i) such trade or service receivable is acquired (di-
rectly or indirectly) from a related person who is a
United States person, and

"(ii) the obligor under such receivable is a United
States person.

"(B) DEFINITIoNS.-For purposes of this paragraph, the
term 'trade or service receivable' and 'related person' have
the respective meanings given to such terms by section
864(d). "

(c) EFFECTIVE DATE. -
(1) IN GENERAL.-Except as provided in paragraph (2), the

amendments made by this section shall apply to accounts re-
ceivable and evidences of indebtedness transferred after March
1, 1984, in taxable years ending after such date.

(2) TRANSITIONAL RULE.-The amendments made by this sec-
tion shall not apply to accounts receivable and evidences of in-
debtedness acquired after March 1, 1984, and before March 1,
1984, by a Belgian corporation in existence on March 1, 1984, in
any taxable year ending after such date, but only to the extent
that the investment in United States property of such corpora-
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tion for all such taxable years is not reduced by reason of this
paragraph by more than the lesser of-

(A) $15,000,000 or
(B) the amount of the Belgian corporation's investment

on or before March 1, 1984, in stock of a foreign corporation
formed to issue bonds outside the United States to the
public.

SEC. 124. TREATMENT OF CERTAIN TRANSPORTATION INCOME.

(a) GENERAL RuLE.-Section 863 (relating to items not specified in
section 861 or 862) is amended by adding at the end thereof the fol-
lowing new subsection:

"(c) SOURCE RULE FOR CERTAIN TRANSPORTATION INCOME.-
"(1) TRANSPORTATION BEGINNING AND ENDING IN THE UNITED

STATES.-All transportation income attributable to transporta-
tion which begins and ends in the United States shall be treat-
ed as derived from sources within the United States.

"(2) TRANSPORTATION BETWEEN UNITED STATES AND ANY POS-
SESSION.-

"(A) IN GENERAL.-50 percent of all transportation
income attributable to transportation which-

"(i) begins in the United States and ends in a posses-
sion of the United States, or

"(ii) begins in a possession of the United States and
ends in the United States,

shall be treated as derived from sources within the United
States.

"(B) SPECIAL RULE FOR CERTAIN LESSORS OF AIRCRAFT.-
If-

"(i) the taxpayer owns an aircraft which is section 38
property and leases such aircraft to a United States
person (other than a member of the same controlled
group of corporations (as defined in section 1563) as the
taxpayer), and

"(ii) such United States person is a regularly sched-
uled air carrier,

subparagraph (A) shall be applied by substituting '100 per-
cent'for '50 percent'.

"() TRANSPORTATION INCOME.-For purposes of this subsec-
tion, the term 'transportation income' means any income de-
rived from, or in connection with-

"(A) the use (or hiring or leasing for use) of a vessel or
aircraft, or

"(B) the performance of services directly related to the use
of a vessel or aircraft.

For purposes of the preceding sentence, the term 'vessel or air-
craft' includes any container used in connection with a vessel or
aircraft."

(b) EFFECTIVE DATE.-The amendment made by subsection (a)
shall apply with respect to transportation beginning after the date
of the enactment of this Act in taxable years ending after such date.
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SEC. 125. TREATMENT OF CERTAIN DISTRIBUTIONS RECEIVED BY UNITED
STA TES-O WNED FOREIGN CORPORATIONS.

(a) GENERAL RuLE.-Section 535 (defining accumulated taxable
income) is amended by adding at the end thereof the following new
subsection:

"(d) INCoME DISTRIBUTED TO UNITED STATES-OwNED FOREIGN
CORPORATION RETAINS UNITED STATES CONNECTION. -

"(1) IN GENERAL.-For purposes of this part, if 10 percent or
more of the earnings and profits of any foreign corporation for
any taxable year-

"(A) is derived from sources within the United States, or
"(B) is effectively connected with the conduct of a trade

or business within the United States,
any distribution out of such earnings and profits (and any in-
terest payment) received (directly or through I or more other en-
tities) by a United States-owned foreign corporation shall be
treated as derived by such corporation from sources within the
United States.

"(2) UNITED STATES-OWNED FOREIGN CORPORATION.-The term
'United States-owned foreign corporation' has the meaning
given to such term by section 904(g)(6)."

(b) EFFECTIVE DATE. -
(1) IN GENERAL.-Except as provided in paragraph (2), the

amendment made by subsection (a) shall apply to distributions
and interest payments received by a United States-owned for-
eign corporation (within the meaning of section 535(d) of the In-
ternal Revenue Code of 1954) on or after May 23, 1983, in tax-
able years ending on or after such date.

(2) CORPORATIONS IN EXISTENCE ON MAY 23, 1983.-In the case
of a United States-owned foreign corporation (as so defined) in
existence on May 23, 1983, the amendment made by subsection
(a) shall apply to taxable years beginning after December 31,
1984.

SEC. 126. ALLOCATION UNDER SECTION 861 OF RESEARCH AND EXPERIMEN-
TAL EXPENDITURES.

(a) IN GENERAL.-For purposes of section 861(b), section 862(b),
and section 863(b) of the Internal Revenue Code of 1954, all
amounts allowable as a deduction for qualified research and experi-
mental expenditures shall be allocated to income from sources
within the United States and deducted from such income in deter-
mining the amount of taxable income from sources within the
United States.

(b) QUALIFIED RESEARCH AND EXPERIMENTAL EXPENDITURES.-
For purposes of this section-

(1) IN GENERAL.-The term "qualified research and experi-
mental expenditures" means amounts-

(A) which are research and experimental expenditures
within the meaning of section 174 of such Code, and



(B) which are attributable to activities conducted in the
United States.

(2) TREATMENT OF DEPRECIATION, ETC.-Rules similar to the
rules of subsection (c) of section 174 of such Code shall apply.

(c) EFFECTIVE DATES.-

(1) IN GENERAL.-This section shall apply to taxable years be-
ginning after August 13, 1983, and on or before August 1, 1985.

(2) SPECIAL RULE.-If the taxpayer's 3rd taxable year begin-
ning after August 13, 1981, is not described in paragraph (1),
this section shall apply also to such 3rd taxable year.

PART II- WITHHOLDING PRO VISIONS

SEC. 127. REPEAL OF THE 30 PERCENT TAX ON INTEREST RECEIVED BY
FOREIGNERS ON CERTAIN PORTFOLIO INVESTMENTS.

(a) REPEAL OF TAX ON NONRESIDENT INDIVIDUALS.-

(1) IN GENERAL.-Section 871 (relating to 30 percent tax on
income not connected with United States business), as amended
by this Act, is amended by redesignating subsection (i) as sub-
section () and by adding at the end thereof the following new
subsection:

"(i) REPEAL OF TAX ON INTEREST OF NONRESIDENT ALIEN INDI-

VIDUALS RECEIVED FROM CERTAIN PORTFOLIO DEBT INVESTMENTS.-
"(1) IN GENERAL.-In the case of any portfolio interest re-

ceived by a nonresident individual from sources within the
United States, no tax shall be imposed under paragraph (1)(A)
or (1)(C) of subsection (a).

"(2) PORTFOLIO INTEREST.-For purposes of this subsection,
the term 'portfolio interest' means any interest (including origi-
nal issue discount) which is described in any of the following
subparagraphs:

"(A) CERTAIN OBLIGATIONS WHICH ARE NOT REGIS-
TERED.-Interest which is paid on any obligation which-

"(i) is not in registered form, and
"(ii) is described insection 163(f)(2)(B).

"(B) CERTAIN REGISTERED OBLIGATIONS. -Interest which
is paid on an obligation-

"(i) which is in registered form, and
"(ii) with respect to which the United States person

who is, or would otherwise be, required to deduct and
withhold tax from such interest under section 1441(a)
has received a statement (which meets the requirements
of paragraph (4)) that the beneficial owner of the obli-
gation is not a United States person.

"(3) PORTFOLIO INTEREST NOT TO INCLUDE INTEREST RECEIVED

BY 10-PERCENT SHAREHOLDERS.- For purposes of this subsec-
tion-

"(A) IN GENERAL.-The term 'portfolio interest' shall not
include any interest described in subparagraph (A) or (B) of
paragraph (2) which is received by a lO-percent shareholder.



"(B) 10-PERCENT SHAREHOLDER. -The term '10-percent
shareholder' means-

"(i) in the case of an obligation issued by a corpora-
tion, any person who owns 10 percent or more of the
total combined voting power of all classes of stock of
such corporation entitled to vote, or

"(ii) in the case of an obligation issued by a partner-
ship, any person who owns 10 percent or more of the
capital or profits interest in such partnership.

"(C) ATTRIBUTION RULES.-For purposes of determining
ownership of stock under subparagraph (B)(i) the rules of
section 318(a) shall apply, except that-

"(i) Section 318(a)(2)(C) shall be applied without
regard to the 50-percent limitation therein, and

"(ii) any stock which a person is treated as owning
after application of section 318(a)(4) shall not, for pur-
poses of applying paragraphs (2) and (3) of section
318(a), be treated as actually owned by such person.

Under regulations prescribed by the Secretary, rules similar
to the rules of the preceding sentence shall be applied in de-
termining the ownership of the capital or profits interest in
a partnership for purposes of subparagraph (B)(ii).

"(4) CERTAIN STATEMENTS.-A statement with respect to any
obligation meets the requirements of this paragraph if such
statement is made by-

"(A) the beneficial owner of such obligation, or
"(B) a securities clearing organization, a bank, or other

financial institution that holds customers' securities in the
ordinary course of its trade or business.

The preceding sentence shall not apply to any statement with
respect to payment of interest on any obligation by any person
if, at least one month before such payment, the Secretary has
published a determination that any statement from such person
(or any class including such person) does not meet the require-
ments of this paragraph.

"(5) SECRETARY MAY PROVIDE SUBSECTION NOT TO APPLY IN

CASES OF INADEQUATE INFORMATION EXCHANGE. -

"(A) IN GENERAL.-If the Secretary determines that the
exchange of information between the United States and a
foreign country is inadequate to prevent evasion of the
United States income tax by United States persons, the Sec-
retary may provide in writing (and publish a statement)
that the provisions of this subsection shall not apply to
payments of interest to any person within such foreign
country (or payments addressed to, or for the account of,
persons within such foreign country) during the period-

"(i) beginning on the date specified by the Secretary,
and

"(ii) ending on the date that the Secretary determines
that the exchange of information between the United
States and the foreign country is adequate to prevent
the evasion of United States income tax by United
States persons.



"(B) EXCEPTION FOR CERTAIN OBLIGATIONS.-SUbpara-
graph (A) shall not apply to the payment of interest on any
obligation which is issued on or before the date of the pub-
lication of the Secretary's determination under such sub-
paragraph.

"(6) REGISTERED FORM.-For purposes of this subsection, the
term 'registered form' has the same meaning given such term by
section 163(f). ".

(2) CONFORMING AMENDMENT. -Paragraph (1) of section 871(a)
(relating to tax on income other than capital gains) is amended
by striking out "There" and inserting in lieu thereof "Except as
provided in subsection (i), there".

(b) FOREIGN CORPORATIONS. -

(1) IN GENERAL. -Section 881 (relating to tax on income of for-
eign corporations not connected with United States business), as
amended by this Act, is amended by redesignating subsection (c)
as subsection (d) and by adding after subsection (b) the follow-
ing new subsection:

"(c) REPEAL OF TAX ON INTEREST OF FOREIGN CORPORATIONS RE-

CEIVED FROM CERTAIN PORTFOLIO DEBT INVESTMENTS. -
"(1) IN GENERAL-In the case of any portfolio interest re-

ceived by a foreign corporation from sources within the United
States, no tax shall be imposed under paragraph (1) of subsec-
tion (a).

"(2) PORTFOLIO INTEREST.-For purposes of this subsection,
the term 'portfolio interest' means any interest (including origi-
nal issue discount) which is described in any of the following
subparagraphs:

"(A) CERTAIN OBLIGATIONS WHICH ARE NOT REGIS-
TERED.-Interest which is paid on any obligation which is
described in section 871(i)(2)(A).

"(B) CERTAIN REGISTERED OBLIGATIONS. -Interest which
is paid on an obligation-

"(i) which is in registered form, and
"(ii) with respect to which the person who is, or

would otherwise be, required to deduct and withhold
tax from such interest under section 1442(a) has re-
ceived a statement which meets the requirements of sec-
tion 871(i)(4) that the beneficial owner of the obligation
is not a United States person.

"(3) PORTFOLIO INTEREST SHALL NOT INCLUDE INTEREST RE-
CEIVED BY CERTAIN PERSONS.-For purposes of this subsection,
the term 'portfolio interest' shall not include any portfolio inter-
est which-

"(A) except in the case of interest paid on an obligation of
the United States, is received by a bank on an extension of
credit made pursuant to a loan agreement entered into in
the ordinary course of its trade or business, or

"(B) is received by a 10-percent shareholder (within the
meaning of section 871(i)(3)(B)).

"(4) SPECIAL RULES FOR CONTROLLED FOREIGN CORPORA-

TIONS. -
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"(A) IN GENERAL.-In the case of any portfolio interest re-
ceived by a controlled foreign corporation, the following
provisions shall not apply:

"(i) Subparagraph (A) of section 954(b)(3) (relating to
exception where foreign base company income is less
than 10 percent).

"(ii) Paragraph (4) of section 954(b) (relating to corpo-
rations not found or availed of to avoid tax).

"(iii) Subparagraph (B) of section 954(c)(3) (relating
to certain income derived in active conduct of trade or
business).

"(iv) Subparagraph (C) of section 954(c)(3) (relating to
certain income derived by an insurance company).

"(v). Subparagraphs (A) and (B) of section 954(c)(4)
(relating to exception for certain income received from
related persons).

"(B) INTEREST RECEIVED FROM RELATED PERSONS. -This
subsection shall not apply to any portfolio interest received
by a controlled foreign corporation from a related person
(within the meaning of section 864(d)(4)).

"(C) CONTROLLED FOREIGN CORPORATION. -The term 'con-
trolled foreign corporation' has the meaning given such
term by section 957(a).

"(5) SECRETARY MAY CEASE APPLICATION OF THIS SUBSEC-
TION.-Under rules similar to the rules of section 871(i)(5), the
Secretary may provide that this subsection shall not apply to
payments of interest described in section 871(i)(5).

"(6) REGISTERED FORM.-For purposes of this subsection, the
term "registered form' has the meaning given such term by sec-
tion 163(f)."

(2) CONFORMING AMENDMENT.-Subsection (a) of section 881
(relating to imposition of tax) is amended by striking out
"There" and inserting in lieu thereof "Except as provided in
subsection (c), there".

(c) AMENDMENT OF SECTION 864(c)(2). -Paragraph (2) of section
864(c) (relating to effectively connected income, etc.) is amended by
striking out "section 871(a)(1) or section 881(a)" and inserting in lieu
thereof "section 871(a)(1), section 871(i) section 881(a), or section
881(c)".

(d) AMENDMENT OF SECTION 2105.-Subsection (b) of section 2105
(relating to property without the United States) is amended to read
as follows:

"(b) BANK DEPOSITS AND CERTAIN OTHER DEBT OBLIGATIONS.-
For purposes of this subchapter-

"(1) amounts described in section 861(c), if any interest there-
on would be treated by reason of section 861(a)(1)(A) as income
from sources without the United States were such interest re-
ceived by the decedent at the time of his death,

"(2) deposits with a foreign branch of a domestic corporation
or domestic partnership, if such branch is engaged in the com-
mercial banking business, and

"(3) debt obligations, if, without regard to whether a state-
ment meeting the requirements of section 871(i)(4) has been re-
ceived, any interest thereon would be eligible for the exemption
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from tax under section 871(i)(1) were such interest received by
the decedent at the time of his death,

shall not be deemed property within the United States.
(e) WITHHOLDING. -

(1) NONRESIDENT ALIENS. -Subsection (c) of section 1441 (re-
lating to withholding of tax on nonresident aliens) is amended
by adding at the end thereof the following new paragraph:

"(9) INTEREST INCOME FROM CERTAIN PORTFOLIO DEBT INVEST-

MENTS.-In the case of portfolio interest (within the meaning of
871(i)(2)), no tax shall be required to be deducted and withheld
from such interest unless the person required to deduct and
withhold tax from such interest knows, or has reason to know,
that such interest is not portfolio interest by reason of section
8 71 (i)(3). ".'

(2) FOREIGN CORPORATIONS.-The last sentence of section
1442(a) is amended-

(A) by striking out "and" after "section 881(a)(4), ", and
(B) by inserting ". and the references in section 1441(c)(9)

to section 871(l)(1) and 871(i)(3) shall be treated as referring
to sections 881(c)(1) and 881(c)(3)".

(f) REGISTERED OBLIGATIONS.-Subparagraph (C)(i) of section
163(f)(2) (relating to authority to include other obligations) is
amended to read as follows:

"(i) in the case of-
"(I) subparagraph (A), such obligation is of a

type which the Secretary has determined by regula-
tions to be used frequently in avoiding Federal
taxes, or

"(II) subparagraph (B), such obligation is of a
type specified by the Secretary in regulations and".

(g) EFFECTIVE DATES. -

(1) IN GENERAL.-Except as otherwise provided in this subsec-
tion, the amendments made by this section shall apply to inter-
est received after the date of the enactment of this Act with re-
spect to obligations issued after such date, in taxable years
ending after such date.

(2) SUBSECTION (d).-The amendment made by subsection (d)
shall apply to obligations issued after the date of the enactment
of this Act with respect to the estates of decedents dying after
such date.

(3) SPECIAL RULE FOR CERTAIN UNITED STATES AFFILIATE OBLI-

GATIONS. -
(A) IN GENERAL-For purposes of the Internal Revenue Code

of 1954, payments of interest on a United States affiliate obliga-
tion to an applicable CFC in existence on or before June 22,
1984, shall be treated as payments to a resident of the country
in which the applicable CFC is incorporated.

(B) ExCEPTIoN. -Subparagraph (A) shall not apply to any
applicable CFC which did not meet requirements which are
based on the principles set forth in Revenue Rulings 69-
501, 69-377, 70-645, and 73-110.

(C) DEFINITIONS. -
(i) The term "applicable CFC" has the meaning given

such term by section 131(b)(2)(D) of this Act, except that
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such section shall be applied by substituting "the date
of interest payment" for "March 31, 1984," in clause (i)
thereof

(ii) The term "United States affiliate obligation"
means an obligation described in section 131(b)(2)(F) of
this Act which was issued before June 22, 1984.

SEC. 128. TREATMENT OF UNITED STATES SOURCE ORIGINAL ISSUE DIS-
COUNT IN CASE OF FOREIGN PERSONS.

(a) NONRESIDENT ALIEN INDIVIDUALS. -
"(1) IN GENERAL. -Subparagraph (C) of section 871(a)(1) (relat-

ing to income not connected with United States business) is
amended to read as follows:

"(C) in the case of-
"(i a sale or exchange of an original issue discount

obligation, the amount of any gain not in excess of the
original issue discount accruing while such obligation
was held by the nonresident alien individual (to the
extent such discount was not theretofore taken into ac-
count under clause (ii)), and

"(ii) the payment of interest on an original issue dis-
count obligation, an amount equal to the original issue
discount accrued on such obligation since the last pay-
ment of interest thereon (except that such original issue
discount shall be taken into account under this clause
only to the extent that the tax thereon does not exceed
the interest payment less the tax imposed by subpara-
graph (A) thereon), and"

(2) DEFINITIONS AND SPECIAL RULES.-Section 871 is amended
by redesignating subsection (g) as subsection (h) and by insert-
ing after subsection (f) the following new subsection:

"(g) SPECIAL RULES FOR ORIGINAL ISSUE DISCOUNT. -For purposes
of this section and section 881-

"(1) ORIGINAL ISSUE DISCOUNT OBLIGATION.-
"(A) IN GENERAL.-Except as provided in subparagraph

(B), the term 'original issue discount obligation' means any
bond or other evidence of indebtedness having original
issue discount (within the meaning of section 1273).

"(B) EXCEPTIONS.-The term 'original issue discount obli-
gation' shall not include-

"(i) CERTAIN SHORT-TERM OBLIGATIONS.-Any obliga-
tion payable 183 days or less from the date of original
issue (without regard to the period held by the taxpay-
er).

"(ii) TAX-EXEMPT OBLIGATIONS.-Any obligation the
interest on which is exempt from tax under section 103
or under any other provision of law without regard to
the identity of the holder.

"(2) DETERMINATION OF PORTION OF ORIGINAL ISSUE DISCOUNT

ACCRUING DURING ANY PERIOD.-The determination of the
amount of the original issue discount which accrues during any
period shall be made under the rules of section 1272 (or the cor-
responding provisions of prior law) without regard to any excep-
tion for short-term obligations.



"(3) SOURCE OF ORIGINAL ISSUE DISCOUNT. -Except to the
extent provided in regulations prescribed by the Secretary, the
determination of whether any amount described in subsection
(a)(1)(C) is from sources within the United States shall be made
at the time of the payment (or sale or exchange) as if such pay-
ment (or sale or exchange) involved the payment of interest.

"(4) STRIPPED BONDS.-The provisions of section 1286 (relat-
ing to the treatment of stripped bonds and stripped coupons as
obligations with original issue discount) shall apply for pur-
poses of this section."

(b) FOREIGN CORPORATIONS. -

(1) IN GENERAL-Paragraph (3) of section 881(a) (relating to
tax on income of foreign corporations not connected with
United States business) is amended to read as follows:

"(3) in the case of-
"(A) a sale or exchange of an original issue discount obli-

gation, the amount of any gain not in excess of the original
issue discount accruing while such obligation was held by
the foreign corporation (to the extent such discount was not
therefore taken into account under subparagraph (B)), and

"(B) the payment of interest on an original issue discount
obligation, an amount equal to the original issue discount
accrued on such obligation since the last payment of inter-
est thereon (except that such original issue discount shall
be taken into account under this subparagraph only to the
extent that the tax thereon does not exceed the interest pay-
ment less the tax imposed by paragraph (1) thereon), and".

(2) CROSS REFERENCE.-Subsection (c) of section 881 (relating
to doubling of tax) is amended to read as follows:

"(C) CROSS REFERENCE. -
"For doubling of tax on corporations of certain foreign countries, see sec-

tion 891.
"For special rules for original issue discount see section 871(g)."

(c) DEDUCTION FOR ORIGINAL ISSUE DISCOUNT HELD BY RELATED
FOREIGN PERSON.-Subsection (e) of section 163 (relating to original
issue discount), as amended by this Act, is amended by redesignat-
ing paragraph (3) as paragraph (4), and by inserting after paragraph
(2) the following new paragraph:

"(3) SPECIAL RULE FOR ORIGINAL ISSUE DISCOUNT ON OBLIGA-

TION HELD BY RELATED FOREIGN PERSON. -

"(A) IN GENERAL-If any debt instrument having origi-
nal issue discount is held by a related foreign person, any
portion of such original issue discount shall not be allow-
able as a deduction to the issuer until paid.

"(B) RELATED FOREIGN PERSON.-For purposes of sub-
paragraph (A), the term 'related foreign person' means any
person-

"(i) who is not a United States person, and
"(ii) who is related (within the meaning of section

267(b)) to the issuer."
(d) EFFECTIVE DATE. -

(1) IN GENERAL.-Except as provided in paragraph (2), the
amendments made by this section shall apply to payments made



on or after the 60th day after the date of the enactment of this
Act with respect to obligations issued after March 31, 1972.

(2) SUBSECTION (c).-The amendment made by subsection
(c) shall apply to obligations issued after June 9, 1984.

SEC. 129. WITHHOLDING OF TAX ON DISPOSITIONS OF UNITED STATES
REAL PROPERTY INTERESTS.

(a) WITHHOLDING OF TAX. -

(1) IN GENERAL.-Subchapter A of chapter 3 (relating to with-
holding of tax on nonresident aliens and foreign corporations)
is amended by adding at the end thereof the following new sec-
tion:

"SEC. 1445. WITHHOLDING OF TAX ON DISPOSITIONS OF UNITED STATES
REAL PROPERTY INTERESTS.

"(a) GENERAL RuLE.-Except as otherwise provided in this sec-
tion, in the case of any disposition of a United States real property
interest (as defined -in section 897(c)) by a foreign person, the trans-
feree shall be required to deduct and withhold a tax equal to 10per-
cent of the amount realized on the disposition.

"(b) EXEMPTIONS. -
"(1) IN GENERAL.-No person shall be required to deduct and

withhold any amount under subsection (a) with respect to a dis-
position if paragraph (2), (3), (4), (5), or (6) applies to the trans-
action.

"(2) TRANSFEROR FURNISHES NONFOREIGN AFFIDA VIT. -Except

as provided in paragraph (7), this paragraph applies to the dis-
position if the transferor furnishes to the transferee an affida-
vit by the transferor stating, under penalty or perjury, the trans-
feror's United States taxpayer identification number and that
the transferor is not a foreign person.

"(3) NONPUBLICLY TRADED DOMESTIC CORPORATION FURNISHES
AFFIDAVIT THAT IT IS NOT A UNITED STATES REAL PROPERTY

HOLDING CORPORATION. -Except as provided in paragraph (7),
this paragraph applies in the case of a disposition of any inter-
est in any domestic corporation, if the domestic corporation fur-
nishes to the transferee an affidavit by the domestic corporation
stating, under penalty or perjury, that the domestic corporation
is not and has not been a United States real property holding
corporation (as defined in section 897(c)(2)) during the applica-
ble period specified in section 897(c)(1)(A)(ii).

"(4) TRANSFEREE RECEIVES QUALIFYING STATEMENT.-

"(A) IN GENERAL.-This paragraph applies to the disposi-
tion if the transferee receives a qualifying statement at
such time, in such manner, and subject to such terms and
conditions as the Secretary may by regulations prescribe.

"(B) QUALIFYING STATEMENT.-For purposes of subpara-
graph (A), the term 'qualifying statement' means a state-
ment by the Secretary that-

"(i) the transferor either-
"(I) has reached agreement with the Secretary (or

such agreement has been reached by the transferee)
for the payment of any tax imposed by section
871(b)(1) or 882(a)(1) on any gain recognized by the



transferor on the disposition of the United States
real property interest, or

"(II) is exempt from any tax imposed by section
871(b)(1) or 882(a)(1) on any gain recognized by the
transferor on the disposition of the United States
real property interest, and

"(ii) the transferor or transferee has satisfied any
transferor's unsatisfied withholding liability or has
provided adequate security to cover such liability.

"(5) RESIDENCE WHERE AMOUNT REALIZED DOES NOT EXCEED

$3oo,ooo.-This paragraph applies to the disposition if-
"(A) the property is acquired by the transferee for use by

him as a residence, and
"(B) the amount realized for the property does not exceed

$300,000.
"(6) STOCK REGULARLY TRADED ON ESTABLISHED SECURITIES

MARKET.-This paragraph applies if the disposition is of a
share of a class of stock that is regularly traded on an estab-
lished securities market.

"(7) SPECIAL RULES FOR PARAGRAPHS (2) AND (3).-Paragraph
(2) or (3) (as the case may be) shall not apply to any disposi-
tion-

() the transferee has actual knowledge that the af-
fidavit referred to in such paragraph is false, or

"(ii) the transferee receives a notice (as described in
subsection (d)) from a transferor's agent or a transfer-
ee's agent that such affidavit is false, or

"(B) if the Secretary by regulations requires the transferee
to furnish a copy of such affidavit to the Secretary and the
transferee fails to furnish a copy of such affidavit to the
Secretary at such time and in such manner as required by
such regulations.

"(C) LIMITATIONS ON AMOUNT REQUIRED To BE WITHHELD. -

"(1) CANNOT EXCEED TRANSFEROR S MAXIMUM TAX LIABIL-

ITY. -
"(A) IN GENERAL.-The amount required to be withheld

under this section with respect to any disposition shall not
exceed the amount (if any) determined under subparagraph
(B) as the transferor s maximum tax liability.

"(B) REQUEST.-At the request of the transferor or trans-
feree, the Secretary shall determine, with respect to any dis-
position, the transferor's maximum tax liability.

"(C) REFUND OF EXCESS AMOUNTS WITHHELD. -Subject to
such terms and conditions as the Secretary may by regula-
tions prescribe, a transferor may seek and obtain a refund
of any amounts withheld under this section in excess of the
transferor's maximum tax liability.

"(2) AUTHORITY OF SECRETARY TO PRESCRIBE REDUCED
AMOUNT. -At the request of the transferor or transferee, the Sec-
retary may prescribe a reduced amount to be withheld under
this section if the Secretary determines that to substitute such
reduced amount will not jeopardize the collection of the tax im-
posed by section 871(b)(1) or 882(a)(1).



"(3) PROCEDURAL RULES.-
"(A) REGULATIONS.-Requests for-

"(i) qualifying statements under subsection (b)(4),
"(ii) determinations of transferor's maximum tax li-

ability under paragraph (1), and
"(iii) reductions under paragraph (2) in the amount

required to be withheld,
shall be made at the time and manner, and shall include
such information, as the Secretary shall prescribe by regu-
lations.

"(B) REQUESTS TO BE HANDLED WITHIN 90 DAYS.-The
Secretary shall take action with respect to any request de-
scribed in subparagraph (A) within 90 days after the Secre-
tary receives the request.

"(d) LIABILITY OF TRANSFEROR'S AGENTS OR TRANSFEREE'S
AGENTS.-

"(1) NOTICE OF FALSE AFFIDAVIT; FOREIGN CORPORATIONS.-
If-

"(A) the transferor furnishes the transferee an affidavit
described in paragraph (2)(A) of subsection (b) or a domestic
corporation furnishes the transferee an affidavit described
in paragraph (3) of subsection (b), and

"(B) any transferor's agent or transferee's agent has
actual knowledge that such affidavit is false or the trans-
feror is a foreign corporation,

such agent shall so notify the transferee at such time and in
such manner as the Secretary shall require by regulations.

"(2) FAILURE TO FURNISH NOTICE.-
"(A) IN GENERAL.-If any transferor's agent or transfer-

ee's agent is required by paragraph (1) to furnish notice, but
fails to furnish such notice at such time or times and in
such manner as may be required by regulations, such agent
shall have the same duty to deduct and withhold that the
transferee would have had if such agent had complied with
paragraph (1).

"(B) LIABILITY LIMITED TO AMOUNT OF COMPENSATION. -
An agent's liability under.-subparagraph (A) shall be limit-
ed to the amount of compensation the agent derives from
the transaction.

"(3) TRANSFEROR 'S AGENT.-For purposes of this subsection,
the term 'transferor's agent' means any person who represents
the transferor-

"(A) inany negotiationwith the transferee or any trans-
feree 's agent-related to the transaction, or

"(B) in settling the transaction.
"(4) TRANSFEREE'S AGENT.-For purposes of this subsection,

the term 'transferee's agent' means any person who represents
the transferee-

"(A) in any negotiation with the transferor or any trans-
feror's agent related to the transaction, or

"(B) in settling the transaction.
"(5) SETTLEMENT OFFICER NOT TREATED AS TRANSFEROR 'S

AGENT.-For purposes of this subsection, a person shall not be
treated as a transferor's agent or transferee s agent with respect



to any transaction merely because such person performs I or
more of the following acts:

"(A) The receipt and the disbursement of any portion of
the consideration for the transaction.

"(B) The recording of any document in connection with
the transaction.

"(e) SPECIAL RULES RELATING TO DISTRIBUTIONS, ETC., BY CORPO-

RATIONS, PARTNERSHIPS, TRUSTS, OR ESTATES.-
"(1) CERTAIN DOMESTIC PARTNERSHIPS, TRUSTS, AND ES-

TATES.-A domestic partnership, the trustee of a domestic trust,
or the executor of a domestic estate shall be required to deduct
and withhold under subsection (a) a tax equal to 10 percent of
any amount of which such partnership, trustee, or executor has
custody which is-

"(A) attributable to the disposition of a United States
real property interest (as defined in section 897(c), other
than a disposition described in paragraph (4) or (5)), and

"(B) either-
"(i) includible in the distributive share of a partner

of the partnership who is a foreign person,
"(ii) includible in the income of a beneficiary of the

trust or estate who is a foreign person, or
"(iii) includible in the income of a foreign person

under the provisions of section 671.
"(2) CERTAIN DISTRIBUTIONS BY FOREIGN CORPORATIONS.-In

the case of any distribution by a foreign corporation on which
gain is recognized under subsection (d) or (e) of section 897, the
foreign corporation shall deduct and withhold under subsection
(a) a tax equal to 28 percent of the amount of gain recognized
on such distribution under such subsection.

"(3) DISTRIBUTIONS BY CERTAIN DOMESTIC CORPORATIONS TO

FOREIGN SHAREHOLDERS. -If a domestic corporation which is or
has been a United States real property holding corporation (as
defined in section 897(c)(2)) during the applicable period speci-
fied in section 897(c)(1)(A)(ii) distributes property to a foreign
person in a transaction to which section 302 or part II of sub-
chapter C applies, such corporation shall deduct and withhold
under subsection (a) a tax equal to 10 percent of the amount re-
alized by the foreign shareholder.

"(4) TAXABLE DISTRIBUTIONS BY DOMESTIC OR FOREIGN PART-

NERSHIPS, TRUSTS, OR ESTATES.-A domestic or foreign partner-
ship, the trustee of a domestic or foreign trust, or the executor
of a domestic or foreign estate shall be required to deduct and
withhold under subsection (a) a tax equal to 10 percent of the
fair market value (as of the time of the taxable distribution) of
any United States real property interest distributed to a partner
of the partnership or a beneficiary of the trust or estate, as the
case may be, who is a foreign person in a transaction which
would constitute a taxable distribution under the regulations
promulgated by the Secretary pursuant to section 897(g).

"(5) RULES RELATING TO DISPOSITIONS OF INTEREST IN PART-
NERSHIPS, TRUSTS, OR ESTATES.-To the extent provided in regu-
lations, the transferee of a partnership interest or of a benefi-
cial interest in a trust or estate shall be required to deduct and



withhold under subsection (a) a tax equal to 10 percent of the
amount realized on the disposition.

"(6) REGULATIONS.-The Secretary shall prescribe such regu-
lations as may be necessary to carry out the purposes of this
subsection, including regulations providing for exceptions from
provisions of this subsection.

"(f) DEFINITIONS. -For purposes of this section-
"(1) TRANSFEROR.-The term 'transferor' means the person

disposing of the United States real property interest.
"(2) TRANSFEREE. -The term 'transferee' means the person ac-

quiring the United States real property interest.
"(3) FOREIGN PERSON. -The term 'foreign person' means any

person other than a United States person.
"(4) TRANSFEROR' S MAXIMUM TAX LIABILITY.-The term

'transferor's maximum tax liability' means, with respect to the
disposition of any interest, the sum of-

"(A) the maximum amount which the Secretary deter-
mines could be imposed as tax under section 871(b)(1) or
882(a)(1) by reason of the disposition, plus

"(B) the amount the Secretary determines to be the trans-
feror's unsatisfied withholding liability with respect to
such interest.

"(5) TRANSFEROR 'S UNSATISFIED WITHHOLDING LIABILITY.-

The term 'transferor's unsatisfied withholding liability' means
the withholding obligation imposed by this section on the trans-
feror's acquisition of the United States real property interest or
on the acquisition of a predecessor interest, to the extent such
obligation has not been satisfied."

(2) CLERICAL AMENDMENT.-The table of sections for subchap-
ter A of chapter 3 is amended by adding at the end thereof the
following new item:

"Sec. 1445. Withholding of tax on dispositions of United States real
property interests."

(b) REPORTING REQUIREMENTS LIMITED TO FOREIGN PERSONS
HOLDING DIRECT INVESTMENTS IN UNITED STATES REAL PROPER-
TY. - (1) IN GENERAL.-Section 6039C (relating to returns with re-

spect to United States real property interests) is amended to
read as follows:

"SEC. 6039C. RETURNS WITH RESPECT TO FOREIGN PERSONS HOLDING
DIRECT INVESTMENTS IN UNITED STATES REAL PROPERTY
INTERESTS.

"(a) GENERAL RULE.-To the extent provided in regulations, any
foreign person holding direct investments in United States real
property interests for the calendar year shall make a return setting
forth-

"(1) the name and address of such person,
"(2) a description of all United States real property interests

held by such person at any time during the calendar year, and
"(3) such other information as the Secretary may by regula-

tions prescribe.
"(b) DEFINITION OF FOREIGN PERSONS HOLDING DIRECT INVEST-

MENTS IN UNITED STATES REAL PROPERTY INTERESTS. -For purposes
of this section, a foreign person shall be treated as holding direct
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investments in United States real property interests during any cal-
endar year if--"(1) such person did not engage in a trade or business in the

United States at any time during such calendar year, and
"(2) the fair market value of the United States real property

interests held directly by such person at any time during such
year equals or exceeds $50,000.

"() DEFINITIONS AND SPECIAL RuLE.-For purposes of this sec-
tion-

"(1) UNITED STATES REAL PROPERTY INTERET.-The term
'United States real property interest' has the meaning given to
such term by section 897(c).

"(2) FOREIGN PERSON.-The term 'foreign person' means any
person who is not a United States person.

"(3) ATTRIBUTION OF OWNERSHIP.-For purposes of subsection
(b)(2)-

"(A) INTERESTS HELD BY PARTNERSHIPS, ETC.-United
States real property interests held by a partnership, trust,
or estate shall be treated as owned proportionately by its
partners or beneficiaries.

"(B) INTERESTS HELD BY FAMILY MEMBERS.-United
States real property interests held by the spouse or any
minor child of an individual shall be treated as owned by
such individual.

"(4) TIME AND MANNER OF FILING RETURN.-All returns re-
quired to be made under this section shall be made at such
time and in such manner as the Secretary shall by regulations
prescribe.

"(d) SPECIAL RULE FOR UNITED STATES INTEREST AND VIRGIN IS-
LANDS INTEREST.-A nonresident alien individual or foreign corpo-
ration subject to tax under section 897(a) shall pay any tax and file
any return required by this title-

"(1) to the United States, in the case of any interest in real
property located in the United States and an interest (other
than an interest solely as a creditor) in a domestic corporation
(with respect to the United States) described in section
897(c)(1)(A)(ii), and

"(2) to the Virgin Islands, in the case of any interest in real
property located in the Virgin Islands and an interest (other
than an interest solely as a creditor) in a domestic corporation
(with respect to the Virgin Islands) described in section
897(c)(1)(A)(ii)."

(2) CLERICAL AMENDMENT.-The table of sections for subpart
A of part III of subchapter A of chapter 61 is amended by strik-
ing out the item relating to section 6039C and inserting in lieu
thereof the following:

"Sec. 6039C. Returns with respect to foreign persons holding direct
investments in United States real property interests."

(c) EFFECTIVE DATES. -
(1) IN GENERAL.-The amendments made by subsection (a)

shall apply to any disposition on or after January 1, 1985.
(2) REPORTING REQUIREMENTS.-The amendments made by

subsection (b) shall apply to calendar year 1980 and subsequent
calendar years.



SEC. 130. TREATMENT OF PAYMENTS TO GUAM AND VIRGIN ISLANDS COR-
PORA TIONS.

(a) GENERAL RULE. -Subsection (b) of section 881 (relating to ex-
ception for Guam corporations) is amended to read as follows:

"(b) EXCEPTION FOR CERTAIN GUAM AND VIRGIN ISLANDS CORPO-
RATIONS. -

"(1) IN GENERAL.-For purposes of this section, a corporation
created or organized in Guam or the Virgin Islands or under
the law of Guam or the Virgin Islands shall not be treated as a
foreign corporation for any taxable year if-

"(A) at all times during such taxable year less than 25
percent in value of the stock of such corporation is owned
(directly or indirectly) by foreign persons, and

"(B) at least 20 percent of the gross income of such corpo-
ration is shown to the satisfaction of the Secretary to have
been derived from sources within Guam or the Virgin Is-
lands (as the case may be) for the 3-year period ending with
the close of the preceding taxable year of such corporation
(or for such part of such period as the corporation has been
in existence).

"(2) PARAGRAPH (1) NOT TO APPLY TO TAX IMPOSED IN GUAM.-
For purposes of applying this subsection with respect to income
tax liability incurred to Guam-

"(A) Paragraph (1) shall not apply, and
"(B) for purposes of this section, the term 'foreign corpo-

ration' does not include a corporation created or organized
in Guam or under the law of Guam.

"(3) DEFINITIONS. -
"(A) FOREIGN PERSON.-For purposes of paragraph (1),

the term 'foreign person' means any person other than-
"(i) a United States person, or
"(ii) a person who would be a United States person if

references to the United States in section 7701 included
references to a possession of the United States.

"(B) INDIRECT OWNERSHIP RULES.-For purposes of para-
graph (1), the rules of section 318(a)(2) shall apply except
that '5 percent' shall be substituted for '50 percent' in sub-
paragraph (C) thereof

"(4) CROSS REFERENCE.-
"For tax imposed in the Virgin Islands, see sections 934 and 934A."

(b) WITHHOLDING OF TAx.-Subsection (c) of section 1442 (relating
to exception for Guam corporations) is amended to read as follows:

"(c) EXCEPTION FOR CERTAIN GUAM AND VIRGIN ISLANDS CORPO-
RATIONS. -

"(1) IN GENERAL.-For purposes of this section, the term 'for-
eign corporation' does not include a corporation created or orga-
nized in Guam or the Virgin Islands or under the law of Guam
or the Virgin Islands if the requirements of subparagraphs (A)
and (B) of section 881(b)(1) are met with respect to such corpora-
tion.

"1(2) PARAGRAPH (1) NOT TO APPLY TO TAX IMPOSED IN GUAM.-
For purposes of applying this subsection with respect to income
tax liability incurred to Guam-

"(A) paragraph (1) shall not apply, and
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"(B) for purposes of this section, the term 'foreign corpo-
ration' does not include a corporation created or organized
in Guam or under the law of Guam.

"(3) CROSS REFERENCE. -
"For tax imposed in the Virgin Islands, see sections 934 and 934A."

(c) TECHNICAL AMENDMENT.-Subparagraph (B) of section 7651(5)
is amended by inserting "(other than section 881(b)(1))" after "For
purposes of this title".

(d) EFFECTIVE DATE.-The amendments made by this section
shall apply to payments made after March 1, 1984, in taxable years
ending after such date.

PART III-TAXATION OF CERTAIN TRANSFERS OF
PROPERTY OUTSIDE THE UNITED STATES

SEC. 131. TAXATION OF CERTAIN TRANSFERS OF PROPERTY OUTSIDE THE
UNITED STATES.

(a) IN GENERAL.-Subsection (a) of section 367 (relating to trans-
fers of property from the United States) is amended to read as fol-
lows:

"(a) TRANSFERS OF PROPERTY FROM THE UNITED STATES.-

"(1) GENERAL RULE.-If, in connection with any exchange de-
scribed in section 332, 351, 354, 355, 356, or 361, a United States
person transfers property to a foreign corporation, such foreign
corporation shall not, for purposes of determining the extent to
which gain shall be recognized on such transfer, be considered
to be a corporation.

"(2) EXCEPTION FOR CERTAIN STOCK OR SECURITIES. -Except to

the extent provided in regulations, paragraph (1) shall not
apply to the transfer of stock or securities of a foreign corpora-
tion which is a party to the exchange or a party to the reorgani-
zation.

"(3) EXCEPTION FOR TRANSFERS OF CERTAIN PROPERTY USED

IN THE ACTIVE CONDUCT OF A TRADE OR BUSINESS.--
"(A) IN GENERAL.-Except as provided in regulations pre-

scribed by the Secretary, paragraph (1) shall not apply to
any property transferred to a foreign corporation for use by
such foreign corporation in the active conduct of a trade or
business outside of the United States.

"(B) PARAGRAPH NOT TO APPLY TO CERTAIN PROPERTY.-

Except as provided in regulations prescribed by the Secre-
tary, subparagraph (A) shall not apply to any-

"(i) property described in paragraph (1) or (3) of sec-
tion 1221 (relating to inventory and copyrights, etc.),

"(ii) installment obligation, accounts receivable, or
similar property,

"(iii) foreign currency or other property denominated
in foreign currency,

"(iv) intangible property (within the meaning of sec-
tion 936(h)(3)(B)), or

"(v) property with respect to which the transferor is a
lessor at the time of the transfer, except that this
clause shall not apply if the transferee was the lessee.



"(C) TRANSFER OF FOREIGN BRANCH WITH PREVIOUSLY DE-
DUCTED LOSSES.-Except as provided in regulations pre-
scribed by the Secretary, subparagraph (A) shall not apply
to gain realized on the transfer of the assets of a foreign
branch of a United States person to a foreign corporation in
an exchange described in paragraph (1) to the extent that-

"(i) the sum of losses-
"(I) which were incurred by the foreign branch

before the transfer, and
"(II) with respect to which a deduction was al-

lowed to the taxpayer, exceeds
"(ii) the sum of-

"(I) any taxable income of such branch for a tax-
able year after the taxable year in which the loss
was incurred and through the close of the taxable
year of the transfer, and

"(II) the amount which is recognized under sec-
tion 904(f)(3) on account of the transfer.

Any gain recognized by reason of the preceding sentence
shall be treated for purposes of this chapter as income from
sources outside the United States having the same charac-
ter as such losses had.

"(4) SPECIAL RULE FOR TRANSFER OF PARTNERSHIP INTER-

ESTs.-Except as provided in regulations prescribed by the Sec-
retary, a transfer by a United States person of an interest in a
partnership to a foreign corporation in an exchange described
in paragraph (1) shall, for purposes of this subsection, be treat-
ed as a transfer to such corporation of such person's pro rata
share of the assets of the partnership.

"(5) SECRETARY MAY EXEMPT CERTAIN TRANSACTIONS FROM
APPLICATION OF THIS SUBSECTION. -Paragraph (1) shall not
apply to the transfer of any property which the Secretary, in
order to carry out the purposes of this subsection, designates by
regulation."

(b) SPECIAL RULES FOR TRANSFERS OF INTANGIBLES.-Subsection
(d) of section 367 (relating to special rule for transfer of intangibles
by possession corporations) is amended to read as follows:

"(d) SPECIAL RULES RELATING TO TRANSFERS OF INTANGIBLES.-

"(1) IN GENERAL.-Except as provided in regulations pre-
scribed by the Secretary, if a United States person transfers any
intangible property (within the meaning of section 936(h)(3)(B))
to a foreign corporation in an exchange described in section 351
or 361-

"(A) subsection (a) shall not apply to the transfer of such
property, and

"(B) the provisions of this subsection shall apply to such
transfer.

"(2) TRANSFER OF INTANGIBLES TREATED AS TRANSFER PURSU-

ANT TO SALE OF CONTINGENT PA YMENTS.--

"(A) IN GENERAL.-If paragraph (1) applies to any trans-
fer, the United States person transferring such property
shall be treated as-



"(0 having sold such property in exchange for pay-
ments which are contingent upon the productivity, use,
or disposition of such property, and

"(ii) receiving amounts which reasonably reflect the
amounts which would have been received-

"(I) annually in the form of such payments over
the useful life of such property, or

"(II) in the case of a disposition following such
transfer (whether direct or indirect), at the time of
the disposition.

"(B) EFFECT ON EARNINGS AND PROFITS.-For purposes of
this chapter, the earnings and profits of a foreign corpora-
tion to which the intangible property was transferred shall
be reduced by the amount required to be included in the
income of the transferor of the intangible property under
subparagraph (A)(ii).

"(C) AMOUNTS RECEIVED TREATED AS UNITED STATES

SOURCE ORDINARY INCOME.-For purposes of this chapter,
any amount included in gross income by reason of this sub-
section shall be treated as ordinary income from sources
within the United States."

(c) TREATMENT OF LIQUIDATIONS UNDER SECTION 336.-Section
367 is amended by redesignating subsection (e) as subsection (f) and
by inserting after subsection (d) the following new subsection:

"(e) TREATMENT OF LIQUIDATIONS UNDER SECTION 336.-In the
case of any distribution described in section 336 by a domestic corpo-
ration which is made to a person who is not a United States person,
to the extent provided in regulations, gain shall be recognized under
principles similar to the principles of this section."

(d) SECRETARY MUST BE NOTIFIED OF TRANSACTIONS DESCRIBED

IN SECTION 367.-
(1) NOTIFICATION REQUIREMENT. -Subpart A of part III of

subchapter A of chapter 61 is amended by adding after section
6038A the following new section:

"SEC. 6038B. NOTICE OF CERTAIN TRANSFERS TO FOREIGN PERSONS.
"(a) IN GENERAL.-Each United States person who-

"(1) transfers property to a foreign corporation in an exchange
described in section 332, 351, 354, 355, 356, or 361, or

"(2) makes a distribution described in section 336 to a person
who is not a United States person,

shall furnish to the Secretary, at such time and in such manner as
the Secretary shall by regulations prescribe, such information with
respect to such exchange or distribution as the Secretary may re-
quire in such regulations.

"(b) PENALTY FOR FAILURE TO FURNISH INFORMATION.-
"(1) IN GENERAL-If any United States person fails to fur-

nish the information described in subsection (a) at the time and
in the manner required by regulations, such person shall pay a
penalty equal to 25 percent of the amount of the gain realized
on the exchange.

"(2) REASONABLE CAUSE EXCEPTION.-Paragraph (1) shall not
apply to any failure if the United States person shows such fail-
ure is due to reasonable cause and not to willful neglect."



(2) EXTENSION OF PERIOD FOR ASSESSMENT AND COLLECTION

WHERE SECRETARY NOT NOTIFIED.-Subsection (c) of section 6603
(relating to exceptions to limitations on assessment and collec-
tion) is amended by adding at the end thereof the following
new paragraph:

"(8) FAILURE TO NOTIFY SECRETARY UNDER SECTION 6038B.-In

the case of any tax imposed on any exchange by reason of sub-
section (a) or (d) of section 367, the time for assessment of such
tax shall not expire before the date which is 3 years after the
date on which the Secretary is notified of such exchange under
section 6038B(a). "

(3) CONFORMING AMENDMENT.-The table of sections for sub-
part A of part III of subchapter A of chapter 61 is amended by
adding after the item relating to section 6038A the following
new item:

"Sec. 6038B. Notice of certain transfers to foreign persons."

(e) REPEAL OF DECLARATORY JUDGMENT PROVISIONS INVOLVING

TRANSFERS OF PROPERTY FROM THE UNITED STATES. -

(1) IN GENERAL.-Section 7477 is hereby repealed.
(2) CONFORMING AMENDMENTS. -

(A) Section 7482(b)(1) (relating to venue for review of Tax
Court decisions) is amended by striking out subparagraph
(D) and by redesignating subparagraphs (E) and (F) as sub-
paragraphs (D) and (E), respectively.

(B) The table of sections for part IV of subchapter C of
chapter 76 is amended by striking out the item relating to
section 7477.

(I) TRANSFERS To A VOID INCOME TAX. -

(1) IN GENERAL.-Section 1492 (relating to nontaxable trans-
fers) is amended-

(A) by striking out paragraphs (2) and (3) and by insert-
ing in lieu thereof-

"(2) To a transfer-
"(A) described in section 367, or
"(B) not described in section 367 but with respect to

which the taxpayer elects (before the transfer) the applica-
tion of principles similar to the principles of section 367,
or", and

(B) by redesignating paragraph (4) as paragraph (3).
(2) CONFORMING AMENDMENT. -Subsection (b) of section 1494

(relating to abatement or refund) is amended to read as follows:
"(b) ABATEMENT OR REFUND.-Under regulations prescribed by

the Secretary, the tax may be abated, remitted, or refunded if the
taxpayer, after the transfer, elects the application of principles simi-
lar to the principles of section 367."

(g) EFFECTIVE DATES. -
(1) IN GENERAL.-The amendments made by this section shall

apply to transfers or exchanges after December 31, 1984, in tax-
able years ending after such date.

(2) SPECIAL RULE FOR CERTAIN TRANFERS OF INTANGIBLES.-
(A) IN GENERAL.-If after June 6, 1984, and before Janu-

ary 1, 1985, a United States person transfers any intangible
property (within the meaning of section 936(h)(3)(B) of the



Internal Revenue Code of 1954) to a foreign corporation or
in a transfer described in section 1491, such transfer shall
be treated for purposes of sections 367(a), 1492(2), and
1494(b) of such Code as pursuant to a plan having as one of
its principal purposes the avoidance of Federal income tax.

(B) WAivER.-Subject to such terms and conditions as the
Secretary of the Treasury or his delegate may prescribe, the
Secretary may waive the application of subparagraph (A)
with respect to any transfer.

(3) RULING REQUEST BEFORE MARCH 1, 1984.-The amend-
ments made by this section (and the provisions of paragraph (2)
of this subsection) shall not apply to any transfer or exchange of
property described in a request filed before March 1, 1984,
under section 367(a), 1492(2), or 1494(b) of the Internal Revenue
Code of 1954 (as in effect before such amendments).

PART IV-MISCELLANEOUS FOREIGN CORPORATE
PRO VISIONS

SEC. 132. AMENDMENTS RELATED TO FOREIGN PERSONAL HOLDING COM-
PANIES.

(a) ATTRIBUTION FROM FAMILY MEMBERS AND PARTNERSHIPS.-

Section 554 (relating to stock ownership) is amended by adding at
the end thereof the following new subsection:

"(c) SPECIAL RULES FOR APPLICATION OF SUBSECTION (a)(2).-For
purposes of the stock ownership requirement provided in section
552(a)(2)-

"(1) stock owned by a nonresident alien individual (other
than a foreign trust or foreign estate) shall not be considered by
reason of so much of subsection (a)(2) as relates to attribution
through family membership as owned by a citizen or by a resi-
dent alien individual who is not the spouse of the nonresident
individual and who does not otherwise own stock in such corpo-
ration (determined after the application of subsection (a), other
than attribution through family membership), and

"(2) stock of a corporation owned by any foreign person shall
not be considered by reason of so much of subsection (a)(2) as
relates to attribution through partners as owned by a citizen or
resident of the United States wh& does not otherwise own stock
in such corporation (determined after application of subsection
(a) and paragraph (1), other than attribution through part-
ners)."

(b) INCLUSION IN INCOME OF UNITED STATES PERSONS HOLDING

INTEREST THROUGH FOREIGN ENTITY.-Section 551 (relating to for-
eign personal holding company income taxed to United States share-
holders) is amended by redesignating subsection (f) as subsection (g)
and by inserting after subsection (e) the following new subsection:

"(f) STOCK HELD THROUGH FOREIGN ENTITY. -For purposes of this
section, stock of a foreign personal holding company owned (directly
or through the application of this subsection) by-

"(1) a partnership, estate, or trust which is not a United
States shareholder, or

"(2) a foreign corporation which is not a foreign personal
holding company,



shall be considered as being owned proportionately by its partners,
beneficiaries, or shareholders. In any case to which the preceding
sentence applies, the Secretary may by regulations provide for such
adjustments in the application of this part as may be necessary to
carry out the purposes of the preceding sentence."

(c) COORDINATION OF SUBPART F WITH FOREIGN PERSONAL HOLD-

ING COMPANY PROVISIONS. -

(1) IN GENERAL.-Subsection (d) of section 951 (relating to co-
ordination with foreign personal holding company provisions) is
amended to read as follows:

"(d) COORDINATION WITH FOREIGN PERSONAL HOLDING COMPANY

PROvISIONS.-If but for this subsection, an amount would be in-
cluded in the gross income of a United States shareholder for any
taxable year both under subsection (a)(1)(A)(i) and under section
551(b) (relating to foreign personal holding company income includ-
ed in gross income of United States shareholder), such amount shall
be included in the gross income of such shareholder only under sub-
section (a)(1)(A). "

(2) CERTAIN DIVIDENDS AND INTEREST NOT TAKEN INTO AC-

COUNT FOR PERSONAL HOLDING COMPANY DETERMINATION. -Sec-

tion 552 (defining foreign personal holding company) is amend-
ed by adding at the end thereof the following new subsection:

"(c) CERTAIN DIVIDENDS AND INTEREST NOT TAKEN INTO Ac-
COUNT.-For purposes of subsection (a)(1) and section 553(a)(1), gross
income and foreign personal holding company income shall not in-
clude any dividends and interest which-

"(1) are described in subparagraph (A) of section 954(c)(4), and
"(2) are received from a related person which is not a foreign

personal holding company (determined without regard to this
subsection)."

(d) EFFECTIVE DATES. -
(1) SUBSECTIONS (a) AND (b).-

(A) IN GENERAL.-Except as provided in subparagraph
(B), the amendments made by subsections (a) and (b) shall
apply to taxable years of foreign corporations beginning
after December 31, 1983.

(B) 1-YEAR EXTENSION FOR CERTAIN TRUSTS CREATED

BEFORE JUNE 30, 1953.-

(i) IN GENERAL.-The amendment made by subsection
(b) shall apply to taxable years of a foreign corporation
beginning after December 31, 1984, with respect to stock
of such corporation which is held (directly or indirect-
ly, within the meaning of section 554 of the Internal
Revenue Code of 1954) by a trust created before June
30, 1953, if-

(I) none of the beneficiaries of such trust was a
citizen or resident of the United States at the time
of its creation or within 5 years thereafter, and

(II) such trust does not, after July 1, 1983, ac-
quire (directly or indirectly) stock of any foreign
personal holding company other than a company
described in clause (ii).

(ii) DESCRIPTION OF COMPANY.-A company is de-

scribed in this clause if-



(I) substantially all of the assets of such compa-
ny are stock or assets previously held by such trust,
or

(II) such company ceases to be a foreign personal
holding company before January 1, 1985.

(2) SUBSECTION (c).-
(A) The amendment made by paragraph (1) of subsection

(c) shall apply to taxable years of United States sharehold-
ers beginning after the date of the enactment of this Act.

(B) The amendment made by paragraph (2) of subsection
(c) shall apply to taxable years of foreign corporations be-
ginning after March 15, 1984.

SEC. 133. AMENDMENTS RELATED TO SECTION 1248.
(a) SECTION 1248 To APPLY TO CERTAIN INDIRECT TRANSFERS OF

STOCK IN A FOREIGN CORPORATION.-Section 1248 (relating to gain
from certain sales or exchanges of stock in foreign corporations) is
amended by adding at the end thereof the following new subsection:

"(i) TREATMENT OF CERTAIN INDIRECT TRANSFERS.-

"(1) IN GENERAL.-If any shareholder of a 10-percent corpo-
rate, shareholder of a foreign corporation exchanges stock of the
10-percent corporate shareholder for stock of the foreign corpo-
ration, for purposes of this section, the stock of the foreign cor-
poration received in such exchange shall be treated as if it had
been- "(A) issued to the 10-percent corporate shareholder, and

"(B) then distributed by the 10-percent corporate share-
holder to such shareholder in redemption of his stock.

"(2) 10-PERCENT CORPORATE SHAREHOLDER DEFINED.-For pur-
poses of this subsection, the term '10-percent corporate share-
holder' means any domestic corporation which, as of the day
before the exchange referred to in paragraph (1), satisfies the
stock ownership requirements of subsection (a)(2) with respect to
the foreign corporation. "

(b) ELIMINATION OF DOUBLE TAXATION OF EARNINGS AND PROFITS

OF CERTAIN FOREIGN CORPORATIONS.-

(1) Section 959 (relating to exclusion from gross income of pre-
viously taxed earnings and profits) is amended by adding at the
end thereof the following new subsection:

"(e) COORDINATION WITH AMOUNTS PREVIOUSLY TAXED UNDER
SECTION 1248.-For purposes of this section and section 960(b), any
amount included in the gross income of any person as a dividend by
reason of subsection (a) or (f) of section 1248 shall be treated as an
amount included in the gross income of such person under section
951(a)(1)(A). "

(2) Section 1248 is amended by adding at the end thereof the
following new subsection:

"(") CROSS REFERENCE.-
"For provision excluding amounts previously taxed under this section from

gross income when subsequently distributed see section 959(e). "
(C) CLARIFICATION OF SECTION 1248(c)(2)(D).-Subparagraph (D) of

section 1248(c)(2) (relating to earnings and profits of Eubsidiaries of
foreign corporations) is amended by striking out "section 958(a)(2)"
and inserting in lieu thereof "section 958(a)'.

(d) EFFECTIVE DATES.-



(1) SUBSECTION (a).-The amendment made by subsection (a)
shall apply to exchanges after the date of the enactment of this
Act in taxable years ending after such date.

(2) SUBSECTIONS (b) AND (c).-Except as provided in para-
graph (3), the amendments made by subsections (b) and (c) shall
apply with respect to transactions to which subsection (a) or (f)
of section 1248 of the Internal Revenue Code of 1954 applies oc-
curring after the date of the enactment of this Act.

(3) ELECTION OF EARLIER DATE FOR CERTAIN TRANSACTIONS.-

(A) IN GENERAL.-If the appropriate election is made
under subparagraph (B), the amendments made by subsec-
tion (b) shall apply with respect to transactions to which
subsection (a) or (f) of section 1248 of such Code applies oc-
curring after October 9, 1975.

(B) ELECTION. -
(i) Subparagraph (A) shall apply with respect to

transactions to which subsection (a) of section 1248 of
such Code applies if the foreign corporation described
in such subsection (or its successor in interest) so elects.

(ii) Subparagraph (A) shall apply with respect to
transactions to which subsection (f) of section 1248 of
such Code applies if the domestic corporation described
in section 1248(f)(1) of such Code (or its successor) so
elects.

(iii) Any election under clause (i) or (ii) shall be
made not later than 180 days after the date of the en-
actment of this Act and shall be made in such manner
as the Secretary of the Treasury or his delegate shall
prescribe.

SEC. 134. DEFINITION OF FOREIGN INVESTMENT COMPANY.

(a) GENERAL RuLE. -Paragraph (2) of section 1246(b) (defining for-
eign investment company) is amended to read as follows:

"(2) engaged (or holding itself out as being engaged) primarily
in the business of investing, reinvesting, or trading in-

"(A) securities (as defined in section 2(a)(36) of the Invest-
ment Company Act of 1940, as amended),

"(B) commodities, or
"(C) any interest (including a futures or forward contract

or option) in property described in subparagraph (A) or (B),
at a time when 50 percent or more of the total combined voting
power of all classes of stock entitled to vote, or the total value
of all classes of stock, was held directly (or indirectly through
applying paragraphs (2) and (3) of section 958(a) and paragraph
(4) of section 318(a)) by United States persons (as defined in sec-
tion 7701(a)(30))."

(b) EFFECTIVE DATES.-
(1) IN GENERAL.-Except as provided in paragraph (2), the

amendment made by subsection (a) shall apply to sales and ex-

changes (and distributions) on or after September 29, 1983, in
taxable years ending on or after such date.

(2) STOCK HELD ON SEPTEMBER 29, 1983.-In the case of a sale

or exchange (or distribution) not later than the date which is 1

year after the date of the enactment of this Act, the amendment



made by subsection (a) shall not apply with respect to stock held
by the taxpayer continuously from September 29, 198, to the
date of such sale or exchange (or distribution).

SEC. 135. APPLICATION OF COLLAPSIBLE CORPORATION RULES TO FOR-
EIGN CORPORATIONS.

(a) IN GENERAL.-Subsection (f) of section 341 (relating to collapsi-
ble corporations) is amended by adding at the end thereof the fol-
lowing new paragraph:

"(8) SPECIAL RULE FOR FOREIGN CORPORATIONS.-Except to
the extent provided in regulations prescribed by the Secretary-

"(A) any consent given by a foreign corporation under
paragraph (1) shall not be effective, and

"(B) paragraph (3) shall not apply if the transferee is a
foreign corporation."

(b) EFFECTIVE DATE.-The amendment made by subsection (a)
shall take effect on the date of the enactment of this Act.
SEC. 136. STAPLED STOCK; STAPLED ENTITIES.

(a) GENERAL RULE.-Part IX of subchapter B of chapter 1 is
amended by inserting after section 269A the following new section:
"SEC. 269B. STAPLED ENTITIES.

"(a) GENERAL RuLE.-Except as otherwise provided by regula-
tions, for purposes of this title-

"(1) if a domestic corporation and a foreign corporation are
stapled entities, the foreign corporation shall be treated as a do-
mestic corporation.

"(2) in applying section 156, stock in a second corporation
which constitutes a stapled interest with respect to stock of a
first corporation shall be treated as owned by such first corpora-
tion, and

"(3) in applying subchapter M for purposes of determining
whether any stapled entity is a regulated investment company
or a real estate investment trust, all entities which are stapled
entities with respect to each other shall be treated as 1 entity.

"(b) SECRETARY To PRESCRIBE REGULATIONS.-The Secretary
shall prescribe such regulations as may be necessary to prevent
avoidance or evasion of Federal income tax through the use of sta-
pled entities. Such regulations may include (but shall not be limited
to) regulations providing the extent to which 1 of such entities shall
be treated as owning the other entity (to the extent of the stapled
interest).

"(c) DEFINITIONS.-For purposes of this section-
"(1) ENTITY.-The term 'entity' means any corporation, part-

nership, trust, association, estate, or other form of carrying on a
business or activity.

"(2) STAPLED ENTITIES.-The term 'stapled entities' means
any group of 2 or more entities if more than 50 percent in value
of the beneficial ownership in each of such entities consists of
stapled interests.

"(2) STAPLED INTERESTS.-Two or more interests are stapled
interests if, by reason of form of ownership, restrictions on
transfer, or other terms or conditions, in connection with the
transfer of I of such interests the other such interests are also
transferred or required to be transferred.



"(d) SPECIAL RULE FOR TREATIES.-Nothing in section 894 or
7852(d) or in any other provision of law shall be construed as per-
mitting an exemption, by reason of any treaty obligation of the
United States heretofore or hereafter entered into, from the provi-
sions of this section."

(b) CLERICAL AMENDMENT.-The table of sections for part IX of
subchapter B of chapter 1 is amended by inserting after the item re-
lating to section 269A the following new item:

"Sec. 269B. Stapled entities.

(c) EFFECTIVE DATES. -
(1) IN GENERAL.-Except as otherwise provided in this subsec-

tion, the amendments made by this section shall take effect on
the date of the enactment of this Act.

(2) INTERESTS STAPLED AS OF JUNE 30, 1983.-Except as other-
wise provided in this subsection, in the case of any interests
which on June 30, 1983, were stapled interests (as defined in
section 269B(c)(3) of the Internal Revenue Code of 1954 (as
added by this section)), the amendments made by this section
shall take effect on January 1, 1985 (January 1, 1987, in the
case of stapled interests in a foreign corporation).

(3) CERTAIN STAPLED ENTITIES WHICH INCLUDE REAL ESTATE

INVESTMENT TRUST.-Paragraph (3) of section 269B(a) of such
Code shall not apply in determining the application of the pro-
visions of part II of subchapter M of chapter 1 of such Code to
any real estate investment trust which is part of a group of sta-
pled entities if-

(A) all members of such group were stapled entities as of
June 30, 1983, and

(B) as of June 30, 1983, such group included one or more
real estate investment trusts.

(4) CERTAIN STAPLED ENTITIES WHICH INCLUDE PUERTO RICAN

CORPORATIONS. -

(A) Paragraph (1) of section 269B(a) of such Code shall
not apply to a domestic corporation and a qualified Puerto
Rican corporation which, on June 30, 198, were stapled en-
tities.

(B) For purposes of subparagraph (A), the term "qualified
Puerto Rican corporation" means any corporation orga-
nized in Puerto Rico-

(i) which is described in section 957(c) of such Code
or would be so described if any dividends it received
from any other corporation described in such section
957(c) were treated as gross income of the type described
in such section 957(c), and

(ii) does not, at any time during the taxable year,
own (within the meaning of section 958 of such Code
but before applying paragraph (2) of section 269B(a) of
such Code) any stock of any corporation which is not
described in such section 957(c).

(5) TREATY RULE NOT TO APPLY TO STAPLED ENTITIES ENTI-

TLED TO TREATY BENEFITS AS OF JUNE 30, 1983.-In the case of

any entity which was a stapled entity as of June 30, 1983, sub-

section (d) of section 269B of such Code shall not apply to any



treaty benefit to which such entity was entitled as of June 30,
1983.

(6) ELECTIONS TO TREAT STAPLED FOREIGN ENTITIES AS SUB-
SIDIARIES. -

(A) IN GENERAL.-In the case of any foreign corporation
and domestic corporation which as of June 30, 198, were
stapled entities, such domestic corporation may elect (in
lieu of applying paragraph (1) of section 269B(a) of such
Code) to be treated as owning all interests in the foreign
corporation which constitute stapled interests with respect
to stock of the domestic corporation.

(B) ELECTION.-Any election under subparagraph (A)
shall- be made not later than 180 days after the date of the
enactment of this Act and shall be made in such manner
as the Secretary of the Treasury or his delegate shall pre-
scribe.

(C) ELECTION IRREVOCABLE. -Any election under subpara-
graph (A), once made, may be revoked only with the consent
of the Secretary of the Treasury or his delegate.

(7) OTHER STAPLED ENTITIES WHICH INCLUDE REAL ESTATE IN-
VESTMENT TRUST.-

(A) IN GENERAL.-Paragraph (3) of section 269B(a) of
such Code shall not apply in determining the application of
the provisions of part II of subchapter Mtof chapter 1 of
such Code to any qualified real estate -investment trust
which is a part of a group of stapled entities-

(i) which was created pursuant to a written board of
directors resolution adopted before April 15, 1984, and

(ii) all members of such group were stapled entities
as of June 16, 1985.

(B) QUALIFIED REAL ESTATE INVESTMENT TRUST.-The
term "qualified real estate investment trust" means any
real estate trust-

(i) at least 75 percent of the gross income of which is
derived from interest on obligations secured by mort-
gages on real property (as defined in section 856 of such
Code),

(ii) with respect to which the interest on the obliga-
tions described in clause (i) made or acquired by such
trust (other than to persons who are independent con-
tractors, as defined in section 856(d)(3) of such Code) is
at an arm's length rate or a rate not more than 1 per-
centage point greater than the associated borrowing
cost of the trust, and

(iii) with respect to which any real property held by
the trust is not used in the trade or business of any
other member of the group of stapled entities.

SEC. 137. SERVICES RELATING TO INSURANCE POLICIES ARE TREATED AS
PERFORMED IN COUNTRY OF RISK

(a) IN GENERAL.-Subsection (e) of section 954 (defining foreign
base company services income) is amended by adding at the end
thereof the following new sentence: "For purposes of paragraph (2),
any services performed with respect to any policy of insurance or re-



insurance with respect to which the primary insured is a related
person (within the meaning of section 864(d)(4)) shall be treated as
having been performed in the country within which the insured
hazards, risks, losses, or liabilities occur, and except as provided in
regulations prescribed by the Secretary, rules similar to the rules of
section 953(b) shall be applied in determining the income from such
services."

(b) EFFECTIVE DATE.-The amendments made by subsection (a)
shall apply to taxable years of controlled foreign corporations begin-
ning after the date of the enactment of this Act.

PART V-TREATMENT OF ALIEN INDIVIDUALS

SEC. 138. DEFINITION OF RESIDENT ALIEN AND NONRESIDENT ALIEN.

(a) GENERAL RuLE.-Section 7701 (relating to definitions) is
amended by redesignating subsections (b), (c), and (d) as subsections
(c), (d), and (e), respectively, and by inserting after subsection (a) the
following new subsection:

"(b) DEFINITION OF RESIDENT ALIEN AND NONRESIDENT ALIEN.-

"(1) IN GENERAL.-For purposes of this title (other than sub-
title B)-

"(A) RESIDENT ALIEN.-An alien individual shall be
treated as a resident of the United States with respect to
any calendar year if (and only if) such individual meets the
requirements of clause (i) or (ii):

"(i) LAWFULLY ADMITTED FOR PERMANENT RESI-

DENCE.-Such individual is a lawful permanent resi-
dent of the United States at any time during such cal-
endar year.

"(ii) SUBSTANTIAL PRESENCE TEST.-Such individual
meets the substantial presence test of paragraph (3).

"(B) NONRESIDENT ALIEN.-An individual is a nonresi-
dent alien if such individual is neither a citizen of the
United States nor a resident of the United States (within
the meaning of subparagraph (A)).

"(2) SPECIAL RULES FOR FIRST AND LAST YEAR OF RESIDEN-

CY.-
"(A) FIRST YEAR OF RESIDENCY.-

"(i) IN GENERAL.-If an alien individual is a resident
of the United States under paragraph (1)(A) with re-
spect to any calendar year, but was not a resident of
the United States at any time during the preceding cal-
endar year, such alien individual shall be treated as a
resident of the United States only for the portion of
such calendar year which begins on the residency start-
ing date.

"(ii) RESIDENCY STARTING DATE FOR INDIVIDUALS

LAWFULLY ADMITTED FOR PERMANENT RESIDENCE.-In

the case of an individual who is a lawfully permanent
resident of the United States at any time during the
calendar year, but does not meet the substantial pres-

ence test of paragraph (3), the residency starting date

shall be the first day in such calendar year on which
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he was present in the United States while a lawful per-
manent resident of the United States.

"(iii) RESIDENCY STARTING DATE FOR INDIVIDUALS

MEETING SUBSTANTIAL PRESENCE TEST.-In the case of
an individual who meets the substantial presence test
of paragraph (3) with respect to any calendar year, the
residency starting date shall be the first day during
such calendar year on which the individual is present
in the United States.

"(B) LAST YEAR OF RESIDENCY.-An alien individual
shall not be treated as a resident of the United States
during a portion of any calendar year if-

"(i) such portion is after the last day in such calen-
dar year on which the individual was present in the
United States (or, in the case of an individual de-
scribed in paragraph (1)(A)(i), the last day on which he
was so described),

"(ii) during such portion the individual has a closer
connection to a foreign country than to the United
States, and

"(iii) the individual is not a resident of the United
States at any time during the next calendar year.

"(C) CERTAIN NOMINAL PRESENCE DISREGARDED. -

"(i) IN GENERAL.-For purposes of subparagraphs
(A)(iii) and (B), an individual shall not be treated as
present in the United States during any period for
which the individual establishes that he has a closer
connection to a foreign country than to the United
States.

"(ii) NOT MORE THAN 10 DAYS DISREGARDED.-Clause

(i) shall not apply to more than 10 days on which the
individual is present in the United States.

"(3) SUBSTANTIAL PRESENCE TEST. -
"(A) IN GENERAL.-Except as otherwise provided in this

paragraph, an individual meets the substantial presence
test of this paragraph with respect to any calendar year
(hereinafter in this subsection referred to as the 'current
year') if-

"(i) such individual was present in the United States
on at least 31 days during the calendar year, and

"(ii) the sum of the number of days on which such
individual was present in the United States during the
current year and the 2 preceding calendar years (when
multiplied by the applicable multiplier determined
under the following table) equals or exceeds 183 days:
"In the case of days in: The applicable multiplier is:

Current year ................................................................ .1
1st preceding year ....................................................... ./3
2nd preceding year ..................................................... . . /6

"(B) EXCEPTION TW1HERE INDIVIDUAL IS PRESENT IN THE

UNITED STATES DURING LESS THAN ONE-HALF OF CURRENT
YEAR AND CLOSER CONNECTION TO FOREIGN COUNTRY IS ES-

TABLISHED.-An individual shall not be treated as meeting



the substantial presence test of this paragraph with respect
to any current year if-

"(i) such individual is present in the United States
on fewer than 183 days during the current year, and

"(ii) it is established that for the current year such
individual has a tax home (as defined in section
911(d)(3) without regard to the second sentence thereof)
in a foreign country and has a closer connection to
such foreign country than to the United States.

"(C) SUBPARAGRAPH (B) NOT TO APPLY IN CERTAIN

CASES.-Subparagraph (B) shall not apply to any individ-
ual with respect to any current year if at any time during
such year-

"(i) such individual had an application for adjust-
ment of status pending, or

"(ii) such individual took other steps to apply for
status as a lawful permanent resident of the United
States.

"(D) EXCEPTION FOR EXEMPT INDIVIDUALS OR FOR CER-

TAIN MEDICAL CONDITIONS.-An individual shall not be
treated as being present in the United States on any day
if-

"(i) such individual is an exempt individual for such
day, or

"(ii) such individual was unable to leave the United
States on such day because of a medical condition
which arose while such individual was present in the
United States.

"(4) EXEMPT INDIVIDUAL DEFINED.-For purposes of this sub-
section-

"(A) IN GENERAL.-An individual is an exempt individ-
ual for any day if, for such day, such individual is-

"(i a foreign government-related individual,
"(ii) a teacher or trainee, or
"(iii) a student.

"(B) FOREIGN GOVERNMENT-RELATED INDIVIDUAL.-The

term 'foreign government-related individual' means any in-
dividual temporarily present in the United States by reason
of-_

"(i) diplomatic status, or a visa which the Secretary

(after consultation with the Secretary of State) deter-
mines represents full-time diplomatic or consular
status for purposes of this subsection,

"(ii) being a full-time employee of an international
organization, or

"(iii) being a member of the immediate family of an

individual described in clause (i) or (ii).
"(C) TEACHER OR TRAINEE.-The term 'teacher or trainee'

means any individual-
"(i) who is temporarily present in the United States

under subparagraph (J) of section 101(15) of the Immi-

gration and Nationality Act (other than as a student),

and



"(ii) who substantially complies with the require-
ments for being so present.

"(D) STUDENT.-The term 'student' means any individ-
ual- "(i) who is temporarily present in the United

States-"UI) under subparagraph (F) of section 101(15) of
the Immigration and Nationality Act, or

"(II) as a student under subparagraph (J) of
such section 101(15), and

"(ii) who substantially complies with the require-
ments for being so present.

"(E) SPECIAL RULES FOR TEACHERS, TRAINEES, AND STU-

DENTS. -
"(i) LIMITATION ON TEACHERS AND TRAINEES.-An in-

dividual shall not be treated as an exempt individual
by reason of clause (ii) of subparagraph (A) for the cur-
rent year if, for any 2 calendar years during the pre-
ceeding 6 calendar years, such person was an exempt
person under clause 0ii) or (iii) of subparagraph (A).

"(ii) LIMITATION ON STUDENTS.-For any calendar
year after the 5th calendar year for which an individ-
ual was an exempt individual under clause (ii) or (iii)
of subparagraph (A), such individual shall not be
treated as an exempt individual by reason of clause
(iii) of subparagraph (A), unless such individual estab-
lishes to the satisfaction of the Secretary that such in-
dividual does not intend to permanently reside in the
United States and that such individual meets the re-
quirements of subparagraph (D)(ii).

"(5) LA WFUL PERMANENT RESIDENT. -For purposes of this sub-
section, an individual is a lawful permanent resident of the
United States at any time if-

"(A) such individual has the status of having been law-
fully accorded the privilege of residing permanently in the
United States as an immigrant in accordance with the im-
migration laws, and

"(B) such status has not been revoked (and has not been
administratively or judicially determined to have been
abandoned).

"(6) PRESENCE IN THE UNITED STATES.-For purposes of this
subsection-

"(A) IN GENERAL.-Except as provided in subparagraph
(B) or (C), an individual shall be treated as present in the
United States on any day if such individual is physically
present in the United States at any time during such day.

":B) COMMUTERS FROM CANADA OR MEXICO.-If an indi-
vidual regularly commutes to employment (or self-employ-
ment) in the United States from a place of residence in
Canada or Mexico, such individual shall not be treated as
present in the United States on any day during which he so
commutes.

"(C) TRANSIT BETWEEN 2 FOREIGN POINTS. -If an individ-
ual, who is in transit between 2 points outside the United



States, is physically present in the United States for less
than 24 hours, such individual shall not be treated as
present in the United States on any day during such tran-
sit.

"(7) ANNUAL STATEMENTS. -The Secretary may prescribe regu-
lations under which an individual who (but for subparagraph
(B) or (D) of paragraph (3)) would meet the substantial presence
test of paragraph (3) is required to submit an annual statement
setting forth the basis on which such individual claims the ben-
efits of subparagraph (B) or (D) of paragraph (3), as the case
may be.

"(8) TAXABLE YEAR.-
"(A) IN GENERAL.-For purposes of this title, an alien in-

dividual who has not established a taxable year for any
prior period shall be treated as having a taxable year
which is the calendar year.

"(B) FISCAL YEAR TAXPA YER.-If-

"(i) an individual is treated under paragraph (1) as a
resident of the United States for any calendar year,
and

"(ii) after the application of subparagraph (A), such
individual has a taxable year other than a calendar
year,

he shall be treated as a resident of the United States with
respect to any portion of a taxable year which is within
such calendar year.

"(9) COORDINATION WITH SECTION 877.-If-
"(A) an alien individual was treated as a resident of the

United States during any period which includes at least 3
consecutive calendar years (hereinafter referred to as the
'initial residency period ', and

"(B) such individual ceases to be treated as a resident of
the United States but subsequently becomes a resident of
the United States before the close of the 3rd calendar year
beginning after the close of the initial residency period,

such individual shall be taxable for the period after the close of
the initial residency period and before the day on which he sub-
sequently became a resident of the United States in the manner
provided in section 877(b). The preceding sentence shall apply
only if the tax imposed pursuant to section 877(b) exceeds the
tax which, without regard to this paragraph, is imposed pursu-
ant to section 871.

"(10) REGULATIONS.-The Secretary shall prescribe such regu-
lations as may be necessary or appropriate to carry out the pur-
poses of this subsection."

(b) EFFECTIVE DATES. -
(1) IN GENERAL.-The amendment made by subsection (a)

shall apply to taxable years beginning after December 31, 1984.
(2) TRANSITIONAL RULE FOR APPLYING SUBSTANTIAL PRESENCE

TEST.-
(A) If an alien individual was not a resident of the

United States as of the close of calendar year 1984, the de-

termination of whether such individual meets the substan-

tial presence test of section 7701(b)(3) of the Internal Reve-
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nue Code of 1954 (as added by this section) shall be made
by only taking into account presence after 1984.

(B) If an alien individual was a resident of the United
States as of the close of calendar year 1984, but was not a
resident of the United States as of the close of calendar
year 198, the determination of whether such individual
meets such substantial presence test shall be made by only
taking into account presence in the United States after
1983.

(3) TRANSITIONAL RULE FOR APPLYING LAWFUL RESIDENCE

TEST.-In the case of any individual who-
(A) was a lawful permanent resident of the United

States (within the meaning of section 7701(b)(5) of the Inter-
nal Revenue Code of 1954, as added by this section)
throughout calendar year 1984, or
(B) was present in the United States at any time during

1984 while such individual was a lawful permanent resi-
dent of the United States (within the meaning of such sec-
tion 7701(b)(5)),

for purposes of section 7701(b)(2)(A) of such Code (as so added),
such individual shall be treated as a resident of the United
States during 1984.

SEC. 139. TREA TMENT OF COMMUNITY INCOME.
(a) GENERAL RULE.-Subsection (a) of section 879 (relating to tax

treatment of certain community income in the case of a resident or
citizen of the United States who is married to a nonresident alien
individual) is amended by striking out so much of such subsection
as precedes paragraph (1) thereof and inserting in lieu thereof the
following:

"(a) GENERAL RuLE.-In the case of a married couple 1 or both of
whom are nonresident alien individuals and who have community
income for the taxable year, such community shall be treated as fol-
lows: ".

(b) CLERICAL AMENDMENTS. -
(1) The heading of section 879 is amended to read as follows:

"SEC. 879. TAX TREATMENT OF CERTAIN COMMUNITY INCOME IN THE CASE
OF NONRESIDENT ALIEN INDIVIDUALS. "

(2) The table of sections for subpart A of part II of subchapter
N of chapter 1 is amended by striking out the item relating to
section 879 and inserting in lieu thereof the following:

"Sec. 879. Tax treatment of certain community income in the case of
nonresident alien individuals."

(C) EFFECTIVE DATE.-The amendments made by this section shall
apply to taxable years beginning after December 31, 1984.

Subtitle K-Reporting, Penalty, and Other
Provisions

PART I-PROVISIONS RELATING TO TAX SHELTERS

SEC. 141. REGISTRATION OF TAX SHELTERS.
(a) IN GENERAL.-Subchapter B of chapter 61 (relating to miscel-

laneous provisions involving information and returns) is amended



by redesignating section 6111 as section 6112 and by inserting after
section 6110 the following new section:
"SEC. 6111. REGISTRATION OF TAX SHELTERS.

"(a) REGISTRATION. -
"(1) IN GENERAL. -Any tax shelter organizer shall register the

tax shelter with the Secretary (in such form and in such
manner as the Secretary may prescribe) not later than the day
on which the first offering for sale of interests in such tax shel-
ter occurs.

"(2) INFORMATION INCLUDED IN REGISTRATION. -Any registra-
tion under paragraph (1) shall include-

"(A) information identifying and describing the tax shel-
ter,

"(B) information describing the tax benefits of the tax
shelter represented (or to be represented) to investors, and

"(C) such other information as the Secretary may pre-
scribe.

"(b) FURNISHING OF TAX SHELTER IDENTIFICATION NUMBER; IN-
CLUSION ON RETURN. -

"(1) SELLERS, ETC.-Any person who sells (or otherwise trans-
fers) an interest in a tax shelter shall (at such times and in
such manner as the Secretary shall prescribe) furnish to each
investor who purchases (or otherwise acquires) an interest in
such tax shelter from such person the identification number as-
signed by the Secretary to such tax shelter.

"(2) INCLUSION OF NUMBER ON RETURN.-Any person claiming
any deduction, credit, or other tax benefit by reason of a tax
shelter shall include (in such manner as the Secretary may pre-
scribe) on the return of tax on which such deduction, credit, or
other benefit is claimed the identification number assigned by
the Secretary to such tax shelter.

"(c) TAX SHELTER. -For purposes of this section-
"(1) IN GENERAL.-The term 'tax shelter' means any invest-

ment-
"(A) with respect to which any person could reasonably

infer from the representations made, or to be made, in con-
nection with the offering for sale of interests in the invest-
ment that the tax shelter ratio for any investor as of the
close of any of the first 5 years ending after the date on
which such investment is offered for sale may be greater
than 2 to 1, and

"(B) which is-
"(i) required to be registered under a Federal or State

law regulating securities,
"(ii) sold pursuant to an exemption from registration

requiring the filing of a notice with a Federal or State
agency regulating the offering or sale of securities, or

"(iii) a substantial investment.
"(2) TAX SHELTER RATIO DEFINED.-For purposes of this sub-

section, the term 'tax shelter ratio' means, with respect to any

year, the ratio which-
"(A) the aggregate amount of the deductions and 200per-

cent of the credits which are represented to be potentially



allowable to any investor under subtitle A for all periods
up to (and including) the close of such year, bears to

"(B) the investment base as of the close of such year.
"(3) INVESTMENT BASE.-

"(A) IN GENERAL.-Except as provided in this paragraph,
the term 'investment base means, with respect to any year,
the amount of money and the adjusted basis of other prop-
erty (reduced by any liability to which such other property
is subject) contributed by the investor as of the close of such
year.

"(B) CERTAIN BORROWED AMOUNTS EXCLUDED.-For pur-
poses of subparagraph (A), there shall not be taken into ac-
count any amount borrowed from any person-

"(i) who participated in the organization, sale, or
management of the investment, or

"(ii) who is a related person (as defined in section
168(e)(4)) to any person described in clause (i),

unless such amount is unconditionally required to be
repaid by the investor before the close of the year for which
the determination is being made.

"(C) CERTAIN OTHER AMOUNTS INCLUDED OR EXCLUDED.-

"(i) AMOUNTS HELD IN CASH EQUIVALENTS, ETC.-No
amount shall be taken into account under subpara-
graph (A) which is to be held in cash equivalent or
marketable securities.

"(ii) AMOUNTS INCLUDED OR EXCLUDED BY SECRE-
TARY.-The Secretary may by regulation-

"(I) exclude from the investment base any
amount described in subparagraph (A), or

"(II) include in the investment base any amount
not described in subparagraph (A),

if the Secretary determines that such exclusion or in-
clusion is necessary to carry out the purposes of this
section.

"(4) SUBSTANTIAL INVESTMENT.-An investment is a substan-
tial investment if-

"(A) the aggregate amount which may be offered for sale
exceeds $250,000, and

"(B) there are expected to be 5 or more investors.
"(d) OTHER DEFINITIONS. -For purposes of this section-

"(1) TAX SHELTER ORGANIER.-The term 'tax shelter organiz-
er' means-

"(A) the person principally responsible for organizing the
tax shelter,

"(B) if the requirements of subsection (a) are not met by a
person described in subpargraph (A) at the time prescribed
therefor, any other person who participated in the organiza-
tion of the tax shelter, and

"(C) if the requirements of subsection (a) are not met by a
person described in subparagraph (A) or (B) at the time pre-
scribed therefor, any person participating in the sale or
management of the investment at a time when the tax shel-
ter was not registered under subsection (a).

"(2) YEAR.-The term 'year' means-



"(A) the taxable year of the tax shelter, or
"(B) if the tax shelter has no taxable year, the calendar

year.
"(e) REGULATIONS.-The Secretary may prescribe regulations

which provide-
"(1) rules for the aggregation of similar investments offered

by the same person or persons for purposes of applying subsec-
tion (c)(4),

"(2) that only 1 person shall be required to meet the require-
ments of subsection (a) in cases in which 2 or more persons
would otherwise be required to meet such requirements,

"(3) exemptions from the requirements of this section, and
"(4) such rules as may be necessary or appropriate to carry out

the purposes of this section in the case of foreign tax shelters."
(b) PENALTIES.-Subchapter B of chapter 68 (relating to assessable

penalties) is amended by adding at the end thereof the following
new section:
"SEC. 6707. FAILURE TO FURNISH INFORMATION REGARDING TAX SHEL-

TERS.

"(a) FAILURE To REGISTER TAX SHELTER.-
"(1) IMPOSITION OF PENALTY.-If a person who is required to

register a tax shelter under section 6111(a)-
"(A) fails to register such tax shelter on or before the date

described in section 6111(a)(1), or
"(B) files false or incomplete information with the Secre-

tary with respect to such registration,
such person shall pay a penalty with respect to such registra-
tion in the amount determined under paragraph (2). No penalty
shall be imposed under the preceding sentence with respect to
any failure which is due to reasonable cause.

"(2) AMOUNT OF PENALTY.-The penalty imposed under para-
graph (1) with respect to any tax shelter shall be an amount
equal to the greater of-

"(A) $500, or
"(B) the lesser of (i) I percent of the aggregate amount in-

vested in such tax shelter, or (ii) $10,000.
The $10,000 limitation in subparagraph (B) shall not apply
where there is an intentional disregard of the requirements of
section 6111(a).

"(b) FAILURE TO FURNISH TAX SHELTER IDENTIFICATION
NUMBER.-

"(1) SELLERS, ETC.-Any person who fails to furnish the iden-
tification number of a tax shelter which such person is required
to furnish under section 6111(b)(1) shall pay a penalty of $100
for each such failure.

"(2) FAILURE TO INCLUDE NUMBER ON RETURN.-Any person
who fails to include an identification number on a return on
which such number is required to be included under section
6111(b)(2) shall pay a penalty of $50 for each such failure,
unless such failure is due to reasonable cause."

(c) CONFORMING AMENDMENTS. -



(1) The table of sections for subchapter B of chapter 61 is
amended by striking out the item relating to section 6111 and
inserting in lieu thereof the following new items:

"Sec. 6111. Registration of tax shelters.
"Sec. 6112. Cross references."

(2) The table of sections for subchapter B of chapter 68 is
amended by adding at the end thereof the following new item:

"Sec. 6707. Failure to furnish information regarding tax shelters."
(d) EFFECTIVE DATE.-

(1) IN GENERAL.-The amendments made by this section shall
apply to any tax shelter (within the meaning of section 6111 of
the Internal Revenue Code of 1954, as added by this section)
any interest in which is first sold to any investor after August
31, 1984.

(2) SUBSTANTIAL INVESTMENT TEST.-For purposes of deter-
mining whether any investment is a tax shelter by reason of sec-
tion 6111(c)(1)(B)(iii) of such Code (as added by this section),
only offers for sale after August 31, 1984, shall be taken into
account.

(3) FURNISHING OF SHELTER IDENTIFICATION NUMBER FOR IN-
TERESTS SOLD BEFORE SEPTEMBER 1, 1984.-With respect to inter-
ests sold before September 1, 1984, any liability to act under
paragraph (1) of section 6111(b) of such Code (as added by this
section) which would (but for this sentence) arise before such
date shall be deemed to arise on December 31, 1984.

SEC. 142. ORGANIZERS AND SELLERS OF POTENTIALLY ABUSIVE TAX SHEL-
TERS MUST KEEP LISTS OF INVESTORS.

(a) IN GENERAL.-Subchapter B of chapter 61 (relating to miscel-
laneous provisions involving information and returns) is amended
by redesignating section 6112 as section 6113 and by inserting after
section 6111 the following new section:
"SEC. 6112. ORGANIZERS AND SELLERS OF POTENTIALLY ABUSIVE TAX

SHELTERS MUST KEEP LISTS OF INVESTORS.

"(a) IN GENERAL.-Any person who-
"(1) organizes any potentially abusive tax shelter, or
"(2) sells any interest in such a shelter,

shall maintain (in such manner as the Secretary may by regulations
prescribe) a list identifying each person who was sold an interest in
such shelter and containing such other information as the Secretary
may be regulations require.

"(b) POTENTIALLY ABUSIVE TAX SHELTER.-For purposes of this
section, the term 'potentially abusive tax shelter' means-

"(1) any tax shelter (as defined in section 6111) with respect to
which registration is required under section 6111, and

"(2) any entity, investment plan or arrangement, or other plan
or arrangement which is of a type which the Secretary deter-
mines by regulations as having a potential for tax avoidance or
evasion.

"(c) SPECIAL RULES.-
"(1) AVAILABILITY FOR INSPECTION; RETENTION OF INFORMA-

TION ON LIST.-Any person who is required to maintain a list
under subsection (a)-

"(A) shall make such list available to the Secretary for
inspection upon request by the Secretary, and



"(B) except as otherwise provided under regulations pre-
scribed by the Secretary, shall retain any information
which is required to be included on such list for 7 years.

"(2) LISTS WHICH WOULD BE REQUIRED TO BE MAINTAINED BY 2

OR MORE PERSONS.-The Secretary shall prescribe regulations
which provide that, in cases in which 2 or more persons are re-
quired under subsection (a) to maintain the same list (or portion
thereof), only 1 person shall be required to maintain such list
(or portion)."

(b) PENALTY FOR FAILURE To MAINTAIN LIsT.-Subchapter B of
chapter 68 (relating to assessable penalties) is amended by adding at
the end thereof the following new section:
"SEC. 6708. FAILURE TO MAINTAIN LISTS OF INVESTORS IN POTENTIALLY

ABUSIVE TAX SHELTERS.
"(a) IN GENERAL.-Any person who fails to meet any requirement

imposed by section 6112 shall pay a penalty of $50 for each person
with respect to whom there is such a failure, unless it is shown that
such failure is due to reasonable cause and not due to willful ne-
glect. The maximum penalty imposed under this subsection for any
calendar year shall not exceed $50,000.

"(b) PENALTY IN ADDITION TO OTHER PENALTIES.-The penalty
imposed by this section shall be in addition to any other penalty
provided by law."

(c) CONFORMING AMENDMENTS.-

(1) The table of sections for subchapter B of chapter 61 is
amended by striking out the item relating to section 6112 and
inserting in lieu thereof the following new items:

"Sec. 6112. Organizers and sellers of potentially abusive tax shelters
must keep lists of investors.

"Sec. 6113. Cross reference."
(2) The table of sections for subchapter B of chapter 68 is

amended by adding at the end thereof the following new item:
"Sec. 6708. Failure to maintain lists of investors in potentially abu-

sive tax shelters. "
(d) EFFECTIVE DATE.-The amendments made by this section

shall apply to any interest which is first sold to any investor after
August 31, 1984.
SEC. 143. INCREASE IN PENALTY FOR PROMOTING ABUSIVE TAX SHELTERS;

INJUNCTION AGAINST AIDING OR ABETTING UNDERSTATE-
MENT OF TAX LIABILITY.

(a) INCREASE IN PROMOTER PENALTY. -Subsection (a) of section

6700 (relating to promotion of abusive tax shelters) is amended by
striking out "10 percent" and inserting in lieu thereof "20 percent".

(b) INJUNCTION AGAINST AIDING OR ABETTING UNDERSTATEMENTS

OF TAX LIABILITY. -

(1) Subsections (a) and (b) of section 7408 (relating to action to
enjoin promoters of abusive tax shelters, etc.) are each amended
by inserting "or section 6701 (relating to penalties for aiding
and abetting understatement of tax liability)" after "etc.)".

(2) Subsection (a) of section 7408 is amended by inserting "or
section 6701" before the period at the end of the second sen-
tence.

(3) Subsection (b) of section 7408 is amended by inserting
before the period "or section 6701 ".



(c) EFFECTIVE DATE.-The amendments made by this section shall
take effect on the day after the date of the enactment of this Act.
SEC. 144. INCREASED RATE OF INTEREST ON SUBSTANTIAL UNDERPAy.

MENTS ATTRIBUTABLE TO CERTAIN TAX MOTIVATED TRANS.
A CTIONS.

(a) GENERAL RULE.-Section 6621 (relating to determination of
rate of interest) is amended by adding at the end thereof the follow-
ing new subsection:

"(d) INTEREST ON SUBSTANTIAL UNDERPAYMENTS ATTRIBUTABLE

TO TAX MOTIVATED TRANSACTIONS.-

"(1) IN GENERAL.-In the case of interest payable under sec-
tion 6601 with respect to any substantial underpayment attrib-
utable to tax motivated transactions, the annual rate of interest
established under this section shall be 120 percent of the adjust-
ed rate established under subsection (b).

"(2) SUBSTANTIAL UNDERPAYMENT ATTRIBUTABLE TO TAX MO-

TIVATED TRANSACTIONS.-For purposes of this subsection, the
term 'substantial underpayment attributable to tax motivated
transactions' means any underpayment of taxes imposed by sub-
title A for any taxable year which is attributable to 1 or more
tax motivated transactions if the amount of the underpayment
for such year so attributable exceeds $1,000.

"(3) TAX MOTIVATED TRANSACTIONS.-

"(A) IN GENERAL.-For purposes of this subsection, the
term 'tax motivated transaction' means-

"(i) any valuation overstatement (within the meaning
of section 6659(c)),

"(ii) any loss disallowed by reason of section 465(a)
and any credit disallowed under section 46(c)(8),

"(iii) any straddle (as defined in section 1092(c) with-
out regard to subsections (d) and (e) of section 1092),
and

"(iv) any use of an accounting method specified in
regulations prescribed by the Secretary as a use which
may result in a substantial distortion of income for
any period.

"(B) REGULATORY AUTHORITY.-The Secretary may by reg-
ulations specify other types of transactions which will be
treated as tax motivated for purposes of this subsection and
may by regulations provide that specified transactions
being treated as tax motivated will no longer be so treated.
In prescribing regulations under the preceding sentence, the
Secretary shall take into account-

"(i) the ratio of tax benefits to cash invested,
"(ii) the methods of promoting the use of this type of

transaction, and
"(iii) other relevant considerations.

"(C) EFFECTIVE DATE FOR REGULATIONS.-Any regulations
prescribed under subparagraph (A)(iv) or (B) shall apply
only to interest accruing after a date (specified in such reg-
ulations) which is after the date on which such regulations
are prescribed.

"(4) JURISDICTION OF TAX COURT.-In the case of any proceed-
ing in the Tax Court for a redetermination of a deficiency, the



Tax Court shall also have jurisdiction to determine the portion
(if any) of such deficiency which is a substantial underpayment
attributable to tax motivated transactions."

(b) CROSS REFERENCE.-Section 6214 (relating to determinations
by Tax Court) is amended by adding at the end thereof the follow-
ing new subsection:

"(e) CROSS REFERENCE.-
"For provision giving Tax Court jurisdiction to determine whether any

portion of deficiency is a substantial underpayment attributable to tax moti-
vated transactions, see section 6621(d)(4). "

(c) EFFECTIVE DATE.-The amendments made by this section shall
apply with respect to interest accruing after December 31, 1984.

PART II-INFORMA TION REPORTING PRO VISIONS

SEC. 145. RETURNS RELATING TO MORTGAGE INTEREST RECEIVED IN
TRADE OR BUSINESS FROM INDIVIDUALS.

(a) IN GENERAL. -Subpart B of part III of subchapter A of chap-
ter 61 (relating to information concerning transactions with other
persons) is amended by adding at the end thereof the following new
section:
"SEC. 6050H. RETURNS RELATING TO MORTGAGE INTEREST RECEIVED IN

TRADE OR BUSINESS FROM INDIVIDUALS.

"(a) MORTGAGE INTEREST OF $600 OR MORE. -Any person-
"(1) who is engaged in a trade or business, and
"(2) who, in the course of such trade or business, receives from

any individual interest aggregating $600 or more for any calen-
dar year on any mortgage,

shall make the return described in subsection (b) with respect to
each individual from whom such interest was received at such time
as the Secretary may by regulations prescribe.

"(b) FORM AND MANNER OR RETURNS.-A return is described in
this subsection if such return-

"(1) is in such form as the Secretary may prescribe,
"(2) contains-

"(A) the name and address of the individual from whom
the interest described in subsection (a)(2) was received,

"(B) the amount of such interest received for the calendar
year, and

"(C) such other information as the Secretary may pre-
scribe.

"(c) APPLICATION TO GOVERNMENTAL UNITS. -For purposes of sub-
section (a)-

"(1) TREATED AS PERSoNS.-The term 'person' includes any
governmental unit (and any agency or instrumentality thereof).

"(2) SPECIAL RULES.-In the case of a governmental unit or
any agency or instrumentality thereof-

"(A) subsection (a) shall be applied without regard to the
trade or business requirement contained therein, and

"(B) any return required under subsection (a) shall be
made by the officer or employee appropriately designated
for the purpose of making such return.

"(d) STATEMENTS To BE FURNISHED TO INDIVIDUALS WITH RE-

SPECT TO WHOM INFORMATION Is FURNISHED.-Every person making



a return under subsection (a) shall furnish to each individual whose
name is set forth in such return a written statement showing-

"(1) the name and address of the person making such return,
and

"(2) the aggregate amount of interest described in subsection
(a)(2) received by the person making such return from the indi-
vidual to whom the statement is furnished.

The written statement required under the preceding sentence shall
be furnished on or before January 31 of the year following the cal-
endar year for which the return under subsection (a) was made.

"(e) MORTGAGE DEFINED.-For purposes of this section, except as
provided in regulations prescribed by the Secretary, the term 'mort-
gage' means any obligation secured by real property.

"(f) RETURNS WHICH WOULD BE REQUIRED To BE MADE BY 2 OR

MORE PERsoNs.-Except to the extent provided in regulations pre-
scribed by the Secretary, in the case of interest received by any
person on behalf of another person, only the person first receiving
such interest shall be required to make the return under subsection
(a). "

(b) PENALTIES-
(1) Subparagraph (B) of section 6652(a)(1) (relating to failure

to file certain information returns, etc.) is amended-
(A) by striking out "or" at the end of clause (iii),
(B) by inserting "or" at the end of clause (iv), and
(C) by inserting after clause (iv) the following new clause:

"(v) section 605OH(a) (relating to mortgage interest re-
ceived in trade or business from individuals), ".

(2) Clause (iii) of section 6652(a)(3)(A) (relating to penalty in
case of intentional disregard) is amended by inserting "or sec-
tion 6050H" after "section 6041A(b)".

(3) Paragraph (1) of section 6678(a) (relating to failure to fur-
nish certain statements) is amended-

(A) by striking out "or 6052(b)" and inserting in lieu
thereof "6052(b), or 605OH(d)", and

(B) by striking out "or 6052(a)" and inserting in lieu
thereof "6052(a), or 605OH(a)".

(c) CONFORMING AMENDMENT.-The table of sections for subpart B
of part III of subchapter A of chapter 61 is amended by adding at
the end thereof the following new item:

"Sec. 6050H. Returns relating to mortgage interest received in trade
or business from individuals."

(d) EFFECTIVE DATES.-

(1) IN GENERAL.-Except as provided in paragraph (2), the
amendments made by this section shall apply to amounts re-
ceived after December 31, 1984.

(2) SPECIAL RULE FOR OBLIGATIONS IN EXISTENCE ON DECEM-

BER 31, 1984.-In the case of any obligation in existence on De-
cember 31, 1984, no penalty shall be imposed under section 6652
of the Internal Revenue Code of 1954 by reason of the amend-
ments made by this section on any failure to supply a taxpayer
identification number with respect to amounts received before
January 1, 1986.



SEC. 146. RETURNS RELATING TO CASH RECEIVED IN TRADE OR BUSINESS.
(a) IN GENERAL. -Subpart B of part III of subchapter A of chap-

ter 61 (relating to information concerning transactions with other
persons) is amended by adding at the end thereof the following new
section:
"SEC. 60501. RETURNS RELATING TO CASH RECEIVED IN TRADE OR BUSI-

NESS.

"(a) CASH RECEIPTS OF MORE THAN $10, 000.-Any person-
"(1) who is engaged in a trade or business, and
"(2) who, in the course of such trade or business, receives

more than $10,000 in cash in 1 transaction (or 2 or more related
transactions),

shall make the return described in subsection (b) with respect to
such transaction (or related transactions) at such time as the Secre-
tary may by regulations prescribe.

"(b) FORM AND MANNER OF RETURNS.-A return is described in
this subsection if such return-

"(1) is in such form as the Secretary may prescribe,
"(2) contains-

"(A) the name, address, and TIN of the person from
whom the cash was received,

"(B) the amount of cash received,
"(C) the date and nature of the transaction, and
"(D) such other information as the Secretary may pre-

scribe.
"(C) EXCEPTIONS. -

"(1) CASH RECEIVED BY FINANCIAL INSTITUTIONS.-Subsection
(a) shall not apply to-

"(A) cash received in a transaction reported under title
31, United States Code, if the Secretary determines that re-
porting under this section would duplicate the reporting to
the Treasury under title 31, or

"(B) cash received by any financial institution (as defined
in subparagraphs (A), (B), (C), (D), (E), (F), (G), (J), (K), (R),
and (S) of section 5312(a)(2) of title 31, United States Code).

"(2) TRANSACTIONS OCCURRING OUTSIDE THE UNITED STATES.-
Except to the extent provided in regulations prescribed by the
Secretary, subsection (a) shall not apply to any transaction if
the entire transaction occurs outside the United States.

"(d) CASH INCLUDES FOREIGN CURRENCY.-For purposes of this
section, the term 'cash' includes foreign currency.

"(e) STATEMENTS To BE FURNISHED TO PERSONS WITH RESPECT TO
WHOM INFORMATION Is FURNISHED.-Every person making a return
under subsection (a) shall furnish to each person whose name is set
forth in such return a written statement showing-

"(1) the name and address of the person making such return,
and

"(2) the aggregate amount of cash described in subsection (a)
received by the person making such return.

The written statement required under the preceding sentence shall
be furnished to the person on or before January 31 of the year fol-
lowing the calendar year for which the return under subsection (a)
was made."



(b) PENALTIES-
(1) Subparagraph (B) of section 6652(a)(1) (relating to failure

to file certain information returns, etc.) is amended-
(A) by striking out "or" at the end of clause (iv),
(B) by inserting "or" at the end of clause (v), and
(C) by inserting after clause (v) the following new clause:

"(vi) section 6050I(a) (relating to cash received in
trade or business), "

(2) Clause (iii) of section 6652(a)(3)(A) (relating to penalty in
case of intentional disregard) is amended by striking out "or
section 6050H" and inserting in lieu thereof ", 6050H or 60501".

(3) Paragraph (1) of section 6678(a) (relating to failure to fur-
nish certain statements) is amended-

(A) by striking out "or 605OH(d)" and inserting in lieu
thereof "605OH(d), or 6050I(e)", and

(B) by striking out "or 605OH(a)" and inserting in lieu
thereof "605OH(a), or 6050I(a)"

(c) CONFORMING AMENDMENT.-The table of sections for subpart B
of part III of subchapter A of chapter 61 is amended by adding at
the end thereof the following new item:

"Sec. 60501. Returns relating to cash received in trade or business."
(d) EFFECTIVE DATE.-The amendments made by this section

shall apply to amounts received after December 31, 1984.
SEC. 147. PROVISIONS RELATING TO INDIVIDUAL RETIREMENT ACCOUNTS.

(a) CLARIFICATION THAT REGULATIONS MAY REQUIRE REPORTS To
IDENTIFY YEARS TO WHICH CONTRIBUTIONS RELATE.-Subsection (i)
of section 408 (relating to individual retirement accounts) is amend-
ed by inserting "(and the years to which they relate)" after "contri-
butions ".

(b) INCREASE IN PENALTY FOR FAILURE To FILE REPoRTS.-Sub-
section (a) of section 6693 (relating to failure to provide reports on
individual retirement accounts and annuities) is amended by strik-
ing out "$10" and inserting in lieu thereof "$50".

(c) CONTRIBUTIONS REQUIRED To BE MADE ON OR BEFORE UNEX-
TENDED RETURN FILING DATE.-Subparagraph (A) of section
219(f)(3) (relating to time when contributions deemed made) is
amended by striking out "including" and inserting in lieu thereof
"not including".

(d) EFFECTIVE DATES. -
(1) IN GENERAL.-Except as provided in paragraph (2), the

amendments made by this section shall apply to contributions
made after December 31, 1984.

(2) SUBSECTION (b).-The amendment made by subsection (b)
shall apply to failures occurring after the date of the enactment
of this Act.

SEC. 148. RETURNS RELATING TO FORECLOSURES AND ABANDONMENTS OF
SECURITY.

(a) IN GENERAL. -Subpart B of part III of subchapter A of chap-
ter 61 (relating to information concerning transactions with other
persons) is amended by adding at the end thereof the following new
section:



"SEC. 6050J. RETURNS RELATING TO FORECLOSURES AND ABANDONMENTS
OF SECURITY

(a) IN GENERAL.-Any person who, in connection with a trade or
business conducted by such person, lends money secured by property
and who-

"(1) in full or partial satisfaction of any indebtedness, ac-
quires an interest in any property which is security for such in-
debtedness, or

"(2) has reason to know that the property in which such
person has a security interest has been abandoned,

shall make a return described in subsection (c) with respect to each
of such acquisitions or abandonments, at such time as the Secretary
may by regulations prescribe.

"(b) ExCEPTION.-Subsection (a) shall not apply to any loan to an
individual secured by an interest in tangible personal property
which is not held for investment and which is not used in a trade
or business.

"(c) FORM AND MANNER OF RETURN.-The return required under
subsection (a) with respect to any acquisition or abandonment of
property-

"(1) shall be in such form as the Secretary may prescribe,
"(2) shall contain-

"(A) the name and address of each person who is a bor-
rower with respect to the indebtedness which is secured,

"(B) a general description of the nature of such property
and such indebtedness,

"(C) in the case of a return required under subsection
(a)(1)-

"(i) the amount of such indebtedness at the time of
such acquisition, and

"(ii) the amount of indebtedness satisfied in such ac-
quisition,

"(D) in the case of a return required under subsection
(a)(2), the amount of such indebtedness at the time of such
abandonment, and

"(E) such other information as the Secretary may pre-
scribe.

"(d) APPLICATIONS TO GOVERNMENTAL UNITS. -For purposes of
this section-

"(1) TREATED AS PERSONS.-The term 'person' includes any
governmental unit (and any agency or instrumentality thereof).

"(2) SPECIAL RULES.-In the case of a governmental unit or
any agency or instrumentality thereof-

"(A) subsection (a) shall be applied without regard to the
trade or business requirement contained therein, and

"(B) any return under this section shall be made by the
officer or employee appropriately designated for the purpose
of making such return.

"(e) STATEMENTS To BE FURNISHED TO PERSONS WITH RESPECT TO
WHOM INFORMATION Is REQUIRED To BE FURNISHED. -Every person
required to make a return under subsection (a) shall furnish to each
person whose name is required to be set forth in such return a writ-
ten statement showing the name and address of the person required
to make such return. The written statement required under the pre-



ceding sentence shall be furnished to the person on or before Janu-
ary 31 of the year following the calendar year for which the return
under subsection (a) was made.

"(f) TREATMENT OF OTHER DISPosITION.-To the extent provided
by regulations prescribed by the Secretary, any transfer of the prop-
erty which secures the indebtedness to a person other than the
lender shall be treated as an abandonment of such property."

(b) PENALTIES. -

(1) Subparagraph (B) of section 6652(a)(1) (relating to failure to
file certain information returns, etc.) is amended-

(A) by striking out "or" at the end of clause (v),
(B) by adding "or" at the end of clause (vi), and
(C) by inserting after clause (vi) the following new clause:

"(vii) section 6050J(a) (relating to foreclosures and
abandonments of security), ".

(2) Clause (iii) of section 6652(a)(3)(A) (relating to penalty in
case of intentional disregard) is amended by striking out "or
60501" and inserting in lieu thereof ", 60501, or 6050J"
(3) Paragraph (1) of section 6678(a) (relating to failure to fur-

nish certain statements) is amended-
(A) by striking out "or 6050I(e)" and inserting in lieu

thereof "6050I(e), or 6050J(e)" and
(B) by striking out "or 6050I(a)" and inserting in lieu

thereof "6050I(a), or 6050J(a)".
(c) CONFORMING AMENDMENT.-The table of sections for subpart B

of part III of subchapter A of chapter 61 is amended by adding at
the end thereof the following new item:

"Sec. 605J. Returns relating to foreclosures and abandonments of
security."

(d) EFFECTIVE DATE.-The amendments made by this section
shall apply with respect to acquisitions of property and abandon-
ments of property after December 31, 1984.
SEC. 149. RETURNS RELATING TO EXCHANGES OF PARTNERSHIP INTER-

ESTS WHERE UNREALIZED RECEIVABLES, ETC., INVOLVED.
(a) IN GENERAL.-Subpart B of part III of subchapter A of chap-

ter 61 (relating to information and returns) is amended by adding at
the end thereof the following new section.
"SEC. 6050K. RETURNS RELATING TO EXCHANGES OF CERTAIN PARTNER-

SHIP INTERESTS.
"(a) IN GENERAL.-Except as provided in regulations prescribed by

the Secretary, if there is an exchange described in section 751(a) of
any interest in a partnership during any calendar year, such part-
nership shall make a return for such calendar year stating-

"(1) the name and address of the transferee and transferor in
such exchange, and

"(2) such other information as the Secretary may by regula-
tions prescribe.

Such return shall be made at such time and in such manner as- the
Secretary may require by regulations.

"(b) STATEMENT To BE FURNISHED TO TRANSFEROR AND TRANS-

FEREE.-Every partnership making a return under subsection (a)
shall furnish to each person whose name is set forth in such return
a written statement showing-



"(1) the name and address of the partnership making the
return, and

"(2) the information shown on the return with respect to such
person.

The statement required under the preceding sentence shall be fur-
nished to the person on or before January 31 following the calendar
year for which the return under subsection (a) was made.

"(C) REQUIREMENT THAT TRANSFEROR NOTIFY PARTNERSHIP. -
"(1) IN GENERAL.-In the case of any exchange described in

subsection (a), the transferor of the partnership interest shall
promptly notify the partnership of such exchange.

"(2) PARTNERSHIP NOT REQUIRED TO MAKE RETURN UNTIL
NOTICE.-A partnership shall not be required to make a return
under this subsection with respect to any exchange until the
partnership is notified of such exchange."

(b) PENALTIES. -
(1) Subparagraph (B) of section 6652(a)(1) (relating to failure

to file certain information returns, etc.) is amended by striking
out "or" at the end of clause (vi), by adding "or" at the end of
clause (vii), and by inserting after clause (vii) the following new
clause:

"(viii) section 6050K (relating to exchanges of certain
partnership interests), ".

(2) Paragraph (1) of section 6678(a) (relating to failure to fur-
nish certain statements) is amended-

(A) by striking out "or 6050J(e)" and inserting in lieu
thereof "6050J(e), or 605OK(b)", and

(B) by striking out "or 6050J(a)" and inserting in liel
thereof "6050J(a), or 605OK(a)"

(3) Section 6678 (relating to failure to furnish certain state-
ments) is amended by adding at the end thereof the following
new subsection:

"(C) FAILURE To NOTIFY PARTNERSHIP OF EXCHANGE OF PARTNER-
SHIP INTERET.-In the case of any person who fails to furnish the
notice required by section 6050K(c)(1) on the date prescribed therefor,
unless it is shown that such failure is due to reasonable cause and
not to willful neglect, such person shall pay a penalty of $50 for
each such failure."

(c) CONFORMING AMENDMENT.-The table of sections for subpart B
of part III of subchapter A of chapter 61 is amended by adding at
the end thereof the following new item:

"Sec. 6050K. Returns relating to exchanges of certain partnership in-
terests."

(d) EFFECTIVE DATE.-The amendments made by this section
shall apply with respect to exchanges after December 31, 1984.

SEC. 150. STATEMENTS REQUIRED IN CASE OF CERTAIN SUBSTITUTE PAY-
MENTS.

(a) IN GENERAL. -Section 6045 (relating to returns of brokers) is
amended by adding at the end thereof the following new subsection:

"(d) STATEMENTS REQUIRED IN CASE OF CERTAIN SUBSTITUTE PAY-

MENTS. -If any broker-
"(1) transfers securities of a customer for use in a short sale

or similar transaction, and



"(2) receives (on behalf of the customer) a payment in lieu
of-

"(A) a dividend,

"(B) tax-exempt interest, or
"(C) such other items as the Secretary may prescribe by

regulations,
during the period such short sale or similar transaction is open, the
broker shall furnish such customer a written statement (at such
time and in the manner as the Secretary shall prescribe by regula-
tions) identifying such payment as being in lieu of the dividend,
tax-exempt interest, or such other item. The Secretary may prescribe
regulations which require the broker to make a return which in-
cludes the information contained in such written statement."

(b) EFFECTIVE DATE.-The amendment made by this section shall
apply to payments received after December 31, 1984.

SEC. 151. REPORTING OF STATE AND LOCAL REFUNDS NOT REQUIRED WITH
RESPECT TO NON-ITEMIZERS.

(a) IN GENERAL.-Subsection (b) of section 6050E (relating to State
and local income tax refunds) is amended by adding at the end
thereof the following: "No statement shall be required under this
subsection with respect to any individual if it is determined (in the
manner provided by regulations) that such individual did not claim
itemized deductions under chapter 1 for the taxable year giving rise
to the refund, credit, or offset."

(b) EFFECTIVE DATE.-The amendment made by subsection (a)
shall apply to payments of refunds, and credits and offsets made,
after December 31, 1982.

SEC. 152. FURNISHING OF TIN UNDER BACKUP WITHHOLDING.
(a) IN GENERAL. -Section 3406(e)(1) (relating to backup withhold-

ing) is amended by inserting at the end thereof the following new
sentence: "The Secretary may require that a TIN required to be fur-
nished under subsection (a)(1)(A) be provided under penalties of per-
jury only with respect to interest, dividends, patronage dividends,
and amounts subject to broker reporting."

(b) EFFECTIVE DATE.-The amendment made by this section shall
take effect on the date of the enactment of this Act.

PART III-OTHER COMPLIANCE PRO VISIONS

SEC. 155. SUBSTANTIATION OF CHARITABLE CONTRIBUTIONS; MODIFICA-
TIONS OF INCORRECT VALUATION PENALTY.

(a) SUBSTANTIATION OF CONTRIBUTIONS OF PROPERTY.-

(1) IN GENERAL.-Not later than December 31, 1984, the Secre-
tary shall prescribe regulations under section 170(a)(1) of the In-
ternal Revenue Code of 1954, which require any individual,
closely held corporation, or personal service corporation claim-
ing a deduction under section 170 of such Code for a contribu-
tion described in paragraph (2)-

(A) to obtain a qualified appraisal for the property con-
tributed,



(B) to attach an appraisal summary to the return on
which such deduction is first claimed for such contribu-
tion, and

(C) to include on such return such additional informa-
tion (including the cost basis and acquisition date of the
contributed property) as the Secretary may prescribe in such
regulations.

Such regulations shall require the taxpayer to retain any quali-
fied appraisal.

(2) CONTRIBUTIONS TO WHICH PARAGRAPH (1) APPLIES.-For

purposes of paragraph (1), a contribution is described in this
paragraph-

'(A) if such contribution is of property (other than public-
ly traded securities), and

"(B) if the claimed value of such property (plus the
claimed value of all similar items of property donated to 1
or more donees) exceeds $5,000.

In the case of any property which is nonpublicly traded stock,
subparagraph (B) shall be applied by substituting "$10,000" for
"$,o000'.

"(3) APPRAISAL SUMMARY.-For purposes of this subsection,
the appraisal summary shall be in such form and include such
information as the Secretary prescribes by regulations. Such
summary shall be signed by the qualified appraiser preparing
the qualified appraisal and shall contain the TIN of such ap-
praiser. Such summary shall be acknowledged by the donee of
the property appraised in such manner as the Secretary pre-
scribes in such regulations.

"(4) QUALIFIED APPRAISAL.-The term "qualified appraisal"
means an appraisal prepared by a qualified appraiser which in-
cludes-

"(A) a description of the property appraised,
"(B) the fair market value of such property on the date of

contribution and the specific basis for the valuation,
"(C) a statement that such appraisal was prepared for

income tax purposes,
"(D) the qualifications of the qualified appraiser,
"(E) the signature and TIN of such appraiser, and
"(F) such additional information as the Secretary pre-

scribes in such regulations.
"(5) QUALIFIED APPRAISER.-

"(A) IN GENERAL.--For purposes of this subsection, the
term "qualified appraiser' means an appraiser qualified to
make appraisals of the type of property donated, who is
not-

"(i) the taxpayer,
"(ii) a party to the transaction in which the taxpayer

acquired the property,
"(iii) the donee,
"(iv) any person employed by any of the foregoing per-

sons or related to any of the foregoing persons under
section 267(b) of the Internal Revenue Code of 1954, or

"(v) to the extent provided in such regulations, any

person whose relationship to the taxpayer would cause
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a reasonable person to question the independence of
such appraiser.

"(B) APPRAISAL FEEs.-For purpose of this subsection, an
appraisal shall not be treated as a qualified appraisal if
all or part of the fee paid for such appraisal is based on a
percentage of the appraised value of the property. The pre-
ceding sentence shall not apply to fees based on a sliding
scale that are paid to a generally recognized association
regulating appraisers.

(6) OTHER DEFINITIONS.-For purposes of this subsection-
(A) CLOSELY HELD CORPORATION.-The term "closely held

corporation" means any corporation (other than an S corpo-
ration) with respect to which the stock ownership require-
ment of paragraph (2) of section 542(a) of such Code is met.

(B) PERSONAL SERVICE CORPORATION.-The term '"person-
al service corporation" means any corporation (other than
an S corporation) which is a service organization (within
the meaning of section 414(m)(3) of such Code).

(C) PUBLICLY TRADED SECURITIES.-The term 'publicly
traded securities" means securities for which (as of the date
of the contribution) market quotations are readily available
on an established securities market.

(D) NONPUBLICLY TRADED STOC.-The term "nonpublicly
traded stock" means any stock of a corporation which is
not a publicly traded security.

(E) THE SECRETARY.-The term "Secretary" means the
Secretary of the Treasury or his delegate.

(b) INFORMATION REPORT REQUIRED ON DISPOSITION BY DONEE.-

(1) IN GENERAL.-Subpart B of part III of subchapter A of
chapter 61 (relating to information and returns) is amended by
adding at the end thereof the following new section:

"SEC. 6050L. RETURNS RELATING TO CERTAIN DISPOSITIONS OF DONATED
PROPERTY

"(a) GENERAL RULE.-If the donee of any charitable deduction
property sells, exchanges, or otherwise disposes of such property
within 2 years after its receipt, the donee shall make a return (in
accordance with forms and regulations prescribed by the Secretary)
showing-

"(1) the name, address, and TIN of the donor,
"(2) a description of the property,
"() the date of the contribution,
"(4) the amount received on the disposition, and
"(5) the date of such disposition.

"(b) CHARITABLE DEDUCTION PROPERTY.-For purposes of this sec-
tion, the term 'charitable deduction property' means any property
(other than publicly traded securities) contributed in a contribution
for which a deduction was claimed under section 170 if the claimed
value of such property (plus the claimed value of all similar items
of property donated by the donor to 1 or more donees) exceeds $5,000.

'(0) STATEMENT To BE FURNISHED TO DONoRS.-Every person
making a return under subsection (a) shall furnish a copy of such
return to the donor at such time and in such manner as the Secre-
tary may by regulations prescribe.



"(d) DEFINITION OF PUBLICLY TRADED SECURITIES.-The term
'publicly traded securities' means securities for which (as of the date
of the contribution) market quotations are readily available on an
established securities market."

(2) PENALTIES. -
(A) Subparagraph (B) of section 6652(a)(1) (relating to

failure to file certain information returns, etc.) is amend-
ed-

(i) by striking out "or" at the end of clause (vii),
(ii) By adding "or" at the end of clause (viii), and
(iii) by inserting after clause (viii) the following new

clause:
"(ix) section 6050L (relating to returns relating to cer-

tain dispositions of donated property),"
(B) Paragraph (1) of section 6678(a) (relating to failure to

furnish certain statements) is amended-
(i) by striking out "or 605OK(b)" and inserting in lieu

thereof "605OK(b), or 6050L(c)", and
(ii) by striking out "or 605OK(a)" and inserting in

lieu thereof "6050K(a), or 6050L(a)".
(3) Clerical amendment.-The table of sections of subpart B

of part III of subchapter A of chapter 61 is amended by adding
at the end thereof the following new item:

"Sec. 6050L. Returns relating to certain dispositions of donated property."

(c) MODIFICATIONS OF INCORRECT VALUATION PENALTY.-
(1) MODIFICATIONS OF SECTION 6659.-

(A) ELIMINATION OF REQUIREMENT THAT PROPERTY BE AC-
QUIRED WITHIN THE LAST 5 YEARS.-Subsection (c) of section
6659 is amended to read as follows:

"(C) VALUATION OVERSTATEMENT DEFINED.-For purposes of this
section, there is a valuation overstatement if the value of any prop-
erty, or the adjusted basis of any property, claimed on any return is
150 percent or more of the amount determined to be the correct
amount of such valuation or adjusted basis (as the case may be)."

(B) SPECIAL RULES FOR OVERSTATEMENT OF CHARITABLE

DEDUCTION.-Section 6659 is amended by redesignating sub-
section (f) as subsection (g) and by inserting after subsection
(e) the following new subsection:

"(f) SPECIAL RULES FOR OVERSTATEMENT OF CHARITABLE

DEDUCTION.-

"(1) AMOUNT OF APPLICABLE PERCENTAGE.-In the case of any
underpayment attributable to a valuation overstatement with
respect to charitable deduction property, the applicable percent-
age for purposes of subsection (a) shall be 30 percent.

"(2) LIMITATION ON AUTHORITY TO WAIVE.--In the case of any
underpayment attributable to a valuation overstatement with
respect to charitable deduction property, the Secretary may not
waive any portion of the addition to tax provided by this sec-
tion unless the Secretary determines that-

"(A) the claimed value of the property was based on a
qualified appraisal made by a qualified appraiser, and

"(B) in addition to obtaining such appraisal, the taxpay-
er made a good faith investigation of the value of the con-
tributed property.



"(3) DEFINITIoNs.-For purposes of this subsection-
"(A) CHARITABLE DEDUCTION PROPERTY.-The term 'char-

itable deduction property' means any property contributed
by the taxpayer in a contribution for which a deduction
was claimed under section 170. For purposes of paragraph
(2), such term shall not include any securities for which (as
of the date of the contribution) market quotations are read-
ily available on an established securities market.

"(B) QUALIFIED APPRAISER.-The term 'qualified apprais-
er' means any appraiser meeting the requirements of the
regulations prescribed under section 170(a)(1).

"(C) QUALIFIED APPRAISAL.-The term 'qualified ap-
praisal' means any appraisal meeting the requirements of
the regulations prescribed under section 170(a)(1)."

(2) EXTENSION OF INCORRECT VALUATION PENALTY TO ESTATE

AND GIFT TAX.-

(A) Subchapter A of chapter 68 (relating to additions to
the tax and additional amounts) is amended by inserting
after section 6659 the following new section:

"SEC. 6660. ADDITION TO TAX IN THE CASE OF VALUATION UNDERSTATE-
MENT FOR PURPOSES OF THE ESTATE OR GIFT TAXES.

"(a) ADDITION TO THE TAx.-In the case of any underpayment of a
tax imposed by subtitle B (relating to estate and gift taxes) which is
attributable to a valuation understatement, there shall be added to
the tax an amount equal to the applicable percentage of the under-
payment so attributed.

"(b) APPLICABLE PERCENTAGE. -For purposes of subsection (a), the
applicable percentage shall be determined under the following table:
"If the valuation claimed is the following percent of The applicable

the correct valuation- percentage is:
50 percent or more but not more than 662/3 percent ........................ 10
40 percent or more but less than 50 percent ....................................... 20
Less than 40 percent ........ ......... .............................. 30.

"(c) VALUATION UNDERSTATEMENT DEFINED.-For purposes of this
section, there is a valuation understatement if the value of any
property claimed on any return is 6623 percent or less of the amount
determined to be the correct amount of such valuation.

"(d) UNDERPAYMENT MUST BE AT LEAST $1,000.-This section
shall not apply if the underpayment is less than $1,000 for any tax-
able period (or, in the case of the tax imposed by chapter 11, with
respect to the estate of the decedent).

"(e) AUTHORITY TO WAIE.-The Secretary may waive all or any
part of the addition to the tax provided by this section on a showing
by the taxpayer that there was a reasonable basis for the valuation
claimed on the return and that such claim was made in good
faith."

(B) CLERICAL AMENDMENT.-The table of sections for sub-
chapter A of chapter 68 is amended by inserting after the
item relating to section 6659 the following new item:

"Sec. 6660- Addition to tax in the case of valuation understatement for
purposes of estate or gift taxes."(d) EFFECTIVE DATES.-

(1) SUBSECTIONS (a) AND (b).-The amendments made by sub-
sections (a) and (b) shall apply to contributions made after De-
cember 31, 1984, in taxable years ending after such date.



(2) SUBSECTION (c).-The amendments made by subsection (c)
shall apply to returns filed after December 31, 1984.

SEC. 156. AUTHORIZATION TO DISREGARD APPRAISALS OF PERSONS PE-
NALIZED FOR AIDING IN UNDERSTATEMENTS OF TAX LIABIL-
ITY.

(a) IN GENERAL.-Section 330 of title 31, United States Code, is
amended by adding at the end thereof the following new subsection:

"(c) After notice and opportunity for a hearing to any appraiser
with respect to whom a penalty has been assessed under section
6701(a) of the Internal Revenue Code of 1954, the Secretary may-

"(1) provide that appraisals by such appraiser shall not have
any probative effect in any administrative proceeding before the
Department of the Treasury or the Internal Revenue Service,
and

"(2) bar such appraiser from presenting evidence or testimony
in any such proceeding."

(b) EFFECTIVE DATE.-The amendment made by subsection (a)
shall apply to penalties assessed after the date of the enactment of
this Act.
SEC. 157. LIMITATION ON MAILING OFDEPOSITS OF TAXES.

(a) IN GENERAL.-Subsection (e) of section 7502 (relating to mail-
ing of deposits) is amended by adding at the end thereof the follow-
ing new paragraph:

"(3) No APPLICATION TO CERTAIN DEPOSITS. -Paragraph (1)
shall not apply with respect to any deposit of $20,000 or more by
any person who is required to deposit the tax more than once a
month."

(b) EFFECTIVE DATE.-The amendment made by this section shall
apply to deposits required to be made after July 31, 1984.
SEC. 158. INTEREST ON CERTAIN ADDITIONS TO TAX.

(a) IN GENERAL.-Paragraph (2) of section 6601(e) (relating to in-
terest on penalties and additions to tax) is amended to read as fol-
lows:

"(2) INTEREST ON PENALTIES, ADDITIONAL AMOUNTS, OR ADDI-

TIONS TO THE TAX. -
"(A) IN GENERAL.-Interest shall be imposed under sub-

section (a) in respect of any assessable penalty, additional
amount, or addition to the tax (other than an addition to
tax imposed under section 6651(a)(1), 6659, 6660, or 6661)
only if such assessable penalty, additional amount, or addi-
tion to the tax is not paid within 10 days from the date of
notice and demand therefor, and in such case interest shall
be imposed only for the period from the date of the notice
and demand to the date of payment.

"(B) INTEREST ON CERTAIN ADDITIONS TO TAX. -Interest
shall be imposed under this section with respect to any ad-
dition to tax imposed by section 6651(a)(1), 6659, 6660, or
6661 for the period which-

"(i) begins on the date on which the return of the tax
with respect to which such addition to tax is imposed
is required to be filed (including any extensions), and

"(ii) ends on the date of payment of such addition to
tax. "



(b) EFFECTIVE DATE.-The amendment made by this section shall
apply to interest accrued after the date of the enactment of this Act,
except with respect to additions to tax for which notice and demand
is made before such date.
SEC. 159. PENALTY FOR FRAUDULENT WITHHOLDING EXEMPTION CERTIF-

CA TE OR FAILURE TO SUPPLY INFORMATION.
(a) IN GENERAL.-Section 7205 (relating to penalty for fraudulent

withholding exemption certificate) is amended-
"(1) by striking out "in lieu of" each place it appears and in-

serting in lieu thereof "in addition to", and
"(2) by striking out "(except the penalty provided by section

6682)" each place it appears.
(b) EFFECTIVE DATE.-The amendments made- by this section shall

apply to actions and failures to act occurring after the date of the
enactment of this Act.
SEC. 160. APPLICATION OF PENALTY FOR FRIVOLOUS PROCEEDINGS TO

PENDING TAX COURT PROCEEDINGS.
Paragraph (2) of section 292(e) of the Tax Equity and Fiscal Re-

sponsibility Act of 1982 is amended to read as follows:
"(2) PENALTY.-The amendments made by subsections (b) and

(d)(2) shall apply to any action or proceeding in the United
States Tax Court which-

"(A) is commenced after December 31, 1982, or
"(B) is pending in the United States Tax Court on the

day which is 120 days after the date of the enactment of
the Tax Reform Act of 1984."

SEC. 161. FAILURE TO REQUEST CHANGE OF METHOD OF ACCOUNTING.
(a) IN GENERAL.-Section 446 (relating to general rule for methods

of accounting) is amended by adding at the end thereof the follow-
ing new subsection:

"(f) FAILURE To REQUEST CHANGE OF METHOD OF ACCOUNTING.-

If the taxpayer does not file with the Secretary a request to change
the method of accounting, the absence of the consent of the Secre-
tary to a change in the method of accounting shall not be taken into
account-

"(1) to prevent the imposition of any penalty, or the addition
of any amount to tax, under this title, or

"(2) to diminish the amount of such penalty or addition to
tax."

(b) EFFECTIVE DATE.-The amendment made by this section shall
apply to taxable years beginning after the date of the enactment of
this Act.
SEC. 162. CLARIFICATION OF CHANGE OF VENUE FOR CERTAIN TAX OF-

FENSES.
Section 3237(b) of title 18 of the United States Code is amended to

read as follows:
"(b) Notwithstanding subsection (a), where an offense is described

in section 7203 of the Internal Revenue Code of 1954, or where
venue for prosecution of an offense described in section 7201 or 7206
(1), (2), or (5) of such Code (whether or not the offense is also de-
scribed in another provision of law) is based solely on a mailing to
the Internal Revenue Service, and prosecution is begun in a judicial
district other than the judicial district in which the defendant re-
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sides, he may upon motion filed in the district in which the prosecu-
tion is begun, elect to be tried in the district in which he was resid-
ing at the time the alleged offense was committed: Provided, That
the motion is filed within twenty days after arraignment of the de-
fendant upon indictment or information."
SEC. 163. EXTENSION OF STATUTE OF LIMITATIONS WITH RESPECT TO CER-

TAIN EXPENDITURES RELATING TO CONTRIBUTIONS IN AID
OF CONSTRUCTION.

(a) IN GENERAL.-Section 118 (relating to contributions to the cap-
ital of a corporation) is amended by redesignating subsection (c) as
subsection (d) and by inserting after subsection (b) the following new
subsection:

"(c) STATUTE OF LIMITATINS.-If the taxpayer for any taxable
year treats an amount as a contribution to the capital of the taxpay-
er described in subsection (b), then-

"(1) the statutory period for the assessment of any deficiency
attributable to any part of such amount shall not expire before
the expiration of 3 years from the date the Secretary is notified
by the taxpayer (in such manner as the Secretary may prescribe)
of-

"(A) the amount of the expenditure referred to in sub-
paragraph (A) of subsection (b)(2),

"(B) the taxpayer's intention not to make the expendi-
tures referred to in such subparagraph, or

"(C) a failure to make such expenditure within the period
described in subparagraph (B) of subsection (b)(2); and

"(2) such deficiency may be assessed before the expiration of
such 3-year period notwithstanding the provisions of any other
law or rule of law which would otherwise prevent such assess-
ment."

(b) TECHNICAL AMENDMENTS.-
(1) Section 6603 is amended by striking out subsections (1) and

(o) and by redesignating subsection (m), (n), and (p) as subsec-
tions (k), (1), and (m), respectively, and by inserting after subsec-
tion (m) (as so redesignated) the following new subsection:

"(n) CROSS REFERENCES. -
"(1) For period of limitations for assessment and collection in the case of

a joint income return filed after separate returns have been filed, see section

6013(b) (3) and (4).
"(2) For extension of period in the case of partnership items (as defined in

section 6231(a)(3)), see section 6229.
"(3) For extension of period in the case of certain contributions in aid of

construction, see section 118(c). "

(2) Subsection (f) of section 6613 is amended by striking out

"section 6603(n)(1)" and inserting in lieu thereof "section

6603(l)(1)".
(C) EFFECTIVE DATE.-The amendments made by this section shall

apply to expenditures with respect to which the second taxable year

described in section 118(b)(2)(B) of the Internal Revenue Code of

1954 ends after December 31, 1984.



Subtitle L-Miscellaneous Provisions

SEC. 171. INCLUSION OF TAX BENEFIT ITEMS IN INCOME.
(a) IN GENERAL.-Section 111 (relating to recovery of bad debts,

prior taxes, and delinquency amounts) is amended to read as fol-
lows:
"SEC. 111. RECO VERY OF TAX BENEFIT ITEMS.

"(a) DEDUCTIONS.-Gross income does not include income attribut-
able to the recovery during the taxable year of any amount deducted
in any prior taxable year to the extent such amount did not reduce
income subject to tax.

"(b) CREDITS.-
"(1) IN GENERAL. -If-

"(A) a credit was allowable with respect to any amount
for any prior taxable year, and

"(B) during the taxable year there is a downward price
adjustment or similar adjustment,

the tax imposed by this chapter for the taxable year shall be in-
creased by the amount of the credit attributable to the adjust-
ment.

"(2) EXCEPTION WHERE CREDIT DID NOT REDUCE TAX.-Para-
graph (1) shall not apply to the extent that the credit allowable
for the recovered amount did not reduce the amount of tax im-
posed by this chapter.

"(3) EXCEPTION FOR INVESTMENT TAX CREDIT AND FOREIGN
TAX CREDIT.-This subsection shall not apply with respect to the
credit determined under section 46 and the foreign tax credit.

"(C) TREATMENT OF CARRYOVERS.-For purposes of this section, an
increase in a carryover which has not expired before the beginning
of the taxable year in which the recovery takes place shall be treat-
ed as reducing income subject to tax or reducing tax imposed by this
chapter, as the case may be.

"(d) SPECIAL RULES FOR ACCUMULATED EARNINGS TAX AND FOR
PERSONAL HOLDING COMPANY TAX. -In applying subsection (a) for
the purpose of determining the accumulated earnings tax under sec-
tion 531 or the tax under section 541 (relating to personal holding
companies)-

"(1) any excluded amount under subsection (a) allowed for the
purposes of this subtitle (other than section 531 or section 541)
shall be allowed whether or not such amount resulted in a re-
duction of the tax under section 531 or the tax under section
541 for the prior taxable year; and

"(2) where any excluded amount under subsection (a) was not
allowable as a deduction for the prior taxable year for purposes
of this subtitle other than of section 531 or section 541 but was
allowable for the same taxable year under section 531 or section
541, then such excluded amount shall be allowable if it did not
result in a reduction of the tax under section 531 or the tax
under section 541."

(b) CLERICAL AMENDMENT.-The table of sections for part III of
subchapter B of chapter 1 (relating to items specifically excluded



from gross income) is amended by striking out the item relating to
section 111 and inserting in lieu thereof:

"Sec. 111. Recovery of tax benefit items."
(c) EFFECTIVE DATE.-The amendments made by this section shall

apply to amounts recovered after December 31, 1983, in taxable years
ending after such date.
SEC. 172. LOANS WITH BELO W-MARKET INTEREST RATES.

(a) GENERAL RuLE.-Subchapter C of chapter 80 (relating to provi-
sions affecting more than 1 subtitle) is amended by adding at the
end thereof the following new section:
"SEC. 7872. TREATMENT OF LOANS WITH BELOW-MARKET INTEREST

RATES.

"(a) TREATMENT OF GIFT LOANS AND DEMAND LOANS.-
"(1) IN GENERAL.-For purposes of this title, in the case of

any below-market loan to which this section applies and which
is a gift loan or a demand loan, the foregone interest shall be
treated as-

"(A) transferred from the lender to the borrower, and
"(B) retransferred by the borrower to the lender as

interest.
"(2) TIME WHEN TRANSFERS MADE.-Except as otherwise pro-

vided in regulations prescribed by the Secretary, any foregone
interest attributable to periods during any calendar year shall
be treated as transferred (and retransferred) under paragraph
(1) on the last day of such calendar year.

"(b) TREATMENT OF OTHER BELOW-MARKET LOANS.-
"(1) IN GENERAL.-For purposes of this title, in the case of

any below-market loan to which this section applies and to
which subsection (a)(1) does not apply, the lender shall be treat-
ed as having transferred on the date the loan was made (or, if
later, on the first day on which this section applies to such
loan), and the borrower shall be treated as having received on
such date, cash in an amount equal to the excess of-

"(A) the amount loaned, over
"(B) the present value of all payments which are required

to be made under the terms of the loan.
"(2) OBLIGATION TREATED AS HAVING ORIGINAL ISSUE DIS-

COUNT. -For purposes of this title-
"(A) IN GENERAL.-Any below-market loan to which para-

graph (1) applies shall be treated as having original issue
discount in an amount equal to the excess described in
paragraph (1).

"(B)-AMOUNT IN ADDITION TO OTHER ORIGINAL ISSUE DIS-

COUNT.-Any original issue discount which a loan is treat-
ed as having by reason of subparagraph (A) shall be in ad-
dition to any other original issue discount on such loan (de-
termined without regard to subparagraph (A)).

"(C) BELOW-MARKET LOANS TO WHICH SECTION APPLIES.-

"(1) IN GENERAL.-Except as otherwise provided in this sub-
section, this section shall apply to-

"(A) GIFTS.-Any below-market loan which is a gift loan.
"(B) COMPENSATION-RELATED LOANS.-Any below-market

loan directly or indirectly between-



"(0 an employer and an employee, or
"(ii) an independent contractor and a person for

whom such independent contractor provides services.
"(C) CORPORATION-SHAREHOLDER LOANS.-Any below-

market loan directly or indirectly between a corporation
and any shareholder of such corporation.

"(D) TAX AVOIDANCE LOANS.-Any below-market loan 1 of
the principal purposes of the interest arrangements of
which is the avoidance of any Federal tax.

"(E) OTHER BELOW-MARKET LOANS.-To the extent provid-
ed in regulations, any below-market loan which is not de-
scribed in subparagraph (A), (B), or (C) if the interest ar-
rangements of such loan have a significant effect on any
Federal tax liability of the lender or the borrower.

"(2) $10,000 DE MINIMIS EXCEPTION FOR GIFT LOANS BETWEEN

INDIVIDUALS.-

"(A) IN GENERAL.-In the case of any gift loan directly
between individuals, this section shall not apply to any day
on which the aggregate outstanding amount of loans be-
tween such individuals does not exceed $10,000.

"(B) DE MINIMIS EXCEPTION NOT TO APPLY TO LOANS AT-

TRIBUTABLE TO ACQUISITION OF INCOME-PRODUCING

ASSETS.-Subparagraph (A) shall not apply to any gift loan
directly attributable to the purchase or carrying of income-
producing assets.

"(C) CROSS REFERENCE. -
"For limitation on amount treated as interest where loans do not exceed

$100,000, see subsection (d)(1).
"(3) $10,000 DE MINIMIS EXCEPTION FOR COMPENSATION-RELAT-

ED AND CORPORATE-SHAREHOLDER LOANS.-

"(A) IN GENERAL.-In the case of any loan described in
subparagraph (B) or (C) of paragraph (1), this section shall
not apply to any day on which the aggregate outstanding
amount of loans between the borrower and lender does not
exceed $10,000.

"(B) EXCEPTION NOT TO APPLY WHERE 1 OF PRINCIPAL

PURPOSES IS TAX A VOIDANCE.-Subparagraph (A) shall not
apply to any loan the interest arrangements of which have
as 1 of their principal purposes the avoidance of any Feder-
al tax.

"(d) SPECIAL RULES FOR GIFT LOANS.-

"(1) LIMITATION ON INTEREST ACCRUAL FOR PURPOSES OF

INCOME TAXES WHERE LOANS DO NOT EXCEED $100,000.-

"(A) IN GENERAL.-For purposes of subtitle A, in the case
of a gift loan directly between individuals, the amount
treated as retransferred by the borrower to the lender as of
the close of any year shall not exceed the borrower's net in-
vestment income for such year.

"(B) LIMITATION NOT TO APPLY WHERE 1 OF PRINCIPAL

PURPOSES IS TAX A VOIDANCE. -Subparagraph (A) shall not
apply to any loan the interest arrangements of which have
as 1 of their principal purposes the avoidance of any Feder-
al tax.



"(C) SPECIAL RULE WHERE MORE THAN 1 GIFT LOAN OUT-
STANDING.-For purposes of subparagraph (A), in any case
in which a borrower has outstanding more than I gift loan,
the net investment income of such borrower shall be allo-
cated among such loans in proportion to the respective
amounts which would be treated as retransferred by the
borrower without regard to this paragraph.

"(D) LIMITATION NOT TO APPLY WHERE AGGREGATE
AMOUNT OF LOANS EXCEED $ioo,ooo.-This paragraph shall
not apply to any loan made by a lender to a borrower for
any day on which the aggregate outstanding amount of
loans between the borrower and lender exceeds $100,000.

"(E) NET INVESTMENT INCOME.-For purposes of this
paragraph-

"(i) IN GENERAL.-The term 'net investment income'
has the meaning given such term by section 163(d)(3).

"(ii) DE MINIMIS RULE.-If the net investment income
of any borrower for any year does not exceed $1,000, the
net investment income of such borrower for such year
shall be treated as zero.

"(iii) ADDITIONAL AMOUNTS TREATED AS INTEREST.-
In determining the net investment income of a person
for any year, any amount which would be included in
the gross income of such person for such year by reason
of section 1272 if such section applied to all deferred
payment obligations shall be treated as interest re-
ceived by such person for such year.

"(iv) DEFERRED PAYMENT OBLIGATIONS. -The term
'deferred payment obligation' includes any market dis-
count bond, short-term obligation, United States sav-
ings bond, annuity, or similar obligation.

"(2) SPECIAL RULE FOR GIFT TAX. -In the case of any gift loan
which is a term loan, subsection (b)(1) (and not subsection (a))
shall apply for purposes of chapter 12.

"(e) DEFINITIONS OF BELOW-MARKET LOAN AND FOREGONE INTER-
EST. -For purposes of this section-

"(1) BELOW-MARKET LOAN.-The term 'below-market loan'
means any loan if-

"(A) in the case of a demand loan, interest is payable on
the loan at a rate less than the applicable Federal rate, or

"(B) in the case of a term loan, the amount loaned ex-
ceeds the present value of all payments due under the loan.

"(2) FOREGONE INTEREST.-The term 'foregone interest'means,
with respect to any period during which the loan is outstand-
ing, the excess of-

"(A) the amount of interest which would have been pay-
able on the loan for the period if interest accrued on the
loan at the applicable Federal rate and were payable annu-
ally on the day referred to in subsection (a)(2), over

"(B) any interest payable on the loan properly allocable to
such period.

"(f) OTHER DEFINITIONS AND SPECIAL RULES. -For purposes of
this section-



"(1) PRESENT VALUE.-The present value of any payment shall
be determined in the manner provided by regulations prescribed
by the Secretary-

"(A) as of the date of the loan, and
"(B) by using a discount rate equal to the applicable Fed-

eral rate.
"(2) APPLICABLE FEDERAL RATE.-

"(A) TERM LOANS.-In the case of any term loan, the ap-
plicable Federal rate shall be the applicable Federal rate in
effect under section 1274(d) (as of the day on which the
loan was made), compounded semiannually.

"(B) DEMAND LOANS.-In the case of a demand loan, the
applicable Federal rate shall be the Federal short-term rate
in effect under section 1274(d) for the period for which the
amount of foregone interest is being determined.

"(3) GIFT LOAN.-The term 'gift loan' means any below-
market loan where the foregoing of interest is in the nature of a
gift.

"(4) AMOUNT LOANED.-The term 'amount loaned' means the
amount received by the borrower.

"(5) DEMAND LOAN.-The term 'demand loan' means any loan
which is payable in full at any time on the demand of the
lender. Such term also includes (for purposes other than deter-
mining the applicable Federal rate under paragraph (2)) any
loan which is not transferrable and the benefits of the interest
arrangements of which is conditioned on the future perform-
ance of substantial services by an individual.

"(6) TERM LOAN.-The term 'term loan' means any loan
which is not a demand loan.

"(7) HUSBAND AND WIFE TREATED AS 1 PERSON.-A husband
and wife shall be treated as 1 person.

"(8) LOANS TO WHICH SECTION 483 OR 1274 APPLIES.-This sec-
tion shall not apply to any loan to which section 483 or 1274
applies.

"(9) No WITHHOLDING.-No amount shall be withheld under
chapter 24 with respect to any amount treated as transferred or
retransferred under subsection (a).

"(10) SPECIAL RULE FOR TERM LOANS.-If this section applies
to any term loan on any day, this section shall continue to
apply to such loan notwithstanding paragraphs (2) and (3) of
subsection (c). In the case of a gift loan, the preceding sentence
shall only apply for purposes of chapter 12.

"(g) REGULATIONS.-
"(1) IN GENERAL.-The Secretary shall prescribe such regula-

tions as may be necessary or appropriate to carry out the pur-
poses of this section, including-

"(A) regulations providing that where, by reason of vary-
ing rates of interest, conditional interest payments, waivers
of interest, disposition of the lender's or borrower's interest
in the loan, or other circumstances, the provisions of this
section do not carry out the purposes of this section, adjust-
ments to the provisions of this section will be made to the
extent necessary to carry out the purposes of this section,



"(B) regulations for the purpose of assuring that the posi-
tions of the borrower and lender are consistent as to the ap-
plication (or nonapplication) of this section, and

"(C) regulations exempting from the application of this
section any class of transactions the interest arrangements
of which have no significant effect on any Federal tax li-
ability of the lender or the borrower.

"(2) ESTATE TAX COORDINATION.-Under regulations pre-
scribed by the Secretary, any loan which is made with donative
intent and which is a term loan shall be taken into account for
purposes of chapter 11 in a manner consistent with the provi-
sions of subsection (b)."

(b) CLERICAL AMENDMENT.-The table of sections for subchapter C
of chapter 80 is amended by adding at the end thereof the following
new item:

"Sec. 7872. Treatment of loans with below-market interest rates."
(c) EFFECTIVE DATES. -

(1) IN GENERAL.-Except as provided in paragraph (2), the
amendments made by this section shall apply to-

(A) term loans made after June 6, 1984, and
(B) demand loans outstanding after June 6, 1984.

(2) EXCEPTION FOR DEMAND LOANS OUTSTANDING ON JUNE 6,

1984, AND REPAID WITHIN 60 DAYS AFTER DATE OF ENACTMENT.-

The amendments made by this section shall not apply to any
demand loan which-

(A) was outstanding on June 6, 1984, and
(B) was repaid before the date 60 days after the date of

the enactment of this Act.
(3) EXCEPTION FOR CERTAIN EXISTING LOANS TO CONTINUING

CARE FACILITIES.-Nothing in this subsection shall be construed
to apply the amendments made by this section to any loan made
before June 6, 1984, to a continuing care facility by a resident of
such facility which is contingent on continued residence at such
facility.

(4) APPLICABLE FEDERAL RATE FOR PERIODS BEFORE JANUARY

1, 1985.-For periods before January 1, 1985, the applicable Fed-
eral rate under paragraph (2) of section 7872(f) of the Internal
Revenue Code of 1954, as added by this section, shall be 10 per-
cent, compounded semiannually.

(5) TREATMENT OF RENEGOTIATIONS, ETC.-For purposes of
this subsection, any loan renegotiated, extended, or revised after
June 6, 1984, shall be treated as a loan made after such date.

(6) DEFINITION OF TERM AND DEMAND LOANS. -For purposes of
this subsection, the terms 'demand loan' and 'term loan' have
the respective meanings given such terms by paragraphs (5) and
(6) of section 7872(f) of the Internal Revenue Code of 1954, as
added by this section, but the second sentence of such para-
graph (5) shall not apply.

SEC. 173. ELIGIBILITY FOR INCOME AVERAGING.
(a) BASE PERIOD SHORTENED TO 3 YEARS. -Paragraph (2) of sec-

tion 1302(c) (relating to definition of averagable income; related
definitions) is amended by striking out "4 taxable years" and insert-
ing in lieu thereof "3 taxable years".



(b) INCREASE IN PERCENTAGE OF AVERAGE BASE INCOME TAKEN

INTO AcCOUNT.-Section 1301 (relating to limitation on tax) is
amended by striking out "120 percent" and inserting in lieu thereof
"140 percent".

(c) TECHNICAL AND CONFORMING AMENDMENTS.-

(1) Section 1301 (relating to limitation on tax) is amended-
(A) by striking out "5 times" and inserting in lieu thereof

"4 times" and
(B) by striking out "20 percent" and inserting in lieu

thereof "25 percent".
(2) Paragraph (1) of section 1302(a) (defining averagable

income) is amended by striking out "120 percent" and inserting
in lieu thereof "140 percent".

(3) Paragraph (1) of section 1302(b) (defining average base
period income) is amended by striking out "one-fourth" and in-
serting in lieu thereof "1/3 ".

(4) Paragraph (3) of section 1302(c) is amended by striking out
"4 taxable years" and inserting in lieu thereof "3 taxable

years ".
(d) EFFECTIVE DATE.-The amendments made by this section

shall apply to computation years beginning, after December 31, 1983,
and to base period years applicable to such computation years.
SEC. 174. AMENDMENTS TO SECTION 26Z

(a) ALLOWANCE OF DEDUCTION WHERE EXPENSES AND INTEREST
ARE PAID TO RELATED CASH-BASIS TAXPAYERS AFTER 2112-MONTH
PERIOD. -

(1) IN GENERAL.-Subsection (a) of section 267 (relating to
losses, expenses, and interest with respect to transactions be-
tween related taxpayers) is amended to read as follows:

"(a) IN GENERAL. -

"(1) DEDUCTION FOR LOSSES DISALLOWED.-No deduction shall
be allowed in respect of any loss from the sale or exchange of
property (other than a loss in case of a distribution in corporate
liquidation), directly or indirectly, between persons specified in
any of the paragraphs of subsection (b).

"(2) MATCHING OF DEDUCTION AND PAYEE INCOME ITEM IN THE
CASE OF EXPENSES AND INTEREST. -If-

"(A) by reason of the method of accounting of the person
to whom the payment is to be made, the amount thereof is
not (unless paid) includible in the gross income of such
person, and

"(B) at the close of the taxable year of the taxpayer for
which (but for this paragraph) the amount would be de-
ductible under this chapter, both the taxpayer and the
person to whom the payment is to be made are persons spec-
ified in any of the paragraphs of subsection (b),

then any deduction allowable under this chapter in respect of
such amount shall be allowable as of the day as of which such
amount is includible in the gross income of the person to whom
the payment is made (or, if later, as of the day on which it
would be so allowable but for this paragraph)."



(2) CONFORMING AMENDMENT. -Subsection (e) of section 267
(relating to rule where last day of 2'1 -month period falls on
Sunday, etc.) is hereby repealed.

(b) EXTENSION OF SECTION 267 TO CERTAIN RELATED ENTRIES.-
(1) PASS-THRU ENTITIES.-Section 267 is amended by striking

out subsection (f) and inserting in lieu thereof the following:
"(e) SPECIAL RULES FOR PASS-THRU ENTITIES.-

"(1) IN GENERAL.-In the case of any amount paid or incurred
by, to, or on behalf of, a pass-thru entity, for purposes of apply-
ing subsection (a)(2)-

"(A) such entity,
"(B) in the case of-

"(i) a partnership, any person who owns (directly or
indirectly) any capital interest or profits interest of
such partnership, or

"(ii) an S corporation, any person who owns (directly
or indirectly) any of the stock of such corporation,

"(C) any person who owns (directly or indirectly) any cap-
ital interest or profits interest of a partnership in which
such entity owns (directly or indirectly) any capital interest
or profits interest, and

"(D) any person related (within the meaning of subsection
(b) of this section or section 707(b)(1)) to a person described
in subparagraph (B) or (C),

shall be treated as persons specified in a paragraph of subsec-
tion (b). Subparagraph (C) shall apply to a transaction only if
such transaction is related either to the operations of the part-
nership described in such subparagraph or to an interest in
such partnership.

"(2) PASS-THRU ENTITY.-For purposes of this section, the term
'pass-thru entity' means-

"(A) a partnership, and"(B) an S corporation.
"(3) CONSTRUCTIVE OWNERSHIP IN THE CASE OF PARTNER-

SHIPS.-For purposes of determining ownership of a capital in-
terest or profits interest of a partnership, the principles of sub-
section (c) shall apply, except that-

"(A) paragraph (3) of subsection (c) shall not apply, and"(B) interests owned (directly or indirectly) by or for a C
corporation shall be considered as owned by or for any
shareholder only if such shareholder owns (directly or indi-
rectly) 5 percent or more in value of the stock of such corpo-
ration.

"(4) SUBSECTION (a)(2) NOT TO APPLY TO CERTAIN GUARANTEED
PAYMENTS OF PARTNERSHIPS.-In the case of any amount paid
or incurred by a partnership, subsection (a)(2) shall not apply to
the extent that section 707(c) applies to such amount.

"(5) EXCEPTION FOR CERTAIN EXPENSES AND INTEREST OF
PARTNERSHIPS OWNING LOW-INCOME HOUSING.-

"(A) IN GENERAL.-This subsection shall not apply with
respect to qualified expenses and interest paid or incurred
by a partnership owning low-income housing to-

"(i) any qualified 5-percent or less partner of such
partnership, or



"(ii) any person related (within the meaning of sub-
section (b) of this section or section 707(b)(1)) to any
qualified 5-percent or less partner of such partnership.

"(B) QUALIFIED 5-PERCENT OR LESS PARTNER.-For pur-
poses of this paragraph, the term 'qualified 5-percent or less
partner' means any partner who has (directly or indirectly)
an interest of 5 percent or less in the aggregate capital and
profits interests of the partnership but only if-

"(i) such partner owned the low-income housing at
all times during the 2-year period ending on the date
such housing was transferred to the partnership, or

"(ii) such partnership acquired the low-income hous-
ing pursuant to a purchase, assignment, or other trans-
fer from the Department of Housing and Urban Devel-
opment or any State or local housing authority.

For purposes of the preceding sentence, a partner shall be
treated as holding any interest in the partnership which is
held (directly or indirectly) by any person related (within
the meaning of subsection (b) of this section or section
707(b)(1)) to such partner.

"(C) QUALIFIED EXPENSES AND INTEREST.-For purpose of
this paragraph, the term 'qualified expenses and interest'
means any expense or interest incurred by the partnership
with respect to low-income housing held by the partnership
but-

"(i) only if the amount of such expense or interest (as
the case may be) is unconditionally required to be paid
by the partnership not later than 10 years after the
date such amount was incurred, and

"(ii) in the case of such interest, only if such interest
is incurred at an annual rate not in excess of 12 per-
cent.

"(D) LOW-INCOME HOUSING.-For purposes of this para-
graph, the term 'low-income housing' means-

"(i) any interest in low-income housing (as defined in
paragraph (5) of section 189(e)), and

"(ii) any interest in a partnership owning low-income
housing (as so defined)."

(2) CERTAIN CONTROLLED GROUPS. -

(A) Paragraph (3) of section 267(b) is amended to read as
follows:

"(3) Two corporations which are members of the same con-
trolled group (as defined in subsection (f)); ".

(B) Section 267 is amended by adding at the end thereof
the following new subsection:

"(f) CONT-OLLED GROUP DEFINED; SPECIAL RULES APPLICABLE TO

CONTROLLED GROUPS.-

"(1) CONTROLLED GROUP DEFINED.-For purposes of this sec-
tion, the term 'controlled group' has the meaning given to such
term by section 1563(a), except that-

"(A) 'more than 50 percent' shall be substituted for 'at
least 80 percent' each place it appears in section 1563(a),
and



"(B) the determination shall be made without regard to
subsections (a)(4) and (e)(3)(C) of section 1563.

"(2) DEFERRAL (RATHER THAN DENIAL) OF LOSS FROM SALE OR
EXCHANGE BETWEEN MEMBERS.-In the case of any loss from the
sale or exchange of property which is between members of the
same controlled group and to which subsection (a)(1) applies
(determined without regard to this paragraph but with regard
to paragraph (3))-

"(A) subsections (a)(1) and (d) shall not apply to such
loss, but

"(B) such loss shall be deferred until the property is
transferred outside such controlled group and there would
be recognition of loss under consolidated return principles
or until such other time as may be prescribed in regula-
tions.

"(3) Loss DEFERRAL RULES NOT TO APPLY IN CERTAIN CASES.-
"(A) TRANSFER TO DISC.-For purposes of applying subsec-

tion (a)(1), the term 'controlled group' shall not include a
DISC.

"(B) CERTAIN SALES OF INVENTORY.-Except to the extent
provided in regulations prescribed by the Secretary, subsec-
tion (a)(1) shall not apply to the sale or exchange of proper-
ty between members of the same controlled group if-

"(i) such property in the hands of the transferor is
property described in section 1221(1),

"(ii) such sale or exchange is in the ordinary course
of the transferor's trade or business,

"(iii) such property in the hands of the transferee is
property described in section 1221(1), and

"(iv) the transferee or the transferor is a foreign cor-
poration.

"(C) CERTAIN FOREIGN CURRENCY LOSSES.-To the extent
provided in regulations, subsection (a)(1) shall not apply to
any loss sustained by a member of a controlled group on
the repayment of a loan made to another member of such
group if such loan is payable in a foreign currency or is de-
nominated in such a currency and such loss is attributable
to a reduction in value of such foreign currency."

(3) CORPORATION AND PARTNERSHIP OWNED BY SAME PER-
soNS.-Paragraph (10) of section 267(b) is amended-

(A) by striking out "An S corporation" and inserting in
lieu thereof 'A corporation", and

(B) by striking out "the S corporation" and inserting in
lieu thereof "the corporation".

(4) S CORPORATION AND C CORPORATION OWNED BY SAME PER-
soNs.-Paragraph (12) of section 267(b) is amending by striking
out "the same individual" and inserting in lieu thereof "the
same persons

(5) TECHNICAL AMENDMENTS.-
(A) Paragraph (3) of section 170(a) is amended by striking

out "section 267(b)" and inserting in lieu thereof "section
267(b) or 707(b)".



(B) Clause (iii) of section 514(c)(9)(B) is amended by strik-
ing out "section 267(b)" and inserting in lieu thereof "sec-
tion 267(b) or 707(b)".

(C) Subsection (d) of section 1235 is amended-
(i) by striking out "section 267(b)" in the matter pre-

ceding paragraph (1) and inserting in lieu thereof "sec-
tion 267(b) or persons described in section 707(b)",

(ii) by striking out "section 267 (b) and (c)" and in-
serting in lieu thereof "section 267 (b) and (c) and sec-
tion 707(b)" and

(iii) by striking out "section 267(b)" in paragraph (1)
and inserting in lieu thereof "section 267(b) or 707(b)".

(D) Subparagraph (F) of section 368(a)(2) is amended by
striking out clause (viii).

(c) EFFECTIVE DATES. -

(1) SUBSECTIONS (a) AND (b)(1).-The amendments made by
subsections (a) and (b)(1) shall apply to amounts allowable as
deductions under chapter 1 of the Internal Revenue Code of
1954 for taxable years beginning after December 31, 1983. For
purposes of the preceding sentence, the allowability of a deduc-
tion shall be determined without regard to any disallowance or
postponement of deductions under section 267 of such Code.

(2) SUBSECTION (b) (OTHER THAN PARAGRAPH (1)).-

(A) IN GENERAL.-Except as provided in subparagraph
(B), the amendments made by subsection (b) (other than
paragraph (1) thereof) shall apply to transactions after De-
cember 31, 1983, in taxable years ending after such date.

(B) EXCEPTION FOR TRANSFERS TO FOREIGN CORPORATIONS

ON OR BEFORE MARCH 1, 1984.-The amendments made by
subsection (b)(2) shall not apply to property transferred to a
foreign corporation on or before March 1, 1984.

(3) EXCEPTION FOR EXISTING INDEBTEDNESS, ETC.-

(A) IN GENERAL.-The amendments made by this section
shall not apply to any amount paid or incurred-

(i) on indebtedness incurred on or before September
29, 1983, or

(ii) pursuant to a contract which was binding on Sep-
tember 29, 198, and at all times thereafter before the
amount is paid or incurred.

(B) TREATMENT OF RENEGOTIATIONS, EXTENSIONS, ETC.-If

any indebtedness (or contract described in subparagraph
(A)) is renegotiated, extended, renewed, or revised after Sep-
tember 29, 1983, subparagraph (A) shall not apply to any
amount paid or incurred on such indebtedness (or pursuant
to such contract) after the date of such renegotiation, exten-
sion, renewal, or revision.

SEC. 175. AMENDMENTS TO SECTION 1239.

(a) PATENT APPLICATIONS TREATED AS DEPRECIABLE PROPERTY.-

Section 1239 (relating to gain from sale of depreciable property be-
tween certain related taxpayers) is amended by adding at the end
thereof the following new subsection:

"(e) PATENT APPLICATIONS TREATED AS DEPRECIABLE PROPERTY.-

For purposes of this section, a patent application shall be treated as



property which, in the hands of the transferee, is of a character
which is subject to the allowance for depreciation provided in sec-
tion 167."

(b) TAXPAYER AND CERTAIN TRUSTS TREATED AS RELATED PER-

soNs.-Subsection (b) of section 1239 is amended to read as follows:
"b) RELATED PERSONS.-For purposes of subsection (a), the term

'related person' means-
"(1) a husband and wife,
"(2) a person and all entities which are 80-percent owned enti-

ties with respect to such person,
"(3) a taxpayer and any trust in which such taxpayer (or his

spouse) is a beneficiary, unless such beneficiary's interest in the
trust is a remote contingent interest (within the meaning of sec-
tion 318(a)(3)(B)(i)). "

(c) EFFECTIVE DATE.-The amendments made by this section shall
apply to sales or exchanges after March 1, 1984, in taxable years
ending after such date.
SEC. 176. RECAPTURE OF NET ORDINARY LOSSES UNDER SECTION 1231.

(a) GENERAL RuLE.-Section 1231 (relating to property used in the
trade or business and involuntary conversions) is amended by
adding at the end thereof the following new subsection:

"(C) RECAPTURE OF NET ORDINARY LOSSES.-
"(1) IN GENERAL.-The net section 1231 gain for any taxable

year shall be treated as ordinary income to the extent such gain
does not exceed the non-recaptured net section 1231 losses.

"(2) NON-RECAPTURED NET SECTION 1231 LOSSES.-For pur-
poses of this subsection, the term 'non-recaptured net section
1231 losses' means the excess of-

"(A) the aggregate amount of the net section 1231 losses
for the 5 most recent preceding taxable years beginning
after December 31, 1981, over

"(B) the portion of such losses taken into account under
paragraph (1) for such preceding taxable years.

"(3) NET SECTION 1231 GAIN.-For purposes of this subsection,
the term 'net section 1231 gain' means the excess of-

"(A) the section 1231 gains, over
"(B) the section 1231 losses.

"(4) NET SECTION 1231 LOSS. -For purposes of this subsection,
the term 'net section 1231 loss' means the excess of-

"(A) the section 1231 losses, over
"(B) the section 1231 gains.

"(5) SPECIAL RULES.-For purposes of determining the amount
of the net section 1231 gain or loss for any taxable year, the

rules of paragraph (4) of subsection (a) shall apply."
(b) EFFECTIVE DATE.-The amendment made by subsection (a)

shall apply to net section 1231 gains for taxable years beginning

after December 31, 1984.

SEC. 177. REPEAL OF EXEMPTION FROM FEDERAL TAX OF 
THE FEDERAL

HOME LOAN MORTGAGE CORPORATION.

(a) REPEAL OF ExEMPTIoN.-Subsection (d) of section 303 of the

Federal Home Loan Mortgage Corporation Act (12 U.S.C. 1452(d)) is
amended-

(1) by striking out "by the United States, ",



(2) by striking out "possession thereof," and inserting in lieu
thereof '"possession of the United States'" and

(3) by striking out the last sentence.
(b) TREATMENT OF DIVIDENDS PAID BY FEDERAL HOME LOAN

BANK WHICH ARE ALLOCABLE TO DIVIDENDS FROM THE FEDERAL
HOME LOAN MORTGAGE CORPORATION.-Subsection (a) of section 246
(relating to denial of dividends received deduction for dividends
from certain corporations) is amended to read as follows:

"(a) DEDUCTION NOT ALLOWED FOR DIVIDENDS FROM CERTAIN
CORPORATIONS.-

"(1) IN GENERAL.-The deductions allowed by sections 243,
244, and 245 shall not apply to any dividend from a corporation
which, for the taxable year of the corporation in which the dis-
tribution is made, or for the next preceding taxable year of the
corporation, is a corporation exempt from tax under section 501
(relating to certain charitable, etc., organizations) or section 521
(relating to farmers' cooperative associations).

"(2) SUBSECTION NOT TO APPLY TO CERTAIN DIVIDENDS OF FED-
ERAL HOME LOAN BANKS.-

"(A) DIVIDENDS OUT OF CURRENT EARNINGS AND PROF-

ITS.-In the case of any dividend paid by any FHLB out of
earnings and profits of the FHLB for the taxable year in
which such dividend was paid, paragraph (1) shall not
apply to that portion of such dividend which bears the
same ratio to the total dividend as-

"(i) the dividends received by the FHLB from the
FHLMC during such taxable year, bears to

"(ii) the total earnings and profits of the FHLB for
such taxable year.

"(B) DIVIDENDS OUT OF ACCUMULATED EARNINGS AND
PROFITS.-For purposes of subparagraph (A), in the case of
any dividend which is paid out of any accumulated earn-
ings and profits of any FHLB, paragraph (1) shall not
apply to that portion of the dividend which bears the same
ratio to the total dividend as-

"(i) the amount of dividends received by such FHLB
from the FHLMC which are out of earnings and profits
of the FHLMC-

"(I) for taxable years ending after December 31,
1984, and

"(II) which were not taken into account under
subparagraph (A), bears to

"(ii) the total accumulated earnings and profits of
the FHLB as of the time such dividend is paid.

For purposes of clause (ii), the accumulated earnings and
profits of the FHLB as of January 1, 1985, shall be treated
as equal to its retained earnings as of such date.

"(C) DEFINITIONS. -For purposes of this paragraph-
"(i) FHLB.-The term 'FHLB' means any Federal

Home Loan Bank.
"(ii) FHLMC.-The term 'FHLMC' means the Feder-

al Home Loan Mortgage Corporation.
"(0i) TAXABLE YEAR OF FHLB.-The taxable year of

an FHLB shall, except as provided in regulations pre-



scribed by the Secretary, be treated as the calendar
year. "

(c) TREATMENT OF NET OPERATING LOSSES OF THE FEDERAL HOME

LOAN MORTGAGE CORPORATION. -
(1) IN GENERAL.-Subparagraph (H) of section 172(b)(1) (relat-

ing to years to which net operating losses may be carried) is
amended-

(A) by inserting ", or a net operating loss of the Federal
Home Loan Mortgage Corporation for any taxable year be-
ginning after December 31, 1984 " after "1981 ",

(B) by striking out "the FNMA mortgage disposition loss
(within the meaning of subsection (i))" in clause (i) and in-
serting in lieu thereof "the mortgage disposition loss
(within the meaning of subsection (i))", and

(C) by striking out "FNMA mortgage disposition loss" in
clause (ii) and inserting in lieu thereof "mortgage disposi-
tion loss ".

(2) CONFORMING AMENDMENT. -Subsection (i) of section 172 is
amended-

(A) by striking out "FNMA mortgage disposition loss"
each place it appears in paragraphs (1) and (2) (including
in headings) and inserting in lieu thereof "mortgage dispo-
sition loss", and

(B) by striking out "FNMA MORTGAGE DISPOSITION
Loss" in the subsection heading and inserting in lieu there-
of "MORTGAGE DISPOSITION Loss OF THE FEDERAL NATION-

AL MORTGAGE ASSOCIATION OR THE FEDERAL HOME LOAN

MORTGAGE CORPORATION".

(d) EFFECTIVE DATES.-
(1) IN GENERAL.-The amendments made by this section shall

take effect on January 1, 1985.
(2) ADJUSTED BASIS OF ASSETS.-

(A) IN GENERAL.-Except as otherwise provided in sub-
paragraph (B), the adjusted basis of any asset of the Feder-
al Home Loan Mortgage Corporation held on January 1,
1985, shall-

(i) for purposes of determining any loss, be equal to
the lesser of the adjusted basis of such asset or the fair
market value of such asset as of such date, and

(ii) for purposes of determining any gain, be equal to
the higher of the adjusted basis of such asset or the
fair market value of such asset as of such date.

(B) SPECIAL RULE FOR TANGIBLE DEPRECIABLE PROPER-

TY.-In the case of any tangible property which-
(i) is of a character subject to the allowance for de-

preciation provided by section 167 of the Internal Reve-

nue Code of 1954, and
(ii) is held by the Federal Home Loan Mortgage Cor-

poration on January 1, 1985,
the adjusted basis of such property shall be equal to the

lesser of the basis of such property or the fair market value

of such property as of such date.
(3) TREATMENT OF PARTICIPATION CERTIFICATES.-



(A) IN GENERAL.-Paragraph (2) shall not apply to any
right to receive income with respect to any mortgage pool
participation certificate or other similar interest in any
mortgage (not including any mortgage).

(B) TREATMENT OF CERTAIN SALES AFTER MARCH 15, 1984,

AND BEFORE JANUARY 1, 1985.-If any gain is realized on
the sale or exchange of any right described in subparagraph
(A) after March 15, 1984, and before January 1, 1985, the
gain shall not be recognized when realized but shall be rec-
ognized on January 1, 1985.

(4) No ACCUMULATED EARNINGS AND PROFITS ON JANUARY 1,

1985.-For purposes of the Internal Revenue Code of 1954, the
accumulated profits of the Federal Home Loan Mortgage Corpo-
ration as of January 1, 1985, shall be treated as zero.

(5) ADJUSTED BASIS.-For purposes of this subsection, the ad-
justed basis of any asset shall be determined under part II of
subchapter 0 of the Internal Revenue Code of 1954.

(6) No CARRYBACKS FOR YEARS BEFORE 1985.-No net operat-
ing loss, capital loss, or excess credit of the Federal Home Loan
Mortgage Corporation for any taxable year beginning after De-
cember 31, 1984, shall be allowed as a carryback to any taxable
year beginning before January 1, 1985.

(7) No DEDUCTION ALLOWED FOR INTEREST ON REPLACEMENT

OBLIGATIONS.-
(A) IN GENERAL.-The Federal Home Loan Mortgage Cor-

poration shall not be allowed any deduction for interest ac-
cruing after December 31, 1984, on any replacement obliga-
tion.

(B) REPLACEMENT OBLIGATION DEFINED.-For purposes of
subparagraph (A), the term "replacement obligation" means
any obligation to any person created after March 15, 1984,
which the Secretary of the Treasury or his delegate deter-
mines replaces any equity or debt interest of a Federal
Home Loan Bank or any other person in the Federal Home
Loan Mortgage Corporation existing on such date. The pre-
ceding sentence shall not apply to any obligation with re-
spect to which the Federal Home Loan Mortgage Corpora-
tion establishes that there is no tax avoidance effect.

SEC. 178. SPECIAL RULE RELATING TO SALES OR EXCHANGES OF CERTAIN
ECONOMIC INTERESTS IN COAL BETWEEN RELATED PARTIES.

(a) IN GENERAL.-The last sentence of section 631(c) (relating to
disposal of coal or domestic iron ore with a retained economic inter-
est) is amended by inserting "or coal" after "iron ore" each place it
appears.

(b) EFFECTIVE DATES. -
(1) IN GENERAL.-Except as provided in paragraph (2), the

amendment made by subsection (a) shall apply to dispositions
after September 80, 1985.

(2) SPECIAL RULE FOR FIXED CONTRACTS.-

(A) IN GENERAL.-The amendment made by subsection (a)
shall not apply to any disposition of an interest in coal by a
person to a related person if such coal is subsequently sold
before January 1, 1990, by either such person-



(i) to a person who is not a related person with re-
spect to either such person, and

(ii) pursuant to a qualified fixed contract.
(B) ALLOCATION WHERE MORE THAN 1 CONTRACT. -If for

any taxable year, there is a disposition described in sub-
paragraph (A) which is not specifically allocable to a quali-
fied fixed contract or to a contract which is not a qualified
fixed contract, such disposition shall be treated as first al-
locable to the qualified fixed contract.

(C) QUALIFIED FIXED CONTRACT DEFINED.-The term
"qualified fixed contract" means any contract for the sale
of coal which-

(i) was entered into before June 12, 1984,
(ii) is binding at all times thereafter, and
(iii) cannot be adjusted to reflect to any extent the in-

crease in liabilities of the person disposing of the coal
for tax under chapter 1 of the Internal Revenue Code
of 1954 by reason of the amendment made by subsec-
tion (a).

(D) RELATED PERSON.-For purposes of this paragraph,
the term "related person" means a person who bears a rela-
tionship to another person described in the last sentence of
section 631(c).

SEC. 179. LIMITATION ON AMOUNT OF DEPRECIATION AND INVESTMENT
TAX CREDIT FOR LUXURY AUTOMOBILES; LIMITATION WHERE
CERTAIN PROPERTY USED FOR PERSONAL PURPOSES.

(a) IN GENERAL.-Part IX of subchapter B of chapter 1 (relating
to items not deductible) is amended by adding after section 280E the
following new section:
"SEC. 280F. LIMITATION ON INVESTMENT TAX CREDIT AND DEPRECIATION

FOR LUXURY AUTOMOBILES; LIMITATION WHERE CERTAIN
PROPERTY USED FOR PERSONAL PURPOSES.

"(a) LIMITATION ON AMOUNT OF INVESTMENT TAX CREDIT AND DE-

PRECIATION FOR LUXURY AUTOMOBILES.-
"(1) INVESTMENT TAX CREDIT.-The amount of the credit de-

termined under section 46(a) for any passenger automobile shall
not exceed $1,000.

"(2) DEPRECIATION. -
"(A) LIMITATIoN.-The amount of the recovery deduction

for any taxable year for any passenger automobile shall not

exceed-
"(i) $4,000 for the first taxable year in the recovery

period, and
"(ii) $6,000 for each succeeding taxable year in the re-

covery period.
"(B) DISALLOWED DEDUCTIONS ALLOWED FOR YEARS AFTER

RECOVERY PERIOD.-
"(i) IN GENERAL.-ExcePt as provided in clause (ii),

the unrecovered basis of any passenger automobile
shall be treated as an expense for the 1st taxable year

after the recovery period. Any excess of the unrecovered

basis over the limitation of clause (ii) shall be treated

as an expense in the succeeding taxable year.



"(ii) $6,000 LIMITATION.-The amount treated as an
expense under clause (i) for any taxable year shall not
exceed $6,000.

"(iii) PROPERTY MUST BE DEPRECIABLE.-No amount
shall be allowable as a deduction by reason of this sub-
paragraph with respect to any property for any taxable
year unless a depreciation deduction would be allow-
able with respect to such property for such taxable
year.

"(iv) AMOUNT TREATED AS RECOVERY DEDUCTION.-

For purposes of this subtitle, any amount allowable as
a deduction by reason of this subparagraph shall be
treated as a recovery deduction allowable under section
168.

"(3) COORDINATION WITH REDUCTIONS IN AMOUNT ALLOWABLE

BY REASON OF PERSONAL USE, ETC.-This subsection shall be ap-
plied before-

"(A) the application of subsection (b), and
"(B) the application of any other reduction in the amount

of the credit determined under section 46(a) or any recovery
deduction allowable under section 168 by reason of any use
not qualifying the property for such credit or recovery de-
duction.

"(4) SPECIAL RULE WHERE ELECTION OF REDUCED CREDIT IN

LIEU OF THE BASIS ADJUSTMENT.-In the case of any election
under section 48(q)(4) with respect to any passenger automobile,
the limitation of paragraph (1) applicable to such passenger
automobile shall be 2/ of the amount which would be so appli-
cable but for this paragraph.

"(b) LIMITATION WHERE BUSINESS USE OF LISTED PROPERTY NOT

GREATER THAN 50 PERCENT. -

"(1) INVESTMENT TAX CREDIT.-For purposes of this subtitle,
any listed property shall not be treated as section 38 property
for any taxable year unless such property is predominantly used
in a qualified business use for such taxable year.

"(2) DEPRECIATION.-If any listed property is not predomi-
nantly used in a qualified business use for any taxable year, the
deduction allowed under section 168 with respect to such prop-
erty for such taxable year and any subsequent taxable year
shall be determined under the straightline method over the
earnings and profits life for such property.

"(3) RECAPTURE. -
"(A) WHERE BUSINESS USE PERCENTAGE DOES NOT EXCEED

50 PERCENT. -If-
"(i) property is predominantly used in a qualified

business use in a taxable year in which it is placed in
service, and

"(ii) such property is not predominantly used in a
qualified business use for any subsequent taxable year,

then any excess depreciation shall be included in gross
income for the taxable year referred to in clause (ii), and
the recovery deduction for the taxable year referred to in
clause (ii) and any subsequent taxable years shall be deter-



mined under the straightline method over the earnings and
profits life.

"(B) EXCESS DEPRECIATION.-For purposes of subpara-
graph (A), the term 'excess depreciation means the excess
(if any) of-

"(i) the amount of the recovery deductions allowable
with respect to the property for taxable years before the
1st taxable year in which the property was not pre-
dominantly used in a qualified business use, over

"(ii) the amount which would have been so allowable
if the property had not been predominantly used in a
qualified business use for the taxable year in which it
was placed in service.

"(4) DEFINITIONS.-For purposes of this subsection-
"(A) PROPERTY PREDOMINANTLY USED IN QUALIFIED BUSI-

NESS UsE.-Property shall be treated as predominantly used
in a qualified business use for any taxable year if the busi-
ness use percentage for such taxable year exceeds 50 percent.

"(B) STRAIGHT-LINE METHOD OVER EARNINGS AND PROFITS

LIFE.-The amount determined under the straightline
method over the earnings and profits life with respect to
any property shall be the amount which would be deter-
mined with respect to such property under the principles of
section 312(k)(3). If the recovery period applicable to any
property under section 168 is longer than the recovery
period applicable to such property under section 312(k)(3),
such longer recovery period shall be used for purposes of the
preceding sentence.

"(c) TREATMENT OF LEASES. -
"(1) LESSOR'S CREDITS AND DEDUCTIONS NOT AFFECTED.-This

section shall not apply to any listed property leased or held for
leasing by any person regularly engaged in the business of leas-
ing such property.

"(2) LESSEE'S DEDUCTIONS REDUCED.-For purposes of deter-
mining the amount allowable as a deduction under this chapter
for rentals or other payments under a lease for a period of 30
days or more of listed property, only the allowable percentage of
such payments shall be taken into account.

"(3) ALLOWABLE PERCENTAGE--For purposes of paragraph (2),
the allowable percentage shall be determined under tables pre-
scribed by the Secretary. Such tables shall be prescribed so that
the reduction in the deduction under paragraph (2) is substan-
tially equivalent to the applicable restrictions contained in sub-
sections (a) and (b).

"(4) LEASE TERM.-In determining the term of any lease for
purposes of paragraph (2), the rules of section 168()(6)(B) shall
apply.

"(5) LESSEE RECAPTURE.-Under regulations prescribed by the
Secretary, rules similar to the rules of subsection (b)(3) shall
apply to any lessee to which paragraph (2) applies.

"(d) DEFINITIONS AND SPECIAL RULES.-For purposes of this sec-
tion- "(1) COORDINATION WITH SECTION 179.-Any deduction allow-

able under section 179 with respect to any listed property shall



be subject to the limitations of subsections (a) and (b) in the
same manner as if it were a recovery deduction allowable under
section 168.

"(2) SUBSEQUENT DEPRECIATION DEDUCTIONS REDUCED FOR DE-

DUCTIONS ALLOCABLE TO PERSONAL USE.-Solely for purposes of
determining the amount of the recovery deduction for subse-
quent taxable years, if less than 100 percent of the use of any
listed property during any taxable year is not use described in
section 168(c)(1) (defining recovery property), all of the use of
such property during such taxable year shall be treated as use
so described.

"(3) DEDUCTIONS OF EMPLOYEE.-
"(A) IN GENERAL.-Any employee use of listed property

shall not be treated as use in a trade or business for pur-
poses of determining the amount of any credit allowable
under section 38 to the employee or the amount of any re-
covery deduction allowable to the employee unless such use
is for the convenience of the employer and required as a
condition of employment.

"(B) EMPLOYEE USE.-For purposes of subparagraph (A),
the term 'employee use' means any use in connection with
the performance of services as an employee.

"(4) LISTED PROPERTY.-
"(A) IN GENERAL.-Except as provided in subparagraph

(B), the term 'listed property' means-
"(i) any passenger automobile,
"(ii) any other property used as a means of transpor-

tation,
"(iii) any property of a type generally used for pur-

poses of entertainment, recreation, or amusement,
"(iv) any computer or peripheral equipment (as de-

fined in section 168(j)(5)(D)), and
"(v) any other property of a type specified by the Sec-

retary by regulations.
"(B) EXCEPTION FOR CERTAIN COMPUTERS.-The term

'listed property' shall not include any computer or peripher-
al equipment (as so defined) used exclusively at a regular
business establishment. For purposes of the preceding sen-
tence, any portion of a dwelling unit shall be treated as a
regular business establishment if (and only if) the require-
ments of section 280A(c)(1) are met with respect to such por-
tion.

"(5) PASSENGER AUTOMOBILE.-
"(A) IN GENERAL.-Except as provided in subparagraph

(B), the term 'passenger automobile' means any 4-wheeled
vehicle-

"(i) which is manufactured primarily for use on
public streets, roads, and highways, and

"(ii) which is rated at 6,000 pounds gross vehicle
weight or less.

"(B) EXCEPTION FOR CERTAIN VEHICLE.-The term 'pas-
senger automobile' shall not include-
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"(i) any ambulance, hearse, or combination ambu-
lance-hearse used by the taxpayer directly in a trade or
business,

"(ii) any vehicle used by the taxpayer directly in the
trade or business of transporting persons or property for
compensation or hire, and

"(iii) under regulations, any truck or van.
"(6) BUSINESS USE PERCENTAGE. -

"(A) IN GENERAL.-The term 'business use percentage'
means the percentage of the use of any listed property
during any taxable year which is a qualified business use.

"(B) QUALIFIED BUSINESS USE.-Except as provided in
subparagraph (C), the term 'qualified business use' means
any use in a trade or business of the taxpayer.

"(C) EXCEPTION FOR CERTAIN USE BY 5-PERCENT OWNERS

AND RELATED PERSONS.-

"(i) IN GENERAL. The term 'qualified business use'
shall not include-

"(I) LEASING PROPERTY TO ANY 5-PERCENT OWNER

OR RELATED PERSON,

"(II) USE OF PROPERTY PROVIDED AS COMPENSA-

TION FOR THE PERFORMANCE OF SERVICES BY A 5-

PERCENT OWNER OR RELATED PERSON, OR

"(III) use of property provided as compensation
for the performance of services by any person not
described in subclause (II) unless an amount is in-
cluded in the gross income of such person with re-
spect to such use, and, where required, there was
withholding under chapter 24.

"(ii) SPECIAL RULE FOR AIRCRAFT.-Clause (i) shall
not apply with respect to any aircraft if at least 25 per-
cent of the total use of the aircraft during the taxable
year consists of qualified business use not described in
clause (i).

"(D) DEFINITIONS. -For purposes of this paragraph-
"(i) 5-PERCENT OWNER.-The term '5-percent owner'

means any person who is a 5-percent owner with re-
spect to the taxpayer (as defined in section
41 6(i)(1)(B)(i))

"(ii) RELATED PERSON.-The term 'related person'

means any person related to the taxpayer (within the
meaning of section 267(b)).

"(7) AUTOMOBILE PRICE INFLATION ADJUSTMENT.-

"(A) IN GENERAL-In the case of any passenger automo-
bile, subsection (a) shall be applied by increasing each

dollar amount contained in such subsection by the automo-

bile price inflation adjustment for the calendar year in

which such automobile is placed in service. Any increase

under the preceding sentence shall be rounded to the near-

est multiple of $100 (or if the increase is a multiple of $50,

such increase shall be increased to the next higher multiple

of $100).
"(B) AUTOMOBILE PRICE INFLATION ADJUSTMENT. -For

purposes of this paragraph-



"(i) IN GENERAL.-The automobile price inflation ad-
justment for any calendar year is the percentage (if
any) by which-

"(I) the CPI automobile component for October of
the preceding calendar year, exceeds

"(II) the CPI automobile component for October
of 1983.

In the case of calendar year 1984, the automobile price
inflation adjustment shall be zero.

"(ii) CPI AUTOMOBILE COMPONENT.-The term 'CPI
automobile component' means the automobile compo-
nent of the Consumer Price Index for All Urban Con-
sumers published by the Department of Labor.

"(8) UNRECOVERED BASIs.-For purposes of subsection (a)(2),
the term 'unrecovered basis' means the excess (if any) of-

"(A) the unadjusted basis (as defined in section
168(d)(1)(A)) of the passenger automobile, over

"(B) the amount of the recovery deductions which would
have been allowable for taxable years in the recovery period
determined after the application of subsection (a) and as if
all use during the recovery period were use described in sec-
tion 168(c)(1).

"(9) ALL TAXPAYERS HOLDING INTERESTS IN PASSENGER A UTO-

MOBILE TREATED AS 1 TAXPAYER.-All taxpayers holding inter-
ests in any passenger automobile shall be treated as 1 taxpayer
for purposes of applying subsection (a) to such automobile, and
the limitations of subsection (a) shall be allocated among such
taxpayers in proportion to their interests in such automobile.

"(10) SPECIAL RULE FOR PROPERTY ACQUIRED IN NONRECOGNI-

TION TRANSACTIONS.-For purposes of subsection (a)(2), notwith-
standing any regulations prescribed under section 168(f)(7), any
property acquired in a nonrecognition transaction shall be treat-
ed as a single property originally placed in service in the tax-
able year in which it was placed in service after being so ac-
quired.

"(e) REGULATIONS. -The Secretary shall prescribe such regulations
as may be necessary or appropriate to carry out the purposes of this
section, including regulations with respect to items properly includ-
ed in, or excluded from, the adjusted basis of any listed property."

(b) COMPLIANCE PROVISIONS.-

(1) AMENDMENT OF SECTION 274(d).-Subsection (d) of section
274 (relating to substantiation requirements) is amended-

(A) by striking out "No deduction" and inserting in lieu
thereof "No deduction or credit",

(B) by striking out "or" at the end of paragraph (2), by
inserting "or" at the end of paragraph (3), and by inserting
after paragraph (3) the following new paragraph:

"(4) with respect to any listed property (as defined in section
280F(d)()), ",

(C) by striking out "adequate records or by sufficient evi-
dence corroborating his own statement" and inserting in
lieu thereof "adequate contemporaneous records", and



235

(D) by striking out "the facility" each place it appears
following paragraph (4) (as added by subparagraph (B))
and inserting in lieu thereof "the facility or property".

(2) DUTIES OF RETURN PREPARERS.-Subsection (b) of section
6695 (relating to failure to sign return) is amended to read as
follows:

"(b) FAILURE To INFORM TAXPAYER OF CERTAIN RECORDKEEPING

REQUIREMENTS OR To SIGN RETURN.-Any person who is an income
tax return preparer with respect to any return or claim for refund
and who is required by regulations to sign such return or claim-

"(1) shall advise the taxpayer of the substantiation require-
ments of section 274(d) and obtain written confirmation from
the taxpayer that such requirements were met with respect to
any deduction or credit claimed on such return or claim for
refund, and

"(2) shall sign such return or claim for refund.
Any person who fails to comply with the requirements of the preced-
ing sentence with respect to any return or claim shall pay a penalty
of $25 for such failure, unless it is shown that such failure is due to
reasonable cause and not to willful neglect."

(3) UNDERPAYMENT ATTRIBUTABLE TO FAILURE TO MEET SUB-

STANTIATION REQUIREMENTS TREATED AS DUE TO NEGLIGENCE.-

Section 6653 (relating to failure to pay tax) is amended by
adding at the end thereof the following new subsection:

"(h) SPECIAL RULE IN THE CASE OF UNDERPAYMENT ATTRIBUTA-

BLE TO FAILURE To MEET CERTAIN SUBSTANTIATION REQUIRE-

MENTS. -

"(1) IN GENERAL.-Any portion of an underpayment attributa-
ble to a failure to comply with the requirements of section
274(d) shall be treated, for purposes of subsection (a), as due to
negligence in the absence of clear and convincing evidence to
the contrary.

"(2) PENALTY TO APPLY ONLY TO PORTION OF UNDERPAYMENT

DUE TO FAILURE TO MEET SUBSTANTIATION REQUIREMENTS.--If

any penalty is imposed under subsection (a) by reason of para-
graph (1), the amount of the penalty imposed by paragraph (1)
of subsection (a) shall be 5 percent of the portion of the under-
payment which is attributable to the failure described in para-
graph (1)."

(c) CLERICAL AMENDMENT.-The table of sections for part IX of

subchapter B of chapter 1 is amended by adding after the item re-
lating to section 280E the following new item:

"Sec. 280F. Limitation on investment tax credit and depreciation for
luxury automobiles; limitation where certain proper-
ty used for personal purposes."

(d) EFFECTIVE DATES.-
(1) IN GENERAL. -

(A) Except as provided in subparagraph (B), the amend-

ments made by subsections (a) and (c) shall apply to-
(i) property placed in service after June 18, 1984, in

taxable years ending after such date, and
(ii) property leased after June 18, 1984, in taxable

years ending after such date.



(B) The amendments made by subsections (a) and (c)
shall not apply to any property-

(i) acquired by the taxpayer pursuant to a binding
contract in effect on June 18, 1984, and at all times
thereafter (or under construction on such date) but only
if the property is placed in service before January 1,
1985 (January 1, 1987, in the case of 15-year real prop-
erty), or

(ii) of which the taxpayer is the lessee but only if the
lease is pursuant to a binding contract in effect on
June 18, 1984, and at all times thereafter and only if
the taxpayer first uses such property under the lease
before January 1, 1985 (January 1, 1987, in the case of
15-year real property).

(2) COMPLIANCE PROvISiONs.-The amendments made by sub-
section (b) shall apply to taxable years beginning after December
31, 1984.

TITLE H-LIFE INSURANCE PRO VISIONS

SEC. 201. TABLE OF SECTIONS FOR PART I OF SUBCHAPTER L.
Under the amendment to part I of subchapter L made by section

211(a), the subparts and sections of such part I will be as follows:

PART I-LIFE INSURANCE COMPANIES

SUBPART A-TAx IMPOSED

Sec. 801. Tax imposed.

SUBPART B-LIFE INSURANCE GROSS INCOME

Sec. 803. Life insurance gross income.

SUBPART C-LIFE INSURANCE DEDUCTIONS

Sec. 804. Life insurance deductions.
Sec. 805. General deductions.
Sec. 806. Special deductions.
Sec. 807. Rules for certain reserves.
Sec. 808. Policyholder dividends deduction.
Sec. 809. Reduction in certain deductions of mutual life insurance companies.
Sec. 810. Operations loss deduction.

SUBPART D-AccOUNTING, ALLOCATION, AND FOREIGN PROVISIONS

Sec. 811. Accounting provisions.
Sec. 812. Definition of company's share and policyholders' share.
Sec. 813. Foreign life insurance companies.
Sec. 814. Contiguous country branches of domestic life insurance companies.
Sec. 815. Distributions to shareholders from pre-1984 policyholders surplus account.

SUBPART E-DEFINITIONS AND SPECIAL RULES

Sec. 816. Life insurance company defined.
Sec. 817. Treatment of variable contracts.
Sec. 818. Other definitions and special rules.



Subtitle A-Taxation of Life Insurance
Companies

PART I-AMENDMENT OF SUBCHAPTER L

SEC. 211. AMENDMENT OF SUBCHAPTER L.

(a) GENERAL RULE.-Part r of subchapter L of chapter I is
amended to read as follows:

"PART I-LIFE INSURANCE COMPANIES

"Subpart A. Tax imposed.
"Subpart B. Life insurance gross income.
"Subpart C. Life insurance deductions.
"Subpart D. Accounting, allocation, and foreign provisions.
"Subpart E. Definitions and special rules.

"Subpart A-Tax Imposed

"Sec 801. Tax imposed.

"SEC. 801. TAX IMPOSED.
"(a) TAX IMPOSED.-

"(1) IN GENERAL.-A tax is hereby imposed for each taxable
year on the life insurance company taxable income of every life
insurance company. Such tax shall consist of a tax computed as
provided in section 11 as though the life insurance company
taxable income were the taxable income referred to in section
11.

"(2) ALTERNATIVE TAX IN CASE OF CAPITAL GAINS.-
"(A) IN GENERAL.-If a life insurance company has a net

capital gain for the taxable year, then (in lieu of the tax
imposed by paragraph (1)), there is hereby imposed a tax (if
such tax is less than the tax imposed by paragraph (1)).

"(B) AMOUNT OF TAx.-The amount of the tax imposed by
this paragraph shall be the sum of-

"(i) a partial tax, computed as provided by para-
graph (1), on the life insurance company taxable
income reduced by the amount of the net capital gain,
and

"(ii) an amount determined as provided in section
1201(a) on such net capital gain.

"(C) NET CAPITAL GAIN NOT TAKEN INTO ACCOUNT IN DE-

TERMINING SPECIAL LIFE INSURANCE COMPANY DEDUCTION

AND SMALL LIFE INSURANCE COMPANY DEDUCTION. -For pur-
poses of subparagraph (B)(i), the amounts allowable as de-
ductions under paragraphs (2) and (3) of section 804 shall
be determined by reducing the tentative LICTI by the
amount of the net capital gain (determined without regard
to items attributable to noninsurance businesses).

"(b) LIFE INSURANCE COMPANY TAXABLE INCOME. -For purposes
of this part, the term 'life insurance company taxable income'
means-

"(1) life insurance gross income, reduced by
"(2) life insurance deductions.
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"(C) TAXATION OF DISTRIBUTIONS FROM PRE-1984 POLICYHOLDERS

SURPLUS ACCOUNT.-
"For provision taxing distributions to shareholders from pre-1984 policy-

holders surplus account. see section 815.

"Subpart B-Life Insurance Gross Income

"Sec. 803. Life insurance gross income.

"SEC. 803. LIFE INSURANCE GROSS INCOME.
"(a) IN GENERAL.-For purposes of this part, the term 'life insur-

ance gross income' means the sum of the following amounts:
"(1) PREMIUMS. -

"(A) The gross amount of premiums and other consider-
ation on insurance and annuity contracts, less

"(B) return premiums, and premiums and other consider-
ation arising out of indemnity reinsurance.

"(2) DECREASES IN CERTAIN RESERVES.-Each net decrease in
reserves which is required by section 807(a) to be taken into ac-
count under this paragraph.

"(3) OTHER AMOUNTS.-All amounts not includible under
paragraph (1) or (2) which under this subtitle are includible in
gross income.

"(b) SPECIAL RULES FOR PREMIUMS.-

"(1) CERTAIN ITEMS INCLUDED.-For purposes of subsection
(a)(1)(A), the term 'gross amount of premiums and other consid-
eration' includes-

"(A) advance premiums,
"(B) deposits,
"(C) fees,
"(D) assessments,
"(E) consideration in respect of assuming liabilities

under contracts not issued by the taxpayer, and
"(F) the amount of policyholder dividends reimbursable

to the taxpayer by a reinsurer in respect of reinsured poli-
cies,

on insurance and annuity contracts.
"(2) POLICYHOLDER DIVIDENDS EXCLUDED FROM RETURN PRE-

MIUMS. -For purposes of subsection (a)(1)(B)-
"(A) IN GENERAL.-Except as provided in subparagraph

(B), the term 'return premiums' does not include any policy-
holder dividends.

"(B) EXCEPTION FOR INDEMNITY REINSURANCE. -Subpara-
graph (A) shall not apply to amounts of premiums or other
consideration returned to another life insurance company
in respect of indemnity reinsurance.

"Subpart C-Life Insurance Deductions

"Sec. 804. Life insurance deductions.
"Sec. 805. General deductions.
"Sec. 806. Special deductions.
"Sec. 807. Rules for certain reserves.
"Sec. 808. Policyholder dividends deduction.
"Sec. 809. Reduction in certain deductions of mutual life insurance

companies.
"Sec. 810. Operations loss deduction.



"SEC. 804. LIFE INSURANCE DEDUCTIONS.
"For purposes of this part, the term 'life insurance deductions'

means-
"(1) the general deductions provided in section 805,
"(2) the special life insurance company deduction determined

under section 806(a), and
"(3) the small life insurance company deduction (if any) deter-

mined under section 806(b).
"SEC. 805. GENERAL DEDUCTIONS.

"(a) GENERAL RuLE.-For purposes of this part, there shall be al-
lowed the following deductions:

"(1) DEATH BENEFITS, ETC.-All claims and benefits accrued,
and all losses incurred (whether or not ascertained), during the
taxable year on insurance and annuity contracts.

"(2) INCREASES IN CERTAIN RESERVES.-The net increase in re-
serves which is required by section 807(b) to be taken into ac-
count under this paragraph.

"(3) POLICYHOLDER DIVIDENDS.-The deduction for policy-
holder dividends (determined under section 808(c)).

"(4) DIVIDENDS RECEIVED BY COMPANY.-
"(A) IN GENERAL.-The deductions provided by sections

24, 244, and 245 (as modified by subparagraph (B))-
"(i) for 100 percent dividends received, and
"(ii) for the life insurance company's share of the

dividends (other than 100 percent dividends) received.
"(B) APPLICATION OF SECTION 246(b).-In applying section

246(b) (relating to limitation on aggregate amount of deduc-
tions for dividends received) for purposes of subparagraph
(A), the limit on the aggregate amount of the deductions al-
lowed by sections 243(a)(1), 244(a), and 245 shall be 85 per-
cent of the life insurance company taxable income, comput-
ed without regard to-

"(i) the special life insurance company deduction and
the small life insurance company deduction,

"(ii) the operations loss deduction provided by section
810,

"(iii) the deductions allowed by sections 243(a)(1),
244(a), and 245, and

"(iv) any capital loss carryback to the taxable year
under section 1212(a)(1),

but such limit shall not apply for any taxable year for
which there is a loss from operations.

"(C) 100 PERCENT DIVIDEND.-For purposes of subpara-
graph (A), the term '100 percent dividend' means any divi-
dend if the percentage used for purposes of determining the
deduction allowable under section 243 or 244 is 100 percent.
Such term does not include any dividend to the extent it is
a distribution out of tax-exempt interest or out of dividends
which are not 100 percent dividends (determined with the
application of this sentence).



"(D) CERTAIN DIVIDENDS RECEIVED BY FOREIGN CORPORA-

TIONS.-Subparagraph (A)(i) (and not subparagraph (A)(ii))
shall apply to any dividend received by a foreign corpora-
tion from a domestic corporation which would be a 100per-
cent dividend if section 1504(b)(3) did not apply for pur-
poses of applying section 243(b)(5).

"(5) OPERATIONS LOSS DEDUCTION.-The operations loss de-
duction (determined under section 810).

"(6) ASSUMPTION BY ANOTHER PERSON OF LIABILITIES UNDER

INSURANCE, ETC., CONTRACTS.-The consideration (other than
consideration arising out of indemnity reinsurance) in respect of
the assumption by another person of liabilities under insurance
and annuity contracts.

"(7) REIMBURSABLE DIVIDENDS.-The amount of policyholder
dividends which-

"(A) are paid or accrued by another insurance company
in respect of policies the taxpayer has reinsured, and

"(B) are reimbursable by the taxpayer under the terms of
the reinsurance contract.

"(8) OTHER DEDUCTIONS.-Subject to the modifications provid-
ed by subsection (b), all other deductions allowed under this
subtitle for purposes of computing taxable income.

Except as provided in paragraph (3), no amount shall be allowed as
a deduction under this part in respect of policyholder dividends.

"(b) MoDIFICATIONS.-The modifications referred to in subsection
(a)(8) are as follows:

"(1) INTEREST.-In applying section 163 (relating to deduction
for interest), no deduction shall be allowed for interest in re-
spect of items described in section 807(c).

"(2) BAD DEBTS.-Section 166(c) (relating to reserve for bad
debts) shall not apply.

"(3) CHARITABLE, ETC., CONTRIBUTIONS AND GIFTS.-In apply-

ing section 170-
"(A) the limit on the total deductions under such section

provided by section 170(b)(2) shall be 10 percent of the life
insurance company taxable income computed without
regard to-

"(i) the deduction provided by section 170,
"(ii) the deductions provided by paragraphs (3) and

(4) of subsection (a),
"(iii) the special life insurance company deduction

and the small life insurance company deduction,
"(iv) any operations loss carryback to the taxable

year under section 810, and
"(v) any capital loss carryback to the taxable year

under section 1212(a)(1), and
"(B) under regulations prescribed by the Secretary, a rule

similar to the rule contained in section 170(d)(2)(B) (relat-
ing to special rule for net operating loss carryovers) shall be
applied.

"(4) AMORTIZABLE BOND PREMIUM. -

"(A) IN GENERAL.-Section 171 shall not apply.
"(B) CROSS REFERENCE.-

"For rules relating to amortizable bond premium, see section 811(b).



"(5) NET OPERATING LOSS DEDUCTION. -Except as provided by
section 844, the deduction for net operating losses provided in
section 172 shall not be allowed.

"(6) DIVIDENDS RECEIVED DEDUCTION.-Except as provided in
subsection (a)(4), the deductions for dividends received provided
by sections 243, 244, and 245 shall not be allowed.

"SEC. 806. SPECIAL DEDUCTIONS.

"(a) SPECIAL LIFE INSURANCE COMPANY DEDUCTION.-For pur-

poses of section 804, the special life insurance company deduction
for any taxable year is 20 percent of the excess of the tentative
LICTI for such taxable year over the small life insurance company
deduction (if any).

"(b) SMALL LIFE INSURANCE COMPANY DEDUCTION.-

"(1) IN GENERAL.-For purposes of section 804, the small life
insurance company deduction for any taxable year is 60 percent
of so much of the tentative LICTI for such taxable year as does
not exceed $3,000,000.

"(2) PHASEOUT BETWEEN $3,000,000 AND s15,oooooo.-The
amount of the small life insurance company deduction deter-
mined under paragraph (1) for any taxable year shall be re-
duced (but not below zero) by 15 percent of so much of the tenta-
tive LICTI for such taxable year as exceeds $3, 000,000.

"(3) SMALL LIFE INSURANCE COMPANY DEDUCTION NOT ALLOW-

ABLE TO COMPANY WITH ASSETS OF $500,000,000 OR MORE.-

"(A) IN GENERAL.-The small life insurance company de-
duction shall not be allowed for any taxable year to any
life insurance company which, at the close of such taxable
year, has assets equal to or greater than $500,000,000.

"(B) ASSETS.-For purposes of this paragraph, the term
'assets' means all assets of the company.

"(C) VALUATION OF ASSETS.-For purposes of this para-
graph, the amount attributable to-

"(i) real property and stock shall be the fair market
value thereof, and

"(ii) any other asset shall be the adjusted basis of
such asset for purposes of determining gain on sale or
other disposition.

"(D) SPECIAL RULE FOR INTERESTS IN PARTNERSHIPS AND

TRUSTS. -For purposes of this paragraph-
"(i an interest in a partnership or trust shall not be

treated as an asset of the company, but
"(ii) the company shall be treated as actually owning

its proportionate share of the assets held by the part-
nership or trust (as the case may be).

"(c) TENTATIVE LICTI.-For purposes of this part-
"(1) IN GENERAL.-The term 'tentative LICTI' means life in-

surance company taxable income determined without regard
to-

"(A) the special life insurance company deduction, and

"(B) the small life insurance company deduction.
"(2) EXCLUSION OF ITEMS ATTRIBUTABLE TO NONINSURANCE

BUSINESSES.-The amount of the tentative LICTI for any tax-
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able year shall be determined without regard to all items attrib-
utable to noninsurance businesses.

"(3) NONINSURANCE BUSINESS. -

"(A) IN GENERAL.-The term 'noninsurance business'
means any activity which is not an insurance business.

"(B) CERTAIN ACTIVITIES TREATED AS INSURANCE BUSI-

NESSES.-For purposes of subparagraph (A), any activity
which is not an insurance business shall be treated as an
insurance business if-

"(i) it is of a type traditionally carried on by life in-
surance companies for investment purposes, but only if
the carrying on of such activity (other than in the case
of real estate) does not constitute the active conduct of
a trade or business, or

"(ii) it involves the performance of administrative
services in connection with plans providing life insur-
ance, pension, or accident and health benefits.

"(C) LIMITATION ON AMOUNT OF LOSS FROM NONINSUR-

ANCE BUSINESS WHICH MAY OFFSET INCOME FROM INSUR-

ANCE BUSINESS.-In computing the life insurance company
taxable income of any life insurance company, any loss
from a noninsurance business shall be limited under the
principles of section 1503(c).

"(d) SPECIAL RULE FOR CONTROLLED GROUPS.-
"(1) SPECIAL LIFE INSURANCE COMPANY DEDUCTION AND SMALL

LIFE INSURANCE COMPANY DEDUCTION DETERMINED ON CON-

TROLLED GROUP BASIS. -For purposes of subsections (a) and
()-

"(A) all life insurance companies which are members of
the same controlled group shall be treated as 1 life insur-
ance company, and

"(B) any special life insurance company deduction and
any small life insurance company deduction determined
with respect to such group shall be allocated among the life
insurance companies which are members of such group in
proportion to their respective tentative LICTI's.

"(2) NONLIFE INSURANCE MEMBERS INCLUDED FOR ASSET

TEST.-For purposes of subsection (b)(3), all members of the
same controlled group (whether or not life insurance companies)
shall be treated as 1 company.

"(3) CONTROLLED GROUP.-For purposes of this subsection, the
term 'controlled group' means any controlled group of corpora-
tions (as defined in section 1563(a)); except that subsections
(a)(4) and (b)(2)(D) of section 1563 shall not apply.

"(4) ELECTION WITH RESPECT TO LOSS FROM OPERATIONS OF

MEMBER OF GROUP.-

"(A) IN GENERAL.-Any life insurance company which is
a member of a controlled group may elect to have its loss
from operations for any taxable year not taken into account
for purposes of determining the amount of the special life
insurance company deduction for the life insurance compa-
nies which are members of such group and which do not
file a consolidated return with such life insurance company
for the taxable year.



"(B) LIMITATION ON AMOUNT OF LOSS WHICH MAY OFFSET
NONLIFE INCOME.-In the case of that portion of any loss
from operations for any taxable year of a life insurance
company which (but for subparagraph (A)) would have re-
duced tentative LICTI of other life insurance companies for
such taxable year-

"(i) only 80 percent of such portion may be used to
offset nonlife income, and

"(ii) to the extent such portion is used to offset non-
life income, the loss shall be treated as used at a rate
of $1 for each 80 cents of income so offset.

For purposes of the preceding sentence, any such portion
shall be used before the remaining portion of the loss from
the same year and shall be treated as first being offset
against income which is not nonlife income.

"(C) NONLIFE INCOME. -

"(i) IN GENERAL.-The term 'nonlife income' means
the portion of the life insurance company's taxable
income for which the special life insurance company
deduction was not allowable and any income of a cor-
poration not subject to tax under this part.

"(ii) SPECIAL RULE FOR TAXABLE YEARS BEGINNING

BEFORE JANUARY 1, 1984.-In the case of a taxable year
beginning before January 1, 1984, all life insurance
company taxable income shall be treated as nonlife
income.

"(5) ADJUSTMENTS TO PREVENT EXCESS DETRIMENT OR BENE-
FIT.-Under regulations prescribed by the Secretary, proper ad-
justments shall be made in the application of this subsection to
prevent any excess detriment or benefit (whether from year-to-
year or otherwise) arising from the application of this subsec-
tion.

"SEC. 807. RULES FOR CERTAIN RESERVES.
"(a) DECREASE TREATED AS GROSS INCOME.-If for any taxable

year-
"(1) the opening balance for the items described in subsection

(c), exceeds
"(2)(A) the closing balance for such items, reduced by
"(B) the sum of (i) the amount of the policyholders' share of

tax-exempt interest, plus (ii) any excess described in section
809(a)(2) for the taxable year,

such excess shall be included in gross income under section
803(a)(2).

"(b) INCREASE TREATED AS DEDUCTION.-If for any taxable year-
"(1)(A) the closing balance for the items described in subsec-

tion (c), reduced by
"(B) the sum of (i) the amount of the policyholders' share of

tax-exempt interest, plus (ii) any excess described in section
809(a)(2) for the taxable year, exceeds

"(2) the opening balance for such items,
such excess shall be taken into account as a deduction under section
805(a)(2).



"(c) ITEMS TAKEN INTO ACCOUNT.-The items referred to in sub-
sections (a) and (b) are as follows:

"(1) The life insurance reserves (as defined in section 816(b)).
"(2) The unearned premiums and unpaid losses included in

total reserves under section 816(c)(2).
"(3) The amounts (discounted at the appropriate rate of inter-

est) necessary to satisfy the obligations under insurance and an-
nuity contracts, but only if such obligations do not involve (at
the time with respect to which the computation is made under
this paragraph) life, accident, or health contingencies.

"(4) Dividend accumulations, and other amounts, held at in-
terest in connection with insurance and annuity contracts.

"(5) Premiums received in advance, and liabilities for premi-
um deposit funds.

"(6) Reasonable special contingency reserves under contracts
of group term life insurance or group accident and health insur-
ance which are established and maintained for the provision of
insurance on retired lives, for premium stabilization, or for a
combination thereof.

For purposes of paragraph (3), the appropriate rate of interest for
any obligation is the higher of the prevailing State assumed interest
rate as of the time such obligation first did not involve life, acci-
dent, or health contingencies or the rate of interest assumed by the
company (as of such time) in determining the guaranteed benefit.

"(d) METHOD OF COMPUTING RESERVES FOR PURPOSES OF DETER-
MINING INCOME. -

"(1) IN GENERAL.-For purposes of this part (other than sec-
tion 816), the amount of the life insurance reserves for any con-
tract shall be the greater of-

"(A) the net surrender value of such contract, or
"(B) the reserve determined under paragraph (2).

In no event shall the reserve determined under the preceding
sentence for any contract as of any time exceed the amount
which would be taken into account with respect to such con-
tract as of such time in determining statutory reserves (as de-
fined in section 809(b)(4)(B)).

"(2) AMOUNT OF RESERVE.-The amount of the reserve deter-
mined under this paragraph with respect to any contract shall
be determined by using-

"(A) the tax reserve method applicable to such contract,
"(B) the prevailing State assumed interest rate, and
"(C) the prevailing commissioners' standard tables for

mortality and morbidity adjusted as appropriate to reflect
the risks (such as substandard risks) incurred under the
contract which are not otherwise taken into account.

"(3) TAX RESERVE METHOD.-For purposes of this subsection-
"(A) IN GENERAL.-The term 'tax reserve method'

means-
"(i) LIFE INSURANCE CONTRACTS.-The CRVM in the

case of a contract covered by the CRVM.
"(ii) ANNUITY CONTRACTS.-The CARVM in the case

of a contract covered by the CARVM.
"(iii) NONCANCELLABLE ACCIDENT AND HEALTH INSUR-

ANCE CONTRACTS.-In the case of any noncancellable



accident and health insurance contract, a 2 -year full
preliminary term method.

"(iv) OTHER CONTRACTS.-In the case of any contract
not described in clause (i), (ii), or (iii)-

"(I) the reserve method prescribed by the Nation-
al Association of Insurance Commissioners which
covers such contract (as of the date of issuance), or

"(II) if no reserve method has been prescribed by
the National Association of Insurance Commis-
sioners which covers such contract, a reserve
method which is consistent with the reserve
method required under clause (i), (ii), or (iii) or
under subclause (I) of this clause as of the date of
the issuance of such contract (whichever is most
appropriate).

"(B) DEFINITION OF CRVM AND CARVM.-For purposes of
this paragraph-

"(i) CRVM.-The term 'CRVM' means the Commis-
sioners' Reserve Valuation Method prescribed by the
National Association of Insurance Commissioners
which is in effect on the date of the issuance of the
contract.

"(ii) CARVM.-The term 'CARVM' means the Com-
missoners' Annuities Reserve Valuation Method pre-
scribed by the National Association of Insurance Com-
missioners which is in effect on the date of the issu-
ance of the contract.

"(C) No ADDITIONAL RESERVE DEDUCTION ALLOWED FOR
DEFICIENCY RESERVEs.-Nothing in any reserve method de-
scribed under this paragraph shall permit any increase in
the reserve because the net premium (computed on the basis
of assumptions required under this subsection) exceeds the
actual premiums or other consideration charged for the
benefit.

"(4) PREVAILING STATE ASSUMED INTEREST RATE.-For pur-
poses of this subsection-

"(A) IN GENERAL.-The term 'prevailing State assumed
interest rate' means, with respect to any contract, the high-
est assumed interest rate permitted to be used in computing
life insurance reserves for insurance contracts or annuity
contracts (as the case may be) under the insurance laws of
at least 28 States. For purposes of the preceding sentence,
the effect of the nonforfeiture laws of a State on interest
rates for reserves shall not be taken into account.

"(B) WHEN RATE DETERMINED.-Except as provided in
subparagraph (C), the prevailing State assumed rate with
respect to any contract shall be determined as of the begin-
ning of the calendar year in which the contract was issued.

"(C) ELECTION FOR NONANNUITY CONTRACTS.-In the case
of a contract other than an annuity contract, the issuer
may elect (at such time and in such manner as the Secre-
tary shall by regulations prescribe) to determine the prevail-
ing State assumed rate as of the beginning of the calendar



year preceding the calendar year in which the contract was
issued.

"(D) RATE FOR NONCANCELLABLE ACCIDENT AND HEALTH

INSURANCE CONTRACTS.-If there is no prevailing State as-
sumed interest rate applicable under subparagraph (A) to
any noncancellable accident and health insurance contract
when it is-issued, the prevailing State assumed interest rate
for such contract shall be the prevailing State assumed in-
terest rate which would be determined under subparagraph
(A) for a whole life insurance contract issued on the date
on which the noncancellable accident and health insurance
contract is issued.

"(5) PREVAILING COMMISSIONERS' STANDARD TABLES.-For

purposes of this subsection-
"(A) IN GENERAL.-The term 'prevailing commissioners'

standard tables' means, with respect to any contract, the
most recent commissioners' standard tables prescribed by
the National Association of Insurance Commissioners
which are permitted to be used in computing reserves for
that type of contract under the insurance laws of at least 26
States when the contract was issued.

"(B) INSURER MAY USE OLD TABLES FOR 3 YEARS WHEN
TABLES CHANGE.-If the prevailing commissioners'standard
tables as of the beginning of any calendar year (hereinafter
in this subparagraph referred to as the 'year of change') is
different from the prevailing commissioners' standard
tables as of the beginning of the preceding calendar year,
the issuer may use the prevailing commissioners' standard
tables as of the beginning of the preceding calendar year
with respect to any contract issued after the change and
before the close of the 3-year period beginning on the first
day of the year of change.

"(C) SPECIAL RULE FOR CONTRACTS FOR WHICH THERE ARE
NO COMMISSIONERS' STANDARD TABLES.-If there are no
commissioners' standard tables applicable to any contract
when it is issued, the mortality and morbidity tables used
for purposes of paragraph (2)(C) shall be determined under
regulations prescribed by the Secretary.

"(D) SPECIAL RULE FOR CONTRACTS ISSUED BEFORE 1948.-
If-

"(0 a contract was issued before 1948, and
"(ii) there were no commissioners' standard tables

applicable to such contract when it was issued,
the mortality and morbidity tables used in computing stat-
utory reserves for such contracts shall be used for purposes
of paragraph (2)(C).

"(E) SPECIAL RULE WHERE MORE THAN 1 TABLE OR OPTION
APPLICABLE.-If, with respect to any category of risks, there
are 2 or more tables (or options under 1 or more tables)
which meet the requirements of subparagraph (A) (or,
where applicable, subparagraph (B) or (C)), the table (and
option thereunder) which generally yields the lowest re-
serves shall be used for purposes of paragraph (2)(C).

"(e) SPECIAL RULES FOR COMPUTING RESERVES.-



"(1) NET SURRENDER VALUE.-For purposes of this section-
"(A) IN GENERAL.-The net surrender value of any con-

tract shall be determined-
"(i) with regard to any penalty or charge which

would be imposed on surrender, but
"(ii) without regard to any market value adjustment

on surrender.
"(B) SPECIAL RULE FOR PENSION PLAN CONTRACTS. -In the

case of a pension plan contract, the balance in the policy-
holder's fund shall be treated as the net surrender value of
such contract. For purposes of the preceding sentence, such
balance shall be determined with regard to any penalty or
forfeiture which would be imposed on surrender but with-
out regard to any market value adjustment.

"(2) ISSUANCE DATE IN CASE OF GROUP CONTRACTS.-For pur-
poses of this section, in the case of a group contract, the date on
which such contract is issued shall be the date as of which the
master plan is issued (or, with respect to a benefit guaranteed to
a participant after such date, the date as of which such benefit
is guaranteed).

'(3) SUPPLEMENTAL BENEFITS. -
"(A) QUALIFIED SUPPLEMENTAL BENEFITS TREATED SEPA-

RATELY.-For purposes of this part, the amount of the life
insurance reserve for any qualified supplemental benefit-

"(i) shall be computed separately as though such ben-
efit were under a separate contract, and

"(ii) shall, except to the extent otherwise provided in
regulations, be the reserve taken into account for pur-
poses of the annual statement approved by the Nation-
al Association of Insurance Commissioners.

"(B) SUPPLEMENTAL BENEFITS WHICH ARE NOT QUALIFIED
SUPPLEMENTAL BENEFITS.-In the case of any supplemental
benefit described in subparagraph (D) which is not a quali-
fied supplemental benefit, the amount of the reserve deter-
mined under paragraph (2) of subsection (d) shall, except to
the extent otherwise provided in regulations, be the reserve
taken into account for purposes of the annual statement ap-
proved by the National Association of Insurance Commis-
sioners.

"(C) QUALIFIED SUPPLEMENTAL BENEFIT. -For purposes of
this paragraph, the term 'qualified supplemental benefit'
means any supplemental benefit described in subparagraph
(D) if-

"(i) there is a separately identified premium or
charge for such benefit, and

"(ii) any net surrender value under the contract at-
tributable to any other benefit is not available to fund
such benefit.

"(D) SUPPLEMENTAL BENEFITS.-For purposes of this
paragraph, the supplemental benefits described in this sub-
paragraph are any-

"(i) guaranteed insurability,
"(ii) accidental death or disability benefit,
"(iii) convertibility,



"(iv) disability waiver benefit, or
"(v) other benefit prescribed by regulations,

which is supplemental to a contract for which there is a re-
serve described in subsection (c).

"(4) CERTAIN CONTRACTS ISSUED BY FOREIGN BRANCHES OF DO-

MESTIC LIFE INSURANCE COMPANIES.-

"(A) IN GENERAL.-In the case of any qualified foreign
contract, the amount of the reserve shall be not less than
the minimum reserve required by the laws, regulations, or
administrative guidance of the regulatory authority of the
foreign country referred to in subparagraph (B) (but not to
exceed the net level reserves for such contract).

"(B) QUALIFIED FOREIGN CONTRACT.-For purposes of sub-
paragraph (A), the term 'qualified foreign contract' means
any contract issued by a foreign life insurance branch
(which has its principal place of business in a foreign coun-
try) of a domestic life insurance company if-

"(i) such contract is issued on the life or health of a
resident of such country,

"(ii) such domestic life insurance company was re-
quired by such foreign country (as of the time it began
operations in such country) to operate in such country
through a branch, and

"(iii) such foreign country is not contiguous to the
United States.

"(5) TREATMENT OF SUBSTANDARD RISKS.-

"(A) SEPARATE COMPUTATION.-Except to the extent pro-
vided in regulations, the amount of the life insurance re-
serve for any qualified substandard risk shall be computed
separately under subsection (d)(1) from any other reserve
under the contract.

"(B) QUALIFIED SUBSTANDARD RISK.-For purposes of sub-
paragraph (A), the term 'qualified substandard risk' means
any substandard risk if-

"(i) the insurance company maintains a separate re-
serve for such risk,

"(ii) there is a separately identified premium or
charge for such risk,

"(iii) the amount of the net surrender value under
the contract is not increased or decreased by reason of
such risk, and

"(iv) the net surrender value under the contract is
not regularly used to pay premium charges for such
risk.

"(C) LIMITATION ON AMOUNT OF LIFE INSURANCE RE-
SERVE.-The amount of the life insurance reserve deter-
mined for any qualified substandard risk shall in no event
exceed the sum of the separately identified premiums
charged for such risk plus interest less mortality charges
for such risk.

"(D) LIMITATION ON AMOUNT OF CONTRACTS TO WHICH
PARAGRAPH APPLIES.-The aggregate amount of insurance
in force under contracts to which this paragraph applies
shall not exceed 10 percent of the insurance in force (other



than term insurance) under life insurance contracts of the
company.

"(6) SPECIAL RULES FOR CONTRACTS ISSUED BEFORE JANUARY

1, 1989, UNDER EXISTING PLANS OF INSURANCE, WITH TERM IN-

SURANCE OR ANNUITY BENEFITS.-For purposes of this part-
"(A) IN GENERAL.-In the case of a life insurance con-

tract issued before January 1, 1989, under an existing plan
of insurance, the life insurance reserve for any benefit to
which this paragraph applies shall be computed separately
under subsection (d)(1) from any other reserve under the
con tract.

"(B) BENEFITS TO WHICH THIS PARAGRAPH APPLIES. -This

paragraph applies to any term insurance or annuity benefit
with respect to which the requirements of clauses (i) and (ii)
of paragraph (3)(C) are met.

"(C) EXISTING PLAN OF INSURANCE.-For purposes of this
paragraph, the term 'existing plan of insurance' means,
with respect to any contract, any plan of insurance which
was filed by the company using such contract in one or
more States before January 1, 1984, and is on file in the ap-
propriate State for such contract.

"(f) ADJUSTMENT FOR CHANGE IN COMPUTING RESERVES. -

"(1) 10-YEAR SPREAD.-

"(A) IN GENERAL.-For purposes of this part, if the basis
for determining any item referred to in subsection (c) as of
the close of any taxable year differs from the basis for such
determination as of the close of the preceding taxable year,
then so much of the difference between-

"(i) the amount of the item at the close of the taxable
year, computed on the new basis, and

"(ii) the amount of the item at the close of the tax-
able year, computed on the old basis,

as is attributable to contracts issued before the taxable year
shall be taken into account under the method provided in
subparagraph (B).

"(B) METHOD.-The method provided in this subpara-
graph is as follows:

"(i) if the amount determined under subparagraph
(A)(i) exceeds the amount determined under subpara-
graph (A)(ii), 1/o of such excess shall be taken into ac-
count, for each of the succeeding 10 taxable years, as a
deduction under section 805(a)(2); or

"(ii) if the amount determined under subparagraph
(A)(ii) exceeds the amount determined under subpara-
graph (A)(i), 1/o of such excess shall be included in
gross income, for each of the 10 succeeding taxable
years, under section 803(a)(2).

"(2) TERMINATION AS LIFE INSURANCE COMPANY.-Except as

provided in section 381(c)(22) (relating to carryovers in certain
corporate readjustments), if for any taxable year the taxpayer is
not a life insurance company, the balance of any adjustments
under this subsection shall be taken into account for the preced-
ing taxable year.
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"SEC. 808. POLICYHOLDER DIVIDENDS DEDUCTION.

"(a) POLICYHOLDER DIVIDEND DEFINED.-For purposes of this
part, the term 'policyholder dividend' means any dividend or simi-
lar distribution to policyholders in their capacity as such.

"(b) CERTAIN AMOUNTS INCLUDED.-For purposes of this part, the
term 'policyholder dividend' includes-

"(1) any amount paid or credited (including as an increase in
benefits) where the amount is not fixed in the contract but de-
pends on the experience of the company or the discretion of the
management,

"(2) excess interest,
"(3) premium adjustments, and
"(4) experience-rated refunds.

"(C) AMOUNT OF DEDUCTION. -
"(1) IN GENERAL.-Except as limited by paragraph (2), the de-

duction for policyholder dividends for any taxable year shall be
an amount equal to the policyholder dividends paid or accrued
during the taxable year.

"(2) REDUCTION IN CASE OF MUTUAL COMPANIES.-In the case

of a mutual life insurance company, the deduction for policy-
holder dividends for any taxable year shall be reduced by the
amount determined under section 809.

"(d) DEFINITIONS.-For purposes of this section-
"(1) EXCESS INTEREST.-The term 'excess interest' means any

amount in the nature of interest-
"(A) paid or credited to a policyholder in his capacity as

such, and
"(B) determined at a rate in excess of the prevailing State

assumed interest rate for such contract.
"(2) PREMIUM ADJUSTMENT.-The term 'premium adjustment'

means any reduction in the premium under an insurance or an-
nuity contract which (but for the reduction) would have been re-
quired to be paid under the contract.

"(3) EXPERIENCE-RATED REFUND.-The term 'experience-rated
refund' means any refund or credit based on the experience of
the contract or group involved.

"(e) TREATMENT OF POLICYHOLDER DIVIDENDS.-For purposes of
this part, any policyholder dividend which-

"(1) increases the cash surrender value of the contract or
other benefits payable under the contract, or

"(2) reduces the premium otherwise required to be paid,
shall be treated as paid to the policyholder and returned by the pol-
icyholder to the company as a premium.
"SEC. 809. REDUCTION IN CERTAIN DEDUCTIONS OF MUTUAL LIFE INSUR-

ANCE COMPANIES.

"(a) GENERAL RULE.-
"(1) POLICYHOLDER DIVIDENDS.-In the case of any mutual

life insurance company, the amount of the deduction allowed
under section 808 shall be reduced (but not below zero) by the
differential earnings amount.

"(2) REDUCTION IN RESERVE DEDUCTION IN CERTAIN CASES.-
In the case of any mutual life insurance company, if the differ-
ential earnings amount exceeds the amount allowable as a de-



duction under section 808 for the taxable year (determined
without regard to this section), such excess shall be taken into
account under subsections (a) and (b) of section 807.

"(3) DIFFERENTIAL EARNINGS AMOUNT.-For purposes of this
section, the term 'differential earnings amount' means, with re-
spect to any taxable year, an amount equal to the product of-

"(A) the life insurance company's average equity base for
the taxable year, multiplied by

"(B) the differential earnings rate for such taxable year.
"(b) A VERAGE EQUITY BASE. -For purposes of this section-

"(1) IN GENERAL.-The term 'average equity base' means, with
respect to any taxable year, the average of-

"(A) the equity base determined as of the close of the tax-
able year, and

"(B) the equity base determined as of the close of the pre-
ceding taxable year.

"(2) EQUITY BASE.-The term 'equity base' means an amount
determined in the manner prescribed by regulations equal to-

"(A) the surplus and capital,
"(B) adjusted as provided in paragraphs (3), (4), (5), and

(6) of this subsection.
"(3) INCREASE FOR NONADMITTED FINANCIAL ASSETS. -

"(A) IN GENERAL.-The amount of the surplus and cap-
ital shall be increased by the amount of the nonadmitted
financial assets.

"(B) NONADMITTED FINANCIAL ASSETS.-For purposes of
subparagraph (A), the term 'nonadmitted financial asset'
means any nonadmitted asset of the company which is-

"(i a bond,
"(ii) stock,
"(iii) real estate,
"(iv) a mortgage loan on real estate, or
"(v) any other invested asset.

"(4) INCREASE WHERE STATUTORY RESERVES EXCEED TAX RE-

SERVES. -

"(A) IN GENERAL.-If-
"(i) the aggregate amount of statutory reserves, ex-

ceeds
"(ii) the aggregate amount of tax reserves,

the amount of the surplus and capital shall be increased by
the amount of such excess.

"(B) DEFINITIONS. -For purposes of this paragraph-
"(i) STATUTORY RESERVES.-The term 'statutory re-

serves' means the aggregate amount set forth in the
annual statement with respect to items described in
section 807(c). Such term shall not include any reserve
attributable to a deferred and uncollected premium if
the establishment of such reserve is not permitted
under section 811(c).

"(ii) TAX RESERVES.-The term 'tax reserves' means
the aggregate of the items described in section 807(c) as
determined for purposes of section 807.



"(5) INCREASE BY AMOUNT OF CERTAIN OTHER RESERVES.-The

amount of the surplus and capital shall be increased by the
sum of-

"(A) the amount of any mandatory securities valuation
reserve,

"(B) the amount of any deficiency reserve, and
"(C) the amount of any voluntary reserve or similar li-

ability not described in subparagraph (A) or (B).
"(6) ADJUSTMENT FOR NEXT YEAR S POLICYHOLDER DIVI-

DENDS.-The amount of the surplus and capital shall be in-
creased by 50 percent of the amount of any provision for policy-
holder dividends (or other similar liability) payable in the fol-
lowing taxable year.

"(C) DIFFERENTIAL EARNINGS RATE. -

"(1) IN GENERAL.-For purposes of this section, the differen-
tial earnings rate for any taxable year is the excess of-

"(A) the imputed earnings rate for the taxable year, over
"(B) the average mutual earnings rate for the second cal-

endar year preceding the calendar year in which the tax-
able year begins.

"(2) TRANSITIONAL RULE.-The differential earnings rate-
"(A) for any taxable year beginning in 1984, or
"(B) for purposes of computing the amount of underpay-

ment under section 6655 (including the application of sec-
tion 6655(d)(3)) for any taxable year beginning in 1985,

shall be equal to 7.8 percent.
"(d) IMPUTED EARNINGS RATE. -

"(1) IN GENERAL.-For purposes of this section, the imputed
earnings rate for any taxable year is-

"(A) 16.5 percent in the case of taxable years beginning in
1984, and

"(B) in the case of taxable years beginning after 1984, an
amount which bears the same ratio to 16.5 percent as the
current stock earnings rate for the taxable year bears to the
base period stock earnings rate.

"(2) CURRENT STOCK EARNINGS RATE.-For purposes of this
subsection, the term 'current stock earnings rate' means, with
respect to any taxable year, the average of the stock earnings
rates determined under paragraph (4) for the 3 calendar years
preceding the calendar year in which the taxable year begins.

"(3) BASE PERIOD STOCK EARNINGS RATE. -For purposes of this
subsection, the base period stock earnings rate is the average of
the stock earnings rates determined under paragraph (4) for cal-
endar years 1981, 1982, and 1983.

"(4) STOCK EARNINGS RATE.-
"(A) IN GENERAL.-For purposes of this subsection, the

stock earnings rate for any calendar year is the numerical
average of the earnings rates of the 50 largest stock compa-
nies.

"(B) EARNINGS RATE.-For purposes of subparagraph (A),
the earnings rate of any stock company is the percentage
(determined by the Secretary) which-

"(i) the statement gain or loss from operations for the
calendar year of such company, is of



"(ii) such company's average equity base for such
year.

"(C) 50 LARGEST STOCK COMPANIES.-For purposes of this
paragraph, the term '50 largest stock companies' means a
group (as determined by the Secretary) of stock life insur-
ance companies which consists of the 50 largest stock life
insurance companies which are subject to tax under this
part. The Secretary may by regulations provide for exclu-
sion from the group determined under the preceding sen-
tence of any stock life insurance company if (i) the equity of
such company is not great enough for such company to be 1
of the 50 largest stock life insurance companies if the deter-
mination were made on the basis of equity, and (ii) by
reason of the small equity base of such company, it has an
earnings rate which would seriously distort the stock earn-
ings rate.

"(D) TREATMENT OF AFFILIATED GROUPS. -For purposes of
this paragraph, all stock life insurance companies which
are members of the same affiliated group shall be treated
as one stock life insurance company.

"(e) AVERAGE MUTUAL EARNINGS RATE.-For purposes of this sec-
tion, the average mutual earnings rate for any calendar year is the
percentage (determined by the Secretary) which-

"(1) the aggregate statement gain or loss from operations for
such year of mutual life insurance companies, is of

"(2) their aggregate average equity bases for such year.
"(f) RECOMPUTATION IN SUBSEQUENT YEAR.-

"(1) INCLUSION IN INCOME WHERE RECOMPUTED AMOUNT

GREATER.-In the case of any mutual life insurance company,
if-

"(A) the recomputed differential earnings amount for any
taxable year, exceeds

"(B) the differential earnings amount determined under
this section for such taxable year,

such excess shall be included in life insurance gross income for
the succeeding taxable year.

"(2) DEDUCTION WHERE RECOMPUTED AMOUNT SMALLER.-In

the case of any mutual life insurance company, if-
"(A) the differential earnings amount determined under

this section for any taxable year, exceeds
"(B) the recomputed differential earnings amount for

such taxable year,
such excess shall be allowed as a life insurance deduction for
the succeeding taxable year.

"(3) RECOMPUTED DIFFERENTIAL EARNINGS AMOUNT. -For pur-

poses of this subsection, the term 'recomputed differential earn-
ings amount' means, with respect to any taxable year, the
amount which would be the differential earnings amount for
such taxable year if the average mutual earnings rate taken
into account under subsection (c)(2) were the average mutual
earnings rate for the calendar year in which the taxable year
begins.



"(4) SPECIAL RULE WHERE COMPANY CEASES TO BE MUTUAL
LIFE INSURANCE COMPANY.-Except as provided in section
381(c)(22), if-

"(A) a life insurance company is a mutual life insurance
company for any taxable year, but

"(B) such life insurance company is not a mutual life in-
surance company for the succeeding taxable year,

any adjustment under paragraph (1) or (2) by reason of the re-
computed differential earnings amount for the first of such tax-
able years shall be taken into account for the first of such tax-
able years.

"(g) DEFINITIONS AND SPECIAL RULES.-For purposes of this sec-
tion-

"(1) STATEMENT GAIN OR LOSS FROM OPERATIONS.-The term
'statement gain or loss from operations' means the net gain or
loss from operations required to be set forth in the annual state-
ment-

"(A) determined with regard to policyholder dividends
(as defined in section 808) but without regard to Federal
income taxes,

"(B) determined on the basis of the tax reserves rather
than statutory reserves, and

"(C) properly adjusted for realized capital gains and
losses and other relevant items.

"(2) OTHER TERMS.-Except as otherwise provided in this sec-
tion, the terms used in this section shall have the same respec-
tive meanings as when used in the annual statement.

"() DETERMINATIONS BASED ON AMOUNT SET FORTH IN
ANNUAL STATEMENT.-Except as otherwise provided in this sec-
tion or in regulations, all determinations under this section
shall be made on the basis of the amounts required to be set
forth on the annual statement.

"(4) ANNUAL STATEMENT.-The term 'annual statement'
means the annual statement for life insurance companies ap-
proved by the National Association of Insurance Commission-
ers.

"(5) REDUCTION IN EQUITY BASE FOR PORTION OF EQUITY ALLO-

CABLE TO LIFE INSURANCE BUSINESS IN NONCONTIGUOUS WEST-
ERN HEMISPHERE COUNTRIES.-The equity base of any mutual
life insurance company shall be reduced by an amount equal to
the portion of the equity base attributable to the life insurance
business multiplied by a fraction-

"(A) the numerator of which is the portion of the tax re-
serves which is allocable to life insurance contracts issued
on the life of residents of countries in the Western Hemi-
sphere which are not contiguous to the United States, and

'(B) the denominator of which is the amount of the tax
reserves allocable to life insurance contracts.

The preceding sentence shall not apply unless the fraction deter-
mined under the preceding sentence exceeds 10

"(6) SPECIAL RULE FOR CERTAIN CONTRACTS ISSUED BEFORE

JANUARY 1, 1985.-In determining the amount of tax reserves of
a mutual insurance company for purposes of subsection (b)(4),
section 811(d) shall not apply with respect to any life insurance



contract issued before January 1, 1985, under a plan of life in-
surance in existence on July 1, 1983.'(h) TREATMENT OF STOCK COMPANIES OWNED BY MUTUAL LIFE

INSURANCE COMPANIES.-
"(1) TREATMENT AS MUTUAL LIFE INSURANCE COMPANIES FOR

PURPOSES OF DETERMINING STOCK EARNINGS RATES AND MUTUAL
EARNINGS RATES.-Solely for purposes of subsections (d) and (e),
a stock life insurance company shall be treated as a mutual life
insurance company if stock possessing-

"(A) at least 80 percent of the total combined voting
power of all classes of stock of such stock life insurance
company entitled to vote, or

"(B) at least 80 percent of the total value of shares of all
classes of stock of such stock life insurance company,

is owned at any time during the calendar year directly (or
through the application of section 318) by one or more mutual
life insurance companies.

"(2) TREATMENT OF AFFILIATED GROUP WHICH INCLUDES
MUTUAL PARENT AND STOCK SUBSIDIARY.-In the case of an af
filiated group of corporations which includes a common parent
which is a mutual life insurance company and one or more
stock life insurance companies, for purposes of determining the
average equity base of such common parent (and the statement
gain or loss from operations)-

"(A) stock in such stock life insurance companies held by
such common parent (and dividends on such stock) shall
not be taken into account, and

"(B) such common parent and such stock life insurance
companies shall be treated as though they were one mutual
life insurance company.

"(3) ADJUSTMENT WHERE STOCK COMPANY NOT MEMBER OF AF-
FILIATED GROUP.-In the case of any stock life insurance compa-
ny which is described in paragraph (1) but is not a member of
an affiliated group described in paragraph (2), under regula-
tions, proper adjustments shall be made in the average equity
bases (and statement gains or losses from operations) of mutual
life insurance companies owning stock in such company as may
be necessary or appropriate to carry out the purposes of this sec-
tion.

"(i) TRANSITIONAL RULE FOR CERTAIN HIGH SURPLUS MUTUAL
LIFE INSURANCE COMPANIES. -

"(1) IN GENERAL.-For purposes of subsection (a)(3), the aver-
age equity base of a high surplus mutual life insurance compa-
ny for any taxable year shall not include the applicable percent-
age of the excess equity base of such company for such taxable
year.

"(2) DEFINITIONS.-For purposes of this subsection-
"(A) EXCESS EQUITY BASE.-The term 'excess equity base'

means the excess of-
"(i) the average equity base of the company for the

taxable year, over
"(ii) the amount which would be its average equity

base if its equity percentage equaled the following per-
centage:



256

For taxable years begining The percentage is:
19 84 ..................................................................................... 14 .5
1985 or 1986 ................................................................... . 14
1987 or 1988 ....................................................................... 13.5

In no case shall the excess equity base for any taxable year
be greater than the excess equity base for the company's
first taxable year beginning in 1984.

"(B) APPLICABLE PERCENTAGE. -The term 'applicable per-
centage' means the percentage determined in accordance
with the following table:

"For taxable years beginning in: The applicable percentage is:
19 84 ............................................................................................ 100
1985 ................................................................................... ....... 80
1986 ........................................................................................ 60
1987 ........................................................................................ 40
1988 .................................................................................... ....... 20
1989 or thereafter ............................................................ ...... . .0.

"(C) HIGH SURPLUS MUTUAL LIFE INSURANCE COMPANY.-
The term 'high surplus mutual life insurance company'
means any mutual life insurance company if, for the tax-
able year beginning in 1984, its equity percentage exceeded
14.5 percent.

"(D) EQUITY PERCENTAGE.-The term 'equity percentage'
means, with respect to any mutual life insurance company,
the percentage which-

"(i) the average equity base of such company (deter-
mined under this section without regard to this subsec-
tion) for a taxable year bears to

"(ii) the average of-
"(I) the assets of such company as of the close of

the preceding taxable year, and
"(II) the assets of such company as of the close of

the taxable year.
For purposes of the preceding sentence, the assets of a com-
pany shall include all assets taken into account under this
section in determining its equity base (after applying the
principles of subsection (h)).

"SEC. 810. OPERATIONS LOSS DEDUCTION.
"(a) DEDUCTION ALLOWED.-There shall be allowed as a deduc-

tion for the taxable year an amount equal to the aggregate of-
"(1) the operations loss carryovers to such year, plus
"(2) the operations loss carrybacks to such year.

For purposes of this part, the term 'operations loss deduction' means
the deduction allowed by this subsection.

"(b) OPERATIONS Loss CARRYBACKS AND CARRYOVERS.-
"(1) YEARS TO WHICH LOSS MAY BE CARRIED.-The loss from

operations for any taxable year (hereinafter in this section re-
ferred to as the 'loss year') shall be-

"(A) an operations loss carryback to each of the 3 taxable
years preceding the loss year,

"(B) an operations loss carryover to each of the 15 taxable
years following the loss year, and

"(C) if the life insurance company is a new company for
the loss year, an operations loss carryover to each of the 3



taxable years following the 15 taxable years described in
subparagraph (B).

"(2) AMOUNT OF CARRYBACKS AND CARRYOVERS.-The entire
amount of the loss from operations for any loss year shall be
carried to the earliest of the taxable years to which (by reason
of paragraph (1)) such loss may be carried. The portion of such
loss which shall be carried to each of the other taxable years
shall be the excess (if any) of the amount of such loss over the
sum of the offsets (as defined in subsection (d)) for each of the
prior taxable years to which such loss may be carried.

"(3) ELECTION FOR OPERATIONS LOSS CARR YBA CKS.-In the
case of a loss from operations for any taxable year, the taxpayer
may elect to relinquish the entire carryback period for such loss.
Such election shall be made by the due date (including exten-
sions of time) for filing the return for the taxable year of the
loss from operations for which the election is to be in effect,
and, once made for any taxable year, such election shall be ir-
revocable for that taxable year.

"(c) COMPUTATION OF Loss FROM OPERATIONS.-For purposes of
this section-

"(1) IN GENERAL.-The term 'loss from operations' means the
excess of the life insurance deductions for any taxable year over
the life insurance gross income for such taxable year.

"(2) MODIFICATIONS. -For purposes of paragraph (1)-
"(A) the operations loss deduction shall not be allowed,

and
"(B) the deductions allowed by sections 243 (relating to

dividends received by corporations), 244 (relating to divi-
dends received on certain preferred stock of public utilities),
and 245 (relating to dividends received from certain foreign
corporations) shall be computed without regard to section
246(b) as modified by section 805(a)(4).

"(d) OFFSET DEFINED. -

"(1) IN GENERAL.-For purposes of subsection (b)(2), the term
'offset' means, with respect to any taxable year, an amount
equal to that increase in the operations loss deduction for the
taxable year which reduces the life insurance company taxable
income (computed without regard to paragraphs (2) and (3) of
section 804) for such year to zero.

"(2) OPERATIONS LOSS DEDUCTION.-For purposes of para-
graph (1), the operations loss deduction for any taxable year
shall be computed without regard to the loss from operations
for the loss year or for any taxable year thereafter.

"(e) NEW COMPANY DEFINED. -For purposes of this part, a life in-
surance company is a new company for any taxable year only if such
taxable year begins not more than 5 years after the first day on
which it (or any predecessor, if section 381(c)(22) applies) was au-
thorized to do business as an insurance company.

"(f) APPLICATION OF SUBTITLES A AND F IN RESPECT OF OPER-

ATION LossEs.-Except as provided in section 805(b)(5), subtitles A

and F shall apply in respect of operation loss carrybacks, operation
loss carryovers, and the operations loss deduction under this part, in

the same manner and to the same extent as such subtitles apply in



respect of net operating loss carrybacks, net operating loss car-
ryovers, and the net operating loss deduction.

"(g) TRANSITIONAL RULE.-For purposes of this section and sec-
tion 812 (as in effect before the enactment of the Life Insurance Tax
Act of 1984), this section shall be treated as a continuation of such
section 812.

"Subpart D-Accounting, Allocation, and Foreign
Provisions

"Sec. 811. Accounting provisions.
"Sec. 812. Definition of company's share and policyholders'share.
"Sec. 813. Foreign life insurance companies.
"Sec. 814. Contiguous country branches of domestic life insurance

companies.
"Sec. 815. Distributions to shareholders from pre-1984 policyholders

surplus account.

"SEC. 811. A CCOUNTING PRO VISIONS.

"(a) METHOD OF ACcoUNTING.-All computations entering into the
determination of the taxes imposed by this part shall be made-

"(1) under an accrual method of accounting, or
"(2) to the extent permitted under regulations prescribed by

the Secretary, under a combination of an accrual method of ac-
counting with any other method permitted by this chapter
(other than the cash receipts and disbursements method).

To the extent not inconsistent with the preceding sentence or any
other provision of this part, all such computations shall be made in
a manner consistent with the manner required for purposes of the
annual statement approved by the National Association of Insur-
ance Commissioners.

"(b) AMORTIZATION OF PREMIUM AND ACCRUAL OF DISCOUNT.-
"(1) IN GENERAL.-The appropriate items of income, deduc-

tions, and adjustments under this part shall be adjusted to re-
flect the appropriate amortization of premium and the appro-
priate accrual of discount attributable to the taxable year on
bonds, notes, debentures, or other evidences of indebtedness held
by a life insurance company. Such amortization and accrual
shall be determined-

"(A) in accordance with the method regularly employed
by such company, if such method is reasonable, and

"(B) in all other cases, in accordance with regulations
prescribed by the Secretary.

"(2) SPECIAL RULES.-
"(A) AMORTIZATION OF BOND PREMIUM.-In the case of

any bond (as defined in section 171(d)), the amount of bond
premium, and the amortizable bond premium for the tax-
able year, shall be determined under section 171(b) as if the
election set forth in section 171(c) had been made.

"(B) CONVERTIBLE EVIDENCE OF INDEBTEDNESS.-In no
case shall the amount of premium on a convertible evidence
of indebtedness include any amount attributable to the con-
version features of the evidence of indebtedness.



"(3) EXCEPTION.-No accrual of discount shall be required
under paragraph (1) on any bond (as defined in section 171(d)),
except in the case of discount which is-

"(A) interest to which section 103 applies, or
"(B) original issue discount (as defined in section

1232(b)).
"(c) No DOUBLE COUNTING.-Nothing in this part shall permit-

"(1) a reserve to be established for any item unless the gross
amount of premiums and other consideration attributable to
such item are required to be included in life insurance gross
income,

"(2) the same item to be counted more than once for reserve
purposes, or

"(3) any item to be deducted (either directly or as an increase
in reserves) more than once.

"(d) METHOD OF COMPUTING RESERVES ON CONTRACT WHERE IN-

TEREST Is GUARANTEED BEYOND END OF TAXABLE YEAR. -For pur-
poses of this part (other than section 816), amounts in the nature of
interest to be paid or credited under any contract for any period
which is computed at a rate which-

"(1) exceeds the prevailing State assumed interest rate for the
contract for such period, and

"(2) is guaranteed beyond the end of the taxable year on
which the reserves are being computed,

shall be taken into account in computing the reserves with respect to
such contract as if such interest were guaranteed only up to the end
of the taxable year.

"(e) SHORT TAXABLE YEARS.-If any return of a corporation made
under this part is for a period of less than the entire calendar year
(referred to in this subsection as 'short period'), then section 443
shall not apply in respect to such period, but life insurance company
taxable income shall be determined, under regulations prescribed by
the Secretary, on an annual basis by a ratable daily projection of
the appropriate figures for the short period.
"SEC. 812. DEFINITION OF COMPANY'S SHARE AND POLICYHOLDERS'

SHARE.
"(a) GENERAL RULE.-

"(1) COMPANY'S SHARE.-For purposes of section 805(a)(4), the
term 'company's share' means, with respect to any taxable year,
the percentage obtained by dividing-

"(A) the company's share of the net investment income
for the taxable year, by

"(B) the net investment income for the taxable year.
"(2) POLICYHOLDERS' SHARE.-For purposes of section 807, the

term 'policyholders' share' means, with respect to any taxable
year, the excess of 100 percent over the percentage determined
under paragraph (1).

"(b) COMPANY'S SHARE OF NET INVESTMENT INCOME.-

"(1) IN GENERAL. -For purposes of this section, the company's
share of net investment income is the excess (if any) of-

"(A) the net investment income for the taxable year, over
"(B) the sum of-

"(i) the policy interest, for the taxable year, plus



"(ii) the gross investment income's proportionate
share of policyholder dividends for the taxable year.

"(2) POLICY INTEREST.-For purposes of this subsection, the
term 'policy interest' means-

"(A) required interest (at the prevailing State assumed
rate) on reserves under section 807(c) (other than paragraph
(2) thereof),

"(B) the deductible portion of excess interest, and
"(C) the deductible portion of any amount (whether or not

a policyholder dividend), and not taken into account under
subparagraph (A) or (B), credited to-

"(i) a policyholder 's fund under a pension plan con-
tract for employees (other than retired employees), or

"(ii) a deferred annuity contract before the annuity
starting date.

"(3) GROSS INVESTMENT INCOME'S PROPORTIONATE SHARE OF

POLICYHOLDER DIVIDENDS. -For purposes of paragraph (1), the
gross investment income's proportionate share of policyholder
dividends is-

"(A) the deduction for policyholders' dividends deter-
mined under sections 808 and 809 for the taxable year, but
not including-

"(i) the deductible portion of excess interest,
"(ii) the deductible portion of policyholder dividends

on contracts referred to in clauses (i) and (ii) of para-
graph (2)(C), and

"(iii) the deductible portion of the premium and mor-
tality charge adjustments with respect to contracts
paying excess interest for such year,

multiplied by
"(B) the fraction-

"(i) the numerator of which is gross investment
income for the taxable year (reduced by the policy inter-
est for such year), and

"(ii) the denominator of which is life insurance gross
income (including tax-exempt interest) reduced by the
excess (if any) of the closing balance for the items de-
scribed in section 807(c) over the opening balance for
such items for the taxable year.

"(c) NET INVESTMENT INCOME.-For purposes of this section, the
term 'net investment income' means 90 percent of gross investment
income.

"(d) GROSS INVESTMENT INCOME. -For purposes of this section, the
term 'gross investment income' means the sum of the following:

"(1) INTEREST, ETC.-The gross amount of income from-
"(A) interest (including tax-exempt interest), dividends,

rents, and royalties,
"(B) the entering into of any lease, mortgage, or other in-

strument or agreement from which the life insurance com-
pany derives interest, rents, or royalties, and

"(C) the alteration or termination of any instrument or
agreement described in subparagraph (B).



"(2) SHORT-TERM CAPITAL GAIN.-The amount (if any) by
which the net short-term capital gain exceeds the net long-term
capital loss.

"(3) TRADE OR BUSINESS INCOME.-The gross income from any
trade or business (other than an insurance business) carried on
by the life insurance company, or by a partnership of which the
life insurance company is a partner. In computing gross income
under this paragraph, there shall be excluded any item de-
scribed in paragraph (1).

Except as provided in paragraph (2), in computing gross investment
income under this subsection, there shall be excluded any gain from
the sale or exchange of a capital asset, and any gain considered as
gain from the sale or exchange of a capital asset.

"(e) DIVIDENDS FROM CERTAIN SUBSIDIARIES NOT INCLUDED IN
GROSS INVESTMENT INCOME.-For purposes of this section, the term
'gross investment income'shall not include any dividend received by
the life insurance company which is a 100-percent dividend (as de-
fined in section 805(a)()(C)). Such term also shall not include any
dividend described in section 805(a)(4)(D) (relating to certain divi-
dends in the case of foreign corporations).

"(f) No DOUBLE CoUNTING.-Under regulations, proper adjust-
ments shall be made in the application of this section to prevent an
item from being counted more than once.
"SEC. 813. FOREIGN LIFE INSURANCE COMPANIES.

"(a) ADJUSTMENT WHERE SURPLUS HELD IN THE UNITED STATES

Is LESS THAN SPECIFIED MINIMUM. -
"(1) IN GENERAL.-In the case of any foreign company taxable

under this part, if-
"(A) the required surplus determined under paragraph

(2), exceeds
"(B) the surplus held in the United States,

then its income effectively connected with the conduct of an in-
surance business within the United States shall be increased by
an amount determined by multiplying such excess by such com-
pany's current investment yield.

"(2) REQUIRED SURPLUS.-For purposes of this subsection-
"(A) IN GENERAL.-The term 'required surplus' means the

amount determined by multiplying the taxpayer's total in-
surance liabilities on United States business by a percent-
age for the taxable year determined and proclaimed by the
Secretary under subparagraph (B).

"(B) DETERMINATION OF PERCENTAGE.-The percentage

determined and proclaimed by the Secretary under this sub-
paragraph shall be based on such data with respect to do-
mestic life insurance companies for the preceding taxable
year as the Secretary considers representative. Such percent-
age shall be computed on the basis of a ratio the numerator
of which is the excess of the assets over the total insurance
liabilities, and the denominator of which is the total insur-
ance liabilities.

"(3) CURRENT INVESTMENT YIELD.-For purposes of this sub-
section-



"(A) IN GENERAL.-The term 'current investment yield'
means the percent obtained by dividing-

"(i) the net investment income on assets held in the
United States, by

"(ii) the mean of the assets held in the United States
during the taxable year.

"(B) DETERMINATIONS BASED ON AMOUNT SET FORTH IN

THE ANNUAL STATEMENT.-Except as otherwise provided in
regulations, determinations under subparagraph (A) shall
be made on the basis of the amounts required to be set
forth on the annual statement approved by the National
Association of Insurance Commissioners.

"(4) OTHER DEFINITIONS.-For purposes of this subsection-
"(A) SURPLUS HELD IN THE UNITED STATES.-The surplus

held in the United States is the excess of the assets (deter-
miaed under section 806(b)(3)(C)) held in the United States
over the total insurance liabilities on United States busi-
ness.

"(B) TOTAL INSURANCE LIABILITIES.-For purposes of this
subsection, the term 'total insurance liabilit.2s' means the
sum of the total reserves (as defined in section 816(c))plus
(to the extent not included in total reserves) the items re-
ferred to in paragraphs (3), (4), (5), and (6) of section 807(c).

"(5) REDUCTION OF SECTION 881 TAXES.-In the case of any
foreign company taxable under this part, there shall be deter-
mined-

"(A) the amount which would be subject to taxes under
section 881 if the amount taxable under such section were
determined without regard to sections 103 and 894, and

"(B) the amount of the increase provided by paragraph
(1).

The tax under section 881 (determined without regard to this
paragraph) shall be reduced (but not below zero) by an amount
which is the same proportion of such tax as the amount re-
ferred to in subparagraph (B) is of the amount referred to in
subparagraph (A); but such reduction in taxes shall not exceed
the increase in taxes under this part by reason of the increase
provided by paragraph (1).

"(b) ADJUSTMENT TO LIMITATION ON DEDUCTION FOR POLICYHOLD-

ER DIVIDENDS IN THE CASE OF FOREIGN MUTUAL LIFE INSURANCE

COMPANIES. -For purposes of section 809, the equity base of any for-
eign mutual life insurance company as of the close of any taxable
year shall be increased by the amount of any excess determined
under paragraph (1) of subsection (a) with respect to such taxable
year.

"(C) CROSS REFERENCE. -
"For taxation of foreign corporations carrying on life insurance business

within the United States, see section 842.

"SEC. 814. CONTIGUOUS COUNTRY BRANCHES OF DOMESTIC LIFE INSUR-
ANCE COMPANIES.

"(a) EXCLUSION OF ITEMS.-In the case of a domestic mutual in-
surance company which-

"(1) is a life insurance company,
"(2) has a contiguous country life insurance branch, and



263

"(3) makes the election provided by subsection (g) with respect
to such branch,

there shall be excluded from each item involved in the determina-
tion of life insurance company taxable income the items separately
accounted for in accordance with subsection (c).

"(b) CONTIGUOUS COUNTRY LIFE INSURANCE BRANCH. -For pur-
poses of this section, the term contiguous country life insurance
branch means a branch which-

"(1) issues insurance contracts insuring risks in connection
with the lives or health of residents of a country which is con-
tiguous to the United States,

"(2) has its principal place of business in such contiguous
country, and

"(3) would constitute a mutual life insurance company if such
branch were a separate domestic insurance company.

For purposes of this section, the term 'insurance contract' means any
life, health, accident, or annuity contract or reinsurance contract or
any contract relating thereto.

"(c) SEPARATE ACCOUNTING REQUIRED.-Any taxpayer which
makes the election provided by subsection (g) shall establish and
maintain a separate account for the various income, exclusion, de-
duction, asset, reserve, liability, and surplus items properly attribut-
able to the contracts described in subsection (b). Such separate ac-
counting shall be made-

"(1) in accordance with the method regularly employed by
such company, if such method clearly reflects income derived
from, and the other items attributable to, the contracts de-
scribed in subsection (b), and

"(2) in all other cases, in accordance with regulations pre-
scribed by the Secretary.

"(d) RECOGNITION OF GAIN ON ASSETS IN BRANCH ACCOUNT.-If
the aggregate fair market value of all the invested assets and tangi-
ble property which are separately accounted for by the domestic life
insurance company in the branch account established pursuant to
subsection (c) exceeds the aggregate adjusted basis of such assets for
purposes of determining gain, then the domestic life insurance com-
pany shall be treated as having sold all such assets on the first day
of the first taxable year for which the election is in effect at their
fair market value on such first day. Notwithstanding any other pro-
vision of this chapter, the net gain shall be recognized to the domes-
tic life insurance company on the deemed sale described in the pre-
ceding sentence.

"(e) TRANSACTIONS BETWEEN CONTIGUOUS COUNTRY BRANCH AND

DOMESTIC LIFE IvSURANCE COMPANY. -
"(1) REIMBURSEMENT FOR HOME OFFICE SERVICES, ETC.-Any

payment, transfer, reimbursement, credit, or allowance which is
made from a separate account established pursuant to subsec-
tion (c) to one or more other accounts of a domestic life insur-
ance company as reimbursement for costs incurred for or with
respect to the insurance (or reinsurance) of risks accounted for
in such separate account shall be taken into account by the do-
mestic life insurance company in the same manner as if such
payment, transfer, reimbursement, credit, or allowance had been
received from a separate person.



"(2) REPATRIATION OF INCOME.-

"(A) IN GENERAL.-Except as provided in subparagraph
(B), any amount directly or indirectly transferred or cred-
ited from a branch account established pursuant to subsec-
tion (c) to one or more other accounts of such company
shall, unless such transfer or credit is a reimbursement to
which paragraph (1) applies, be added to the income of the
domestic life insurance company.

"(B) LIMITATION.-The addition provided by subpara-
graph (A) for the taxable year with respect to any contigu-
ous country life insurance branch shall not exceed the
amount by which-

"(i) the aggregate decrease in the tentative LICTI of
the domestic life insurance company for the taxable
year and for all prior taxable years resulting solely
from the application of subsection (a) of this section
with respect to such branch, exceeds

"(ii) the amount of additions to tentative LICTI pur-
suant to subparagraph (A) with respect to such contigu-
ous country branch for all prior taxable years.

"(C) TRANSITIONAL RULE.-For purposes of this para-
graph, in the case of a prior taxable year beginning before
January 1, 1984, the term 'tentative LICTI' means life in-
surance company taxable income determined under this
part (as in effect for such year) without regard to this para-
graph.

"(f) OTHER RULES.-

"(1) TREATMENT OF FOREIGN TAXES. -

"(A) IN GENERAL. -No income, war profits, or excess prof-
its taxes paid or accrued to any foreign country or posses-
sion of the United States which is attributable to income
excluded under subsection (a) shall be taken into account
for purposes of subpart A of part III of subchapter N (relat-
ing to foreign tax credit) or allowable as a deduction.

"(B) TREATMENT OF REPATRIATED AMOUNTS.-For pur-
poses of sections 78 and 902, where any amount is added to
the life insurance company taxable income of the domestic
life insurance company by reason of subsection (e)(2), the
contiguous country life insurance branch shall be treated as
a foreign corporation. Any amount so added shall be treat-
ed as a dividend paid by a foreign corporation, and the
taxes paid to any foreign country or possession of the
United States with respect to such amount shall be deemed
to have been paid by such branch.

"(2) UNITED STATES SOURCE INCOME ALLOCABLE TO CONTIGU-

OUS COUNTRY BRANCH.-For purposes of sections 881, 882, and
1442, each contiguous country life insurance branch shall be
treated as a foreign corporation. Such sections shall be applied
to each such branch in the same manner as if such sections con-
tained the provisions of any treaty to which the United States
and the contiguous country are parties, to the same extent such
provisions would apply if such branch were incorporated in
such contiguous country.



"(g) ELECTION.-A taxpayer may make the election provided by
this subsection with respect to any contiguous country for any tax-
able year. An election made under this subsection for any taxable
year shall remain in effect for all subsequent taxable years, except
that it may be revoked with the consent of the Secretary. The elec-
tion provided by this subsection shall be made not later than the
time prescribed by law for filing the return for the taxable year (in-
cluding extensions thereof) with respect to which such election is
made, and such election and any approved revocation thereof shall
be made in the manner provided by the Secretary.

"(h) SPECIAL RULE FOR DOMESTIC STOCK LIFE INSURANCE COMPA-

NIEs.-At the election of a domestic stock life insurance company
which has a contiguous country life insurance branch described in
subsection (b) (without regard to the mutual requirement in subsec-
tion (b)(3)), the assets of such branch may be transferred to a foreign
corporation organized under the laws of the contiguous country
without the application of section 367 or 1491. Subsection (a) shall
apply to the stock of such foreign corporation as if such domestic
company were a mutual company and as if the stock were an item
described in subsection (c). Subsection (e)(2) shall apply to amounts
transferred or credited to such domestic company as if such domes-
tic company and such foreign corporation constituted one domestic
mutual life insurance company. The insurance contracts which may
be transferred pursuant to this subsection shall include only those
which are similar to the types of insurance contracts issued by a
mutual life insurance company. Notwithstanding the first sentence
of this subsection, if the aggregate fair market value of the invested
assets and tangible property which are separately accounted for by
the domestic life insurance company in the branch account exceeds
the aggregate adjusted basis of such assets for purposes of determin-
ing gain, the domestic life insurance company shall be deemed to
have sold all such assets on the first day of the taxable year for
which the election under this subsection applies and the net gain
shall be recognized to the domestic life insurance company on the
deemed sale, but not in excess of the proportion of such net gain
which equals the proportion which the aggregate fair market value
of such assets which are transferred pursuant to this subsection is
of the aggregate fair market value of all such assets.
"SEC. 815. DISTRIBUTIONS TO SHAREHOLDERS FROM PRE-1984 POLICY-

HOLDERS SURPLUS ACCOUNT.
"(a) GENERAL RULE.-In the case of a stock life insurance compa-

ny which has an existing policyholders surplus account, the tax im-
posed by section 801 for any taxable year shall be the amount which
would be imposed by such section for such year on the sum of-

"(1) life insurance company taxable income for such year (but
not less than zero), plus

"(2) the amount of direct and indirect distributions during
such year to shareholders from such account.

"(b) ORDERING RULE.-For purposes of this section, any distribu-
tion to shareholders shall be treated as made-

"(1) first out of the shareholders surplus account, to the
extent thereof,



"(2) then out of the policyholders surplus account, to the
extent thereof, and

"(3) finally, out of other accounts.
"(C) SHAREHOLDERS SURPLUS ACCOUNT.-

"(1) IN GENERAL.-Each stock life insurance company which
has an existing policyholders surplus account shall continue its
shareholders surplus account for purposes of this part.

"(2) ADDITIONS TO ACCOUNT.-The amount added to the
shareholders surplus account for any taxable year beginning
after December 31, 1983, shall be the excess of-

"(A) the sum of-
"(i) the life insurance company's taxable income (but

not below zero),
"(ii) the special deductions provided by section 806,

and
"(iii) the deductions for dividends received provided

by sections 243, 244, and 245 (as modified by section
805(a)(4)) and the amount of interest excluded from
gross income under section 103, over

"(B) the taxes imposed for the taxable year by section 801
(determined without regard to this section).

"(3) SUBTRACTIONS FROM ACCOUNT.-There shall be subtracted
from the shareholders surplus account for any taxable year the
amount which is treated under this section as distributed out of
such account.

"(d) POLICYHOLDERS SURPLUS ACCOUNT.-
"(1) IN GENERAL.-Each stock life insurance company which

has an existing policyholders surplus account shall continue
such account.

"(2) NO ADDITIONS TO ACCOUNT.-No amount shall be added
to the policyholders surplus account for any taxable year begin-
ning after December 31, 1983.

"(3) SUBTRACTIONS FROM ACCOUNT.-There shall be subtracted
from the policyholders surplus account for any taxable year an
amount equal to the sum of-

"(A) the amount which (without regard to subparagraph
(B)) is treated under this section as distributed out of the
policyholders surplus account, and

"(B) the amount by which the tax imposed for the tax-
able year by section 801 is increased by reason of this sec-
tion.

"(e) EXISTING POLICYHOLDERS SURPLUS ACCOUNT.-For purposes
of this section, the term 'existing policyholders surplus account'
means any policyholders surplus account which has a balance as of
the close of December 31, 1983.

"(f) OTHER RULES APPLICABLE TO POLICYHOLDERS SURPLUS Ac-
COUNT CONTINUED.-Except to the extent inconsistent with the pro-
visions of this part, the provisions of subsections (d), (e), (f), and (g)
of section 815 (and of sections 6603(c)(6), 6603(k), 6613(d)(6),
6601(d)(3), and 6611(f)(4)) as in effect before the enactment of the
Life Insurance Tax Act of 1984 are hereby made applicable in re-
spect of any policyholders surplus account for which there was a
balance as of December 31, 1983.



SUBPARTT E-DEFINITIONS AND SPECIAL RULES

"Sec. 816. Life insurance company defined.
"Sec. 817. Treatment of variable contracts.
"Sec. 818. Other definitions and special rules.

"SEC. 816. LIFE INSURANCE COMPANY DEFINED.
"(a) LIFE INSURANCE COMPANY DEFINED.-For purposes of this

subtitle, the term 'life insurance company' means an insurance com-
pany which is engaged in the business of issuing life insurance and
annuity contracts (either separately or combined with accident and
health insurance), or noncancellable contracts of health and acci-
dent insurance, if-

"(1) its life insurance reserves (as defined in subsection (b)),
plus

"(2) unearned premiums, and unpaid losses (whether or not
ascertained), on noncancellable life, accident, or health policies
not included in life insurance reserves,

comprise more than 50 percent of its total reserves (as defined in
subsection (c)). For purposes of the preceding sentence, the term 'in-
surance company' means any company more than half of the busi-
ness of which during the taxable year is the issuing of insurance or
annuity contracts or the reinsuring of risks underwritten by insur-
ance companies.

"(b) LIFE INSURANCE RESERVES DEFINED. -
"(1) IN GENERAL.-For purposes of this part, the term 'life in-

surance reserves' means amounts-
"(A) which are computed or estimated on the basis of rec-

ognized mortality or morbidity tables and assumed rates of
interest, and

"(B) which are set aside to mature or liquidate, either by
payment or reinsurance, future unaccrued claims arising
from life insurance, annuity, and noncancellable accident
and health insurance contracts (including life insurance or
annuity contracts combined with noncancellable accident
and health insurance) involving, at the time with respect to
which the reserve is computed, life, accident, or health con-
tingencies.

"(2) RESERVES MUST BE REQUIRED BY LA w.-Except-
"(A) in the case of policies covering life, accident, and

health insurance combined in one policy issued on the
weekly premium payment plan, continuing for life and not
subject to cancellation, and

"(B) as provided in paragraph (3),
in addition to the requirements set forth in paragraph (1), life
insurance reserves must be required by law.

"(3) ASSESSMENT COMPANIES.-In the case of an assessment
life insurance company or association, the term 'life insurance
reserves' includes-

"(A) sums actually deposited by such company or associa-
tion with State officers pursuant to law as guaranty or re-
serve funds, and

"(B) any funds maintained, under the charter or articles
of incorporation or association (or bylaws approved by a
State insurance commissioner) of such company or associa-
tion, exclusively for the payment of claims arising under

".. , mm
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certificates of membership or policies issued on the assess-
ment plan and not subject to any other use.

"(4) AMOUNT OF RESERVES.-For purposes of this subsection,
subsection (a), and subsection (c), the amount of any reserve (or
portion thereof) for any taxable year shall be the mean of such
reserve (or portion thereof) at the beginning and end of the tax-
able year.

"(6) TOTAL RESERVES DEFINED.-For purposes of subsection (a),
the term 'total reserves' means-

"(1) life insurance reserves,
"(2) unearned premiums, and unpaid losses (whether or not

ascertained), not included in life insurance reserves, and
"(3) all other insurance reserves required by law.

"(d) ADJUSTMENTS IN RESERVES FOR POLICY LOANS.-For purposes
only of determining under subsection (a) whether or not an insur-
ance company is a life insurance company, the life insurance re-
serves, and the total reserves, shall each be reduced by an amount
equal to the mean of the aggregates, at the beginning and end of the
taxable year, of the policy loans outstanding with respect to con-
tracts for which life insurance reserves are maintained.

"(e) GUARANTEED RENEWABLE CONTRACTS.-For purposes of this
part, guaranteed renewable life, accident, and health insurance
shall be treated in the same manner as noncancellable life, acci-
dent, and health insurance.

"(f) AMOUNTS NOT INVOLVING LIFE, ACCIDENT, OR HEALTH CON-
TINGENCIEs. -For purposes only of determining under subsection (a)
whether or not an insurance company is a life insurance company,
amounts set aside and held at interest to satisfy obligations under
contracts which do not contain permanent guarantees with respect
to life, accident, or health contingencies shall not be included in re-
serves described in paragraph (1) or (3) of subsection (c).

"(g) BURIAL AND FUNERAL BENEFIT INSURANCE COMPANIES.-A

burial or funeral benefit insurance company engaged directly in the
manufacture of funeral supplies or the performance of funeral serv-
ices shall not be taxable under this part but shall be taxable under
section 821 or section 831.
"SEC. 817. TREATMENT OF VARIABLE CONTRA CTS.

"(a) INCREASES AND DECREASES IN RESERVES. -For purposes of
subsections (a) and (b) of section 807, the sum of the items described
in section 807(c) taken into account as of the close of the taxable
year with respect to any variable contract shall, under regulations
prescribed by the Secretary, be adjusted-

"(1) by subtracting therefrom an amount equal to the sum of
the amounts added from time to time (for the taxable year) to
the reserves separately accounted for in accordance with subsec-
tion (c) by reason of appreciation in value of assets (whether or
not the assets have been disposed of), and

"(2) by adding thereto an amount equal to the sum of the
amounts subtracted from time to time (for the taxable year)
from such reserves by reason of depreciation in value of assets
(whether or not the assets have been disposed of).

The deduction allowable for items described in paragraphs (1) and
(6) of section 805(a) with respect to variable contracts shall be re-



duced to the extent that the amount of such items is increased for
the taxable year by appreciation (or increased to the extent that the
amount of such items is decreased for the taxable year by deprecia-
tion) not reflected in adjustments under the preceding sentence.

"(b) ADJUSTMENT TO BASIS OF ASSETS HELD IN SEGREGATED

ASSET ACcoUNT.-In the case of variable contracts, the basis of each
asset in a segregated asset account shall (in addition to all other ad-
justments to basis) be-

"(1) increased by the amount of any appreciation in value,
and

"(2) decreased by the amount of any depreciation in value,
to the extent such appreciation and depreciation are from time to
time reflected in the increases and decreases in reserves or other
items referred to in subsection (a) with respect to such contracts.

"(c) SEPARATE ACCOUNTING.-For purposes of this part (other than
section 809), a life insurance company which issues variable con-
tracts shall separately account for the various income, exclusion, de-
duction, asset, reserve, and other liability items properly attributa-
ble to such variable contracts. For such items as are not accounted
for directly, separate accounting shall be made-

"(1) in accordance with the method. regularly employed by
such company, if such method is reasonable, and

"(2) in all other cases, in accordance with regulations pre-
scribed by the Secretary.

"(d) VARIABLE CONTRACT DEFINED.-For purposes of this part, the
term 'variable contract' means a contract-

"(1) which provides for the allocation of all or part of the
amounts received under the contract to an account which, pur-
suant to State law or regulation, is segregated from the general
asset accounts of the company,

"(2) which-
"(A) provides for the payment of annuities, or
"(B) is a life insurance contract, and

"(3) under which-
"(A) in the case of an annuity contract, the amounts paid

in, or the amount paid out, reflect the investment return
and the market value of the segregated asset account, or

"(B) in the case of a life insurance contract, the amount
of the death benefit (or the period of coverage) is adjusted
on the basis of the investment return and the market value
of the segregated asset account.

If a contract ceases to reflect current investment return and current
market value, such contract shall not be considered as meeting the
requirements of paragraph (3) after such cessation.

"(e) PENSION PLAN CONTRACTS TREATED AS PAYING ANNUITY.-A

-pension plan contract which is not a life, accident, or health, prop-
erty, casualty, or liability insurance contract shall be treated as a

contract which provides for the payments of annuities for purposes
of subsection (d).

"(f) OTHER SPECIAL RULES.-

"(1) LIFE INSURANCE RESERVES.-For purposes of subsection
(b)(1)(A) of section 816, the reflection of the investment return

and the market value of the segregated asset account shall be

considered an assumed rate of interest.



"(2) ADDITIONAL SEPARATE COMPUTATIONS. -Under regula-
tions prescribed by the Secretary, such additional separate com-
putations shall be made, with respect to the items separately ac-
counted for in accordance with subsection (c), as may be neces-
sary to carry out the purposes of this section and this part.

"(g) VARIABLE ANNUITY CONTRACTS TREATED AS ANNUITY CON-

TRACTs.-For purposes of this part, the term 'annuity contract' in-
cludes a contract which provides for the payment of a variable an-
nuity computed on the basis of-

"(1) recognized mortality tables, and
"(2)(A) the investment experience of a segregated asset ac-

count, or
"(B) the company-wide investment experience of the company.

Paragraph (2)(B) shall not apply to any company which issues con-
tracts which are not variable contracts.

"(h) TREATMENT OF CERTAIN NONDIVERSIFIED CONTRACTS.-

"(1) IN GENERAL.-For purposes of subchapter L, section 72
(relating to annuities), and section 7702(a) (relating to defini-
tion of life insurance contract), a variable contract (other than
a pension plan contract) which is otherwise described in this
section and which is based on a segregated asset account shall
not be treated as an annuity, endowment, or life insurance con-
tract for any period (and any subsequent period) for which the
investments made by such account are not, in accordance with
regulations prescribed by the Secretary, adequately diversified.
For purposes of the preceding sentence, beneficial interests in a
regulated investment company or in a trust shall not be treated
as 1 investment if all of the beneficial interests in such compa-
ny or trust are held by 1 or more segregated asset accounts of 1
or more insurance companies.

"(2) SAFE HARBOR FOR DIVERSIFICATION.-A segregated asset
account shall be treated as meeting the requirements of para-
graph (1) for any quarter of a taxable year if as of the close of
such quarter-

"(A) it meets the requirements of section 851(b)(4), and
"(B) no more than 55 percent of the value of the total

assets of the account are assets described in section
851(b)(4)(A)(i).

"(3) SPECIAL RULE FOR VARIABLE LIFE INSURANCE CONTRACTS

INVESTING IN UNITED STATES OBLIGATIONS.-In the case of a seg-
regated asset account with respect to variable life insurance
contracts, paragraph (1) shall not apply in the case of securities
issued by the United States Treasury which are owned by a reg-
ulated investment company or by a trust all the beneficial inter-
ests in which are held by I or more segregated asset accounts of
the company issuing the contract.

"(4) INDEPENDENT INVESTMENT ADVISORS PERMITTED.-Noth-
ing in this subsection shall be construed as prohibiting the use
of independent investment advisors.

"SEC. 818. OTHER DEFINITIONS AND SPECIAL RULES.
"(a) PENSION PLAN CONTRACTS.-For purposes of this part, the

term 'pension plan contract' means any contract-



"(1) entered into with trusts which (as of the time the con-
tracts were entered into) were deemed to be trusts described in
section 401(a) and exempt from tax under section 501(a), (or
trusts exempt from tax under section 165 of the Internal Reve-
nue Code of 1939 or the corresponding provisions of prior reve-
nue laws);

"(2) entered into under plans which (as of the time the con-
tracts were entered into) were deemed to be plans described in
section 403(a), or plans meeting the requirements of paragraphs
(3), (4), (5), and (6) of section 165(a) of the Internal Revenue
Code of 1939;

"(3) provided for employees of the life insurance company
under a plan which, for the taxable year, meets the require-
ments of paragraphs (3), (4), (5), (6), (7), (8), (11), (12), (13), (14),
(15), (16), (19), (20), and (22) of section 401(a);

"(4) purchased to provide retirement annuities for its employ-
ees by an organization which (as of the time the contracts were
purchased) was an organization described in section 501(c)(3)
which was exempt from tax under section 501(a) (or was an or-
ganization exempt from tax under section 101(6) of the Internal
Revenue Code of 1939 or the corresponding provisions of prior
revenue laws), or purchased to provide retirement annuities for
employees described in section 403(b)(1)(A)(ii) by an employer
which is a State, a political subdivision of a State, or an agency
or instrumentality of any one or more of the foregoing;

"(5) entered into with trusts which (at the time the contracts
were entered into) were individual retirement accounts de-
scribed in section 408(a) or under contracts entered into with in-
dividual retirement annuities described in section 408(b); or

"(6) purchased by-
"(A) a governmental plan (within the meaning of section

414(d)), or
"(B) the Government of the United States, the govern-

ment of any State or political subdivision thereof, or by any
agency or instrumentality of the foregoing, for use in satis-
fying an obligation of such government, political subdivi-
sion, or agency or instrumentality to provide a benefit
under a plan described in subparagraph (A).

"(b) TREATMENT OF CAPITAL GAINS AND LOSSES, ETC.-In the case
of a life insurance company-

"(1) in applying section 1231(a), the term 'property used in the
trade or business' shall be treated as including only-

"(A) property used in carrying on an insurance business,
of a character which is subject to the allowance for depre-
ciation provided in section 167, held for more than 1 year,
and real property used in carrying on an insurance busi-
ness, held for more than 1 year, which is not described in
section 1231(b)(1) (A), (B), or (C), and

"(B) property described in section 1231(b)(2), and
"(2) in applying section 1221(2), the reference to property used

in trade or business shall be treated as including only property
used in carrying on an insurance business.

"(c) GAIN ON PROPERTY HELD ON DECEMBER 31, 1958 AND CER-

TAIN SUBSTITUTED PROPERTY ACQUIRED AFTER 1958.-
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"(1) PROPERTY HELD ON DECEMBER 31, 1958.-In the case of
property held by the taxpayer on December 31, 1958, if-

"(A) the fair market value of such property on such date
exceeds the adjusted basis for determining gain as of such
date, and

"(B) the taxpayer has been a life insurance company at
all times on and after December 31, 1958,

the gain on the sale or other disposition of such property shall
be treated as an amount (not less than zero) equal to the
amount by which the gain (determined without regard to this
subsection) exceeds the difference between the fair market value
on December 31, 1958, and the adjusted basis for determining
gain as of such date.

"(2) CERTAIN PROPERTY ACQUIRED AFTER DECEMBER 31,
1958.-In the case of property acquired after December 31, 1958,
and having a substituted basis (within the meaning of section
1016(b))-

"(A) for purposes of paragraph (1), such property shall be
deemed held continuously by the taxpayer since the begin-
ning of the holding period thereof, determined with refer-
ence to section 1223,

"(B) the fair market value and adjusted basis referred to
in paragraph (1) shall be that of that property for which
the holding period taken into account includes December
31, 1958,

"(C) paragraph (1) shall apply only if the property or
properties the holding periods of which are taken into ac-
count were held only by life insurance companies after De-
cember 31, 1958, during the holding periods so taken into
account,

"(D) the difference between the fair market value and ad-
justed basis referred to in paragraph (1) shall be reduced
(to not less than zero) by the excess of (i) the gain that
would have been recognized but for this subsection on all
prior sales or dispositions after December 31, 1958, of prop-
erties referred to in subparagraph (C), over (ii) the gain
which was recognized on such sales or other dispositions,
and

"(E) the basis of such property shall be determined as if
the gain which would have been recognized but for this
subsection were recognized gain.

"(3) PROPERTY DEFINED.-For purposes of paragraphs (1) and
(2), the term 'property' does not include insurance and annuity
contracts and property described in paragraph (1) of section
1221.

"(d) INSURANCE OR ANNUITY CONTRACT INCLUDES CONTRACTS SUP-

PLEMENTARY THERETO.-For purposes of this part, the term 'insur-
ance or annuity contract' includes any contract supplementary there-
to.

"(e) SPECIAL RULE FOR CONSOLIDATED RETURNS.-If an election
under section 1504(c)(2) is in effect with respect to an affiliated
group for the taxable year, all items of the members of such group
which are not life insurance companies shall not be taken into ac-



count in determining the amount of the tentative LICTI of members
of such group which are life insurance companies.

"(f) ALLOCATION OF CERTAIN ITEMS FOR PURPOSES OF FOREIGN

TAX CREDIT, ETC.-
"(1) IN GENERAL.-Under regulations, in applying sections

861, 862, and 863 to a life insurance company, the deduction for
policyholder dividends (determined under section 808(c)), reserve
adjustments under subsections (a) and (b) of section 807, and
death benefits and other amounts described in section 805(a)(1)
shall be treated as items which cannot definitely be allocated to
an item or class of gross income.

"(2) ELECTION OF ALTERNATIVE ALLOCATION.-

"(A) IN GENERAL.-On or before September 15, 1985, any
life insurance company may elect to treat items described in
paragraph (1) as properly apportioned or allocated among
items of gross income to the extent (and in the manner) pre-
scribed in regulations.

"(B) ELECTION IRREVOCABLE.-Any election under sub-
paragraph (A), once made, may be revoked only with the
consent of the Secretary."

(b) TECHNICAL AND CONFORMING AMENDMENTS. -

(1) Subclause (IV) of section 72(e)(5)(D)(i) is amended by strik-
ing out "section 805(d)(3)" and inserting in lieu thereof "section
818(a)(3)".
(2) Subsection (a) of section 80 (relating to restoration of value

of certain securities) is amended by striking out "802" and in-
serting in lieu thereof "801 ".

(3)(A) Subparagraph (C) of section 243(b)(3) (relating to effect
of election) is amended by striking out clause (iii), by adding
"and" at the end of clause (ii), and by redesignating clause (iv)
as clause (iii).
(B) Paragraph (6) of section 243(b) (relating to special rules

for insurance companies) is amended by striking out "section
802" and inserting in lieu thereof "section 801 ".

(4) Subsection (d) of section 381 (relating to carryover in cer-
tain corporate acquisitions) is amended by striking out "section
812(f)" and inserting in lieu thereof "section 810".
(5) Paragraph (24) of section 401(a) (relating to qualified pen-

sion, profit-sharing, and stock bonus plans) is amended by strik-
ing out "section 805(d)(6)" and inserting in lieu thereof "section
818(a)(6)".

(6)(A) Paragraph (1) of section 453B(e) (relating to life insur-
ance companies) is amended by striking out "section 801(a)"
and inserting in lieu thereof "section 816(a)"

(B) Paragraph (2) of section 453B(e) is amended to read as fol-
lows:

"(2) SPECIAL RULE WHERE LIFE INSURANCE COMPANY ELECTS

TO TREAT INCOME AS NOT RELATED TO INSURANCE BUSINESS.-

Paragraph (1) shall not apply to any transfer or deemed trans-
fer of an installment obligation if the life insurance company
elects (at such time and in such manner as the Secretary may
by regulations prescribe) to determine its life insurance company
taxable income-



"(A) by returning the income on such installment obliga-
tion under the installment method prescribed in section
45, and

"(B) as if such income were an item attributable to a non-
insurance business (as defined in section 806(c)(3))."

(7) Paragraph (5) of section 542(b) (relating to certain divi-
dend income received from a nonincludible life insurance com-
pany) is amended by striking out "section 802" and inserting in
lieu thereof "section 801 ".

(8) Subsection (b) of section 594 (relating to alternative tax for
mutual savings banks conducting life insurance business) is
amended by striking out "section 801" and inserting in lieu
thereof "section 816".

(9) Paragraph (4) of section 832(b) (defining premiums earned)
is amended by striking out "section 801(b)" and inserting in
lieu thereof "section 816(b) but determined as provided in sec-
tion 807" and by striking out "section 801" and inserting in
lieu thereof "section 816".

(10) Section 841 (relating to credit for foreign taxes) is amend-
ed-

(A) by striking out "section 802," each place it appears
and inserting in lieu thereof "section 801, ", and

(B) by striking out "section 802(b)" and inserting in lieu
thereof "section 801(b)".

(11)(A) Subsection (a) of section 844 (relating to special loss
carryover rules) is amended-

(i) by striking out "section 812," and inserting in lieu
thereof "section 810 (or the corresponding provisions of
prior law), ", and

(ii) by striking out "section 812(a)" and inserting in lieu
thereof "section 810(a)".

(B) Subsection (b) of section 844 is amended-
(i) by striking out "section 812(a)" and inserting in lieu

thereof "section 810(a)" and
(ii) by striking out "section 812(b)(1)(C)" in paragraph (2)

and inserting in lieu thereof "section 810(b)(1)(C)".
(12) Section 891 (relating to doubling of rates of tax on citi-

zens and corporations of certain foreign countries) is amended
by striking out "802" and inserting in lieu thereof "801 ".

(13)(A) Subsection (b) of section 953 (relating to income from
insurance of United States risks) is amended by striking out
paragraph (1) and by redesignating paragraphs (2), (3), (4), and
(5) as paragraphs (1), (2), (3), and (4), respectively.

(B) Paragraph (2) of section 953(b), as redesignated by sub-
paragraph (A), is amended to read as follows:

"(2) The following provisions of subchapter L shall not apply:
"(A) The special life insurance company deduction and

the small life insurance company deduction.
"(B) Section 805(a)(5) (relating to operations loss deduc-

tion).
"(C) Section 832(c)(5) (relating to certain capital losses)."

(C) Paragraph (3) of section 953(b), as redesignated by sub-
paragraph (A), is amended by-



(i) striking out "section 809(c)(1)" and inserting in lieu
thereof "section 803(a)(1)" and

(ii) by striking out "section 809(c)(2)" and inserting in
lieu thereof "section 803(a)(2)", and

(iii) by striking out "section 809(d)(2)" and inserting in
lieu thereof "section 805(a)(2)".

(D) Paragraph (2) of section 953(a) is amended by striking out
", (2), and (3)" and inserting in lieu thereof "and (2)".

(E) Paragraph (4) of section 953(b), as redesignated by sub-
paragraph (A), is amended by striking out '"paragraph (4)" and
inserting in lieu thereof "paragraph (3)".

(14) Paragraph (17) of section 1016(a) is amended by striking
out "section 818(b)" each place it appears and inserting in lieu
thereof "section 811(b)".

(15) Paragraph (1) of section 1035(b) (defining endowment con-
tract) is amended by striking out "section 801" and inserting in
lieu thereof "section 816".

(16) Paragraph (1) of section 1201(b) (relating to cross refer-
ences) is amended by striking out "section 802(a)(2)" and insert-
ing in lieu thereof "section 801(a)(2)".

(17) Subparagraph (B) of section 1232A(c)(4) (relating to origi-
nal issue discount) is amended by striking out "section 818(b)"
and inserting in lieu thereof "section 811(b)".

(18)(A) Paragraph (1) of section 1351(a) (relating to treatment
of recoveries of foreign expropriation losses) is amended by strik-
ing out "802" each place it appears and inserting in lieu thereof
"801 ".

(B) Paragraph (2) of section 1351(c) (relating to amount of re-
covery) is amended by striking out "section 810(c)" and inserting
in lieu thereof "section 807(c)".

(C) Paragraph (3) of section 1351(i) (relating to adjustments
for succeeding years) is amended by striking out "section 812"
and inserting in lieu thereof "section 810".

(19)(A) Subsection (c) of section 1503 (relating to special rules
for application of certain losses against income of insurance
companies taxed under section 802) is amended by striking out
"section 802" each place it appears and inserting in lieu thereof
"section 801 ".

(B) Paragraph (1) of section 1503(c) is amended by striking out
the third sentence.

(C) The subsection heading of section 1503(c) is amended by
striking out "SECTION 802" and inserting in lieu thereof "SEC-

TION 801 ".
(20) Subsections (b)(2), (c)(1), and (c)(2)(A) of section 1504 (de-

fining affiliated group) are each amended by striking out "sec-
tion 802" and inserting in lieu thereof "section 801 ".

(21)(A) Subsection (a) of section 1561 (relating to limitations
on certain multiple tax benefits in the case of certain controlled
corporations) is amended-

(i) by striking out paragraphs (3) and (4), by adding
"and" at the end of paragraph (1), and by striking out the
comma at the end of paragraph (2) and inserting in lieu
thereof a period, and



(ii) by striking out "paragraphs (2), (3), and (4)" in the
last sentence and inserting in lieu thereof '"paragraph (2)".

(B) Subsection (b) of section 1561 is amended-
(i) by striking out paragraphs (3) and (4) and by adding

"and" at the end of paragraph (1), and
(ii) by striking out ", (2), (3), or (4)" and inserting in lieu

thereof "or (2)".
(22) Subsections (a)(4) and (b)(2)(D) of section 1563 (defining

controlled group of corporations) are each amended by striking
out "section 802" and inserting in lieu thereof "section 801 ".

(23) Paragraph (2) of section 4371 (relating to imposition of
tax on policies issued by foreign insurers) is amended by strik-
ing out "section 819" and inserting in lieu thereof "section
813".

(24)(A) Subsection (c) of section 6603 (relating to limitations
on assessment and collection) is amended by striking out para-
graph (6) and by redesignating paragraph (7) as paragraph (6).

(B) Subsection (k) of section 6603 (relating to reductions of
policyholders surplus account of life insurance companies) is
hereby repealed.

(25) Subsection (d) of section 6613 (relating to limitations on
credit or refund) is amended by striking out paragraph (6) and
by redesignating paragraph (7) as paragraph (6).

(26) Subsection (d) of section 6601 (relating to interest on un-
derpayments, etc.) is amended by striking out paragraph (3) and
by redesignating paragraph (4) as paragraph (3).

(27) Subsection (f) of section 6611 (relating to interest on over-
payments) is amended by striking out paragraph (4).

SEC. 212. CERTAIN REINSURANCE AGREEMENTS.
(a) IN GENERAL.-Part IV of subchapter L of chapter 1 (relating

to provisions of general application) is amended by adding at the
end thereof the following new section:
"SEC. 845. CERTAIN REINSURANCE AGREEMENTS.

"(a) ALLOCATION IN CASE OF REINSURANCE AGREEMENT INVOLV-
ING TAX AVOIDANCE OR EvAsIoN.-In the case of 2 or more related
persons (within the meaning of section 482) who are parties to a re-
insurance agreement (or where one of the parties to a reinsurance
agreement is, with respect to any contract covered by the agreement,
in effect an agent of another party to such agreement or a conduit
between related persons), the Secretary may-

"(1) allocate between or among such persons income (whether
investment income, premium, or otherwise), deductions, assets,
reserves, credits, and other items related to such agreement,

"(2) recharacterize any such items, or
"(3) make any other adjustment,

if he determines that such allocation, recharacterization, or adjust-
ment is necessary to reflect the proper source and character of the
taxable income (or any item described in paragraph (1) relating to
such taxable income) of each such person.

"(b) REINSURANCE CONTRACT HAVING SIGNIFICANT TAX AVOID-
ANCE EFFECT.-If the Secretary determines that any reinsurance
contract has a significant tax avoidance effect on any party to such
contract, the Secretary may make proper adjustments with respect to



such party to eliminate such tax avoidance effect (including treating
such contract with respect to such party as terminated on December
31 of each year and reinstated on January 1 of the next year)."

(b) CLERICAL AMENDMENT.-The table of sections for such part IV
is amended by adding at the end thereof the following new item:
"Sec. 845. Certain reinsurance agreements."

PART II-EFFECTIVE DATE; TRANSITIONAL RULES

Subpart A-Effective Date

SEC. 215. EFFECTIVE DATE.
The amendments made by this subtitle shall apply to taxable

years beginning after December 31, 1983.

Subpart B-Transitional Rules

SEC. 216. RESERVES COMPUTED ON NEW BASIS; FRESH START.
(a) RECOMPUTA TION OF RESERVES. -

(1) IN GENERAL.-As of the beginning of the first taxable year
beginning after December 31, 1983, for purposes of subchapter L
of the Internal Revenue Code of 1954 (other than section 816
thereof), the reserve for any contract shall be recomputed as if
the amendments made by this subtitle had applied to such con-
tract when it was issued.

(2) PREMIUMS EARNED.-For the first taxable year beginning
after December 31, 198, in determining "premiums earned on
insurance contracts during the taxable year" as provided in sec-
tion 832(b)(4) of the Internal Revenue Code of 1954, life insur-
ance reserves which are included in unearned premiums on out-
standing business at the end of the preceding taxable year shall
be determined as provided in section 807 of the Internal Reve-
nue Code of 1954, as amended by this subtitle, as though section
807 was applicable to such reserves in such preceding taxable
year.

(3) ISSUANCE DATE FOR GROUP CONTRA CTS.-For purposes of
this subsection, the issuance date of any group contract shall be
determined under section 807(e)(2) of the Internal Revenue Code
of 1954 (as added by this subtitle), except that if such issuance
date cannot be determined, the issuance date shall be deter-
mined on the basis prescribed by the Secretary of the Treasury
or his delegate for purposes of this subsection.

(b) FRESH START. -
(1) IN GENERAL.-Except as provided in paragraph (2), in the

case of any insurance company, any change in the method of ac-
counting (and any change in the method of computing reserves)
between such company's first taxable year beginning after De-
cember 31, 198, and the preceding taxable year which is re-
quired solely by the amendments made by this subtitle shall be
treated as not being a change in the method of accounting (or
change in the method of computing reserves) for purposes of the
Internal Revenue Code of 1954.

(2) TREATMENT OF ADJUSTMENTS FROM YEARS BEFORE 1984.-

(A) ADJUSTMENTS ATTRIBUTABLE TO DECREASES IN RE-

SERVEs.-No adjustment under section 810(d) of the Inter-



nal Revenue Code of 1954 (as in effect on the day before the
date of the enactment of this Act) attributable to any de-
crease in reserves as a result of a change in a taxable year
beginning before 1984 shall be taken into account in any
taxable year beginning after 1983.

(B) ADJUSTMENTS ATTRIBUTABLE TO INCREASES IN RE-

SERVES. -

(i) IN GENERAL.-Any adjustment under section
810(d) of the Internal Revenue Code of 1954 (as so in
effect) attributable to an increase in reserves as a result
of a change in a taxable year beginning before 1984
shall be taken into account in taxable years beginning
after 1983 to the extent that-

(I) the amount of the adjustments which would
be taken into account under such section in tax-
able years beginning after 1983 without regard to
this subparagraph, exceeds

(II) the amount of any fresh start adjustment at-
tributable to contracts for which there was such an
increase in reserves as a result of such change.

(ii) FRESH START ADJUSTMENT.-For purposes of
clause (i), the fresh start adjustment with respect to
any contract is the excess (if any) of-

(I) the reserve attributable to such contract as of
the close of the taxpayer's last taxable year begin-
ning before January 1, 1984, over

(II) the reserve for such contract as of the begin-
ning of the taxpayer's first taxable year beginning
after 1983 as recomputed under subsection (a) of
this section.

(C) RELATED INCOME INCLUSIONS NOT TAKEN INTO AC-

COUNT TO THE EXTENT DEDUCTION DISALLOWED UNDER SUB-

PARAGRAPH (b).-No premium shall be included in income
to the extent such premium is directly related to an in-
crease in a reserve for which a deduction is disallowed by
subparagraph (B).

(3) REINSURANCE TRANSACTIONS, AND RESERVE STRENGTHEN-

ING, AFTER SEPTEMBER 27, 1983.-
(A) IN GENERAL.-Paragraph (1) shall not apply (and sec-

tion 807(f) of the Internal Revenue Code of 1954 as amend-
ed by this subtitle shall apply)-

(i) to any reserve transferred pursuant to-
(I) a reinsurance agreement entered into after

September 27, 1983, and before January 1, 1984, or
(II) a modification of a reinsurance agreement

made after September 27, 1983, and before January
1, 1984, and

(ii) to any reserve strengthening reported for Federal
income tax purposes after September 27, 1983, for a tax-
able year ending before January 1, 1984.

Clause (ii) shall not apply to the computation of reserves on
any contract issued if such computation employs the reserve
practice used for purposes of the most recent annual state-



ment filed before September 27, 1983, for the type of con-
tract with respect to which such reserves are set up.

(B) TREATMENT OF RESERVE ATTRIBUTABLE TO SECTION

818(C) ELECTION.-In the case of any reserve described in
subparagraph (A), for purposes of section 807(f) of the Inter-
nal Revenue Code of 1954, any change in the treatment of
any contract to which an election under section 818(c) of
such Code (as in effect on the day before the date of the en-
actment of this Act) applied shall be treated as a change in
the basis for determining the amount of any reserve.

(C) 10-YEAR SPREAD INAPPLICABLE WHERE NO 10-YEAR

SPREAD UNDER PRIOR LAW.-In the case of any item to
which section 807(f) of such Code applies by reason of sub-
paragraph (A) or (B), such item shall be taken into account
for the first taxable year beginning after December 31, 1983
(in lieu of over the 10-year period otherwise provided in
such section) unless the item was required to have been
taken into account over a period of 10 taxable years under
section 810(d) of such Code (as in effect on the day before
the date of the enactment of this Act).

(D) DISALLOWANCE OF SPECIAL LIFE INSURANCE COMPANY

DEDUCTION AND SMALL LIFE INSURANCE COMPANY DEDUC-

TioN.-Any amount included in income under section 807(f)
of such Code by reason of subparagraph (A) or (B) (and any
income attributable to expenses transferred in connection
with the transfer of reserves described in subparagraph (A))
shall not be taken into account for purposes of determining
the amount of special life insurance company deduction
and the small life insurance company deduction.

(E) DISALLOWANCE OF DEDUCTIONS UNDER SECTION

809(d).-No deduction shall be allowed under paragraph (5)
or (6) of section 809(d) of such Code (as in effect before the
amendments made by this subtitle) with respect to any
amount described in either such paragraph which is trans-
ferred in connection with the transfer of reserves described
in subparagraph (A).

(4) ELECTIONS UNDER SECTION 818(C) AFTER SEPTEMBER 27,

1983, NOT TO TAKE EFFECT. -

(A) IN GENERAL.-Except as provided in subparagraph
(B), any election after September 27, 1983, under section
818(c) of the Internal Revenue Code of 1954 (as in effect on
the day before the date of the enactment of this Act) shall
not take effect.

(B) EXCEPTION FOR CERTAIN CONTRACTS ISSUED UNDER

PLAN OF INSURANCE FIRST FILED AFTER MARCH 1, 1982, AND

BEFORE SEPTEMBER 28, 1983.-Subparagraph (A) shall not
apply to any election under such section 818(c) if more than
95 percent of the reserves computed in accordance with
such election are attributable to risks under life insurance
contracts issued by the taxpayer under a plan of insurance
first filed after March 1, 1982, and before September 28,
1983.

(5) RECAPTURE OF REINSURANCE AFTER DECEMBER 31, 1983. -If

(A) insurance or annuity contracts in force on December 31,



1983, are subject to a conventional coinsurance agreement en-
tered into after December 31, 1981, and before January 1, 1984,
and (B) such contracts are recaptured by the reinsured in any
taxable year beginning after December 31, 198, then-

(i) if the amount of the reserves with respect to the recap-
tured contracts, computed at the date of recapture, that the
reinsurer would have taken into account under section
81 0(c) of the Internal Revenue Code of 1954 (as in effect on
the day before the date of the enactment of this Act) ex-
ceeds the amount of the reserves with respect to the recap-
tured contracts, computed at the date of recapture, taken
into account by the reinsurer under section 807(c) of the In-
ternal Revenue Code of 1954 (as amended by this subtitle),
such excess (but not greater than the amount of such excess
if computed on January 1, 1984) shall be taken into account
by the reinsurer under the method described in section
807(f)(1)(B)(ii) of the Internal Revenue Code of 1954 (as
amended by this subtitle) commencing with the taxable
year of recapture, and

(ii) the amount, if any, taken into account by the reinsur-
er under clause (i) for purposes of part I of subchapter L of
chapter 1 of the Internal Revenue Code of 1954 shall be
taken into account by the reinsured under the method de-
scribed in section 807(f)(1)(B)(i) of the Internal Revenue
Code of 1954 (as amended by this subtitle) commencing
with the taxable year of recapture.

The excess described in clause (i) shall be reduced by any por-
tion of such excess to which section 807(f) of the Internal Reve-
nue Code of 1954 applies by reason of paragraph (3) of this sub-
section. For purposes of this paragraph, the term "reinsurer"
refers to the taxpayer that held reserves with respect to the re-
captured contracts as of the end of the taxable year preceding
the first taxable year beginning after December 31, 1983, and
the term "reinsured" refers to the taxpayer to which such re-
serves are ultimately transferred upon termination.

(c) ELECTION NOT To HAVE RESERVES RECOMPUTED.-
(1) IN GENERAL.-If a qualified life insurance company makes

an election under this paragraph-
(A) subsection (a) shall not apply to such company, and
(B) as of the beginning of the first taxable year beginning

after December 31, 1983, and thereafter, the reserve for any
contract issued before the first day of such taxable year by
such company shall be the statutory reserve for such con-
tract (within the meaning of section 809(b)(4)(B)(i) of the In-
ternal Revenue Code of 1954).

(2). ELECTION WITH RESPECT TO CONTRACTS ISSUED AFTER 1983

AND BEFORE 1989.-

(A) IN GENERAL.-If-
(i) a qualified life insurance company makes an elec-

tion under paragraph (1), and
(ii) the tentative LICTI (within the meaning of sec-

tion 806(c) of such Code) of such company for its first
taxable year beginning after December 31, 198, does
not exceed $,000,000,



such company may elect under this paragraph to have the
reserve for any contract issued on or after the first day of
such first taxable year and before January 1, 1989, be equal
to the statutory reserve for such contract, adjusted as pro-
vided in subparagraph (B).

(B) ADJUSTMENT TO RESERVES.-If this paragraph applies
to any contract, the statutory reserves for such contract
shall be adjusted as provided under section 805(c)(1) of such
Code (as in effect for taxable years beginning in 1982 and
1983), except that section 805(c)(1)(B)(ii) of such Code (as so
in effect) shall be applied by substituting-

(i) the prevailing State assumed interest rate (within
the meaning of section 807(c)(4) of such Code), for

(ii) the adjusted reserves rate.
(3) QUALIFIED LIFE INSURANCE COMPANY. -For purposes of

this subsection, the term "qualified life insurance company"
means any life insurance company which, as of December 31,
198, had assets of less than $100,000,000 (determined in the
same manner as under section 806(b)(3) of such Code).

(4) SPECIAL RULES FOR CONTROLLED GROUPS.-For purposes of
applying the dollar limitations of paragraphs (2) and (3), rules
similar to the rules of section 806(d) of such Code shall apply.

(5) ELECTIONS.-Any election under paragraph (1) or (2)-
(A) shall be made at such time and in such manner as

the Secretary of the Treasury may prescribe, and
(B) once made, shall be irrevocable.

SEC. 217. OTHER SPECIAL RULES.
(a) NEw SECTION 814 TREATED AS CONTINUATION OF SECTION

819A.-For purposes of section 814 of the Internal Revenue Code of
1954 (relating to contiguous country branches of domestic life insur-
ance companies)-

(1) any election under section 819A of such Code (as in effect
on the day before the date of the enactment of this Act) shall be
treated as an election under such section 814, and

(2) any reference to a provision of such section 814 shall be
treated as including a reference to the corresponding provision
of such section 819A.

(b) TREATMENT OF ELECTIONS UNDER SECTION 453B(e)(2).-If an
election is made under section 453B(e)(2) before January 1, 1984,
with respect to any installment obligation, any income from such
obligation shall be treated as attributable to a noninsurance busi-
ness (as defined in section 806(c)(3) of the Internal Revenue Code of
1954).

(c) DETERMINATION OF TENTATIVE LICTI WHERE CORPORATION

MADE CERTAIN ACQUISITIONS IN 1980, 1981, 1982, AND 1983.-If-
(1) a corporation domiciled or having its principal place of

business in Alabama, Arkansas, Oklahoma, or Texas acquired
the assets of 1 or more insurance companies after 1979 and

before April 1, 1983, and
(2) the bases of such assets in the hands of the corporation

were determined under section 334(b)(2) of the Internal Revenue
Code of 1954 or such corporation made an election under section
338 of such Code with respect to such assets,
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direction of the National Association of Insurance Commissioners
and approved by the State insurance commissioner of the taxpayer's
State of domicile. For Purposes of subchapter L of chapter 1 of such
Code (as in effect on the day before the date of the enactment of this
Act) any such dividends shall be treated as dividends of the reinsur-
er and not the taxpayer.

(h) DETERMINATION OF ASSETS OF CONTROLLED GROUP FOR PUR-
POSES OF SMALL LIFE INSURANCE COMPANY DEDUCTION FOR 1984.--

(1) IN GENERAL. -For purposes of applying paragraph (2) of
section 806(d) of the Internal Revenue Code of 1954 (relating to
nonlife insurance members included for asset test) for the first
taxable year beginning after December 31, 198, the members of
the controlled group referred to in such paragraph shall be
treated as including only those members of such group which
are described in paragraph (2) of this subsection if-

(A) an election under section 1504(c)(2) of such Code is
not in effect for the controlled group for such taxable year,

(B) during such taxable year, the controlled group does
not include a member which is taxable under part I of sub-
chapter L of chapter 1 of such Code and which became a
member of such group after September 27, 198, and

(C) the sum of the contributions to capital received by
members of the controlled group which are taxable under
such part I during such taxable year from the members of
the controlled group which are not taxable under such part
does not exceed the aggregate dividends paid during such
taxable year by the members of such group which are tax-
able under such part L

(2) MEMBERS OF GROUP TAKEN INTO ACCOUNT.-For purposes
of paragraph (1), the members of the controlled group which are
described in this paragraph are-

(A) any financial institution to which section 585 or 593
of such Code applies,

(B) any lending or finance business (as defined by section
542(d)),

(C) any insurance company subject to tax imposed by sub-
chapter L of chapter I of such Code, and

(D) any securities broker.
SPECIAL ELECTION To TREAT INDIVIDUAL NONCANCELLABLE AC-
NT AND HEALTH CONTRACTS AS CANCELLABLE.-

(1) IN GENERAL.-A mutual life insurance company may elect
to treat all individual noncancellable (or guaranteed renewable)
accident and health insurance contracts as though they were
,ancellable for purposes of section 816 of subchapter L of chap-
er 1 of the Internal Revenue Code of 1954.

(2) EFFECT OF ELECTION ON SUBSIDIARIES OF ELECTING
ARENT. -

(A) TREATED AS MUTUAL LIFE INSURANCE COMPANY.-Any
stock life insurance company which is a member of an af-
filiated group which has a common parent which made an
election under paragraph (1), for purposes of part I of sub-
chapter L of the Internal Revenue Code of 1954, such stock
life insurance company shall be treated as though it were a
mutual life insurance company.



then the tentative LICTI of the corporation holding such assets for
taxable years beginning after December 31, 1983, shall, for purposes
of determining the amount of the special deductions under section
806 of such Code, be increased by the deduction allowable under
chapter 1 of such Code, for the amortization of the cost of insurance
contracts acquired in such asset acquisition (and any portion of any
operations loss deduction attributable to such amortization).

(d) EFFECTIVE DATE FOR NEw SECTION 845.-
(1) Subsection (a) of section 845 of the Internal Revenue Code

of 1954 (as added by this title) shall apply with respect to any
risk reinsured on or after September 27, 1983.

(2) Subsection (b) of section 845 of such Code (as so added)
shall apply with respect to risks reinsured after December 31,
1984.

(e) TREATMENT OF CERTAIN COMPANIES OPERATING BOTH AS

STOCK AND MUTUAL COMPANY.-If during the 10-year period ending
on December 31, 1983, a company has, as authorized by the law of
the State in which the company is domiciled, been operating as a
mutual life insurance company with shareholders, such company
shall be treated as a stock life insurance company.

(f) TREATMENT OF CERTAIN ASSESSMENT LIFE INSURANCE COMPA-

NIES. -
(1) MORTALITY AND MORBIDITY TABLES.-In the case of a con-

tract issued by an assessment life insurance company, the mor-
tality and morbidity tables used in computing statutory reserves
for such contract shall be used for purposes of paragraph (2)(C)
of section 807(d) of the Internal Revenue Code of 1954 (as
amended by this subtitle) if such tables were-

(A) in use since 1965, and
(B) developed on the basis of the experience of assessment

life insurance companies in the State in which such assess-
ment life insurance company is domiciled.

(2) TREATMENT OF CERTAIN MUTUAL ASSESSMENT LIFE INSUR-

ANCE COMPANIES.-In the case of any contract issued by a
mutual assessment life insurance company which-

(A) has been in existence since 1965, and
(B) operates under chapter 13 or 14 of the Texas Insur-

ance Code,
for purposes of part I of subchapter L of chapter 1 of the Inter-
nal Revenue Code of 1954, the amount of the life insurance re-
serves for such contract shall be equal to the amount taken into
account with respect to such contract in determining statutory
reserves.

(3) STATUTORY RESERVES.-For purposes of this subsection,
the term "statutory reserves" has the meaning given to such
term by section 809(b)(4)(B) of such Code.

(g) TREATMENT OF REINSURANCE AGREEMENTS REQUIRED BY

NAIC.-Effective for taxable years beginning after December 31,
1981, and before January 1, 1984, subsections (c)(1)(F) and (d)(12) of
section 809 of the Internal Revenue Code of 1954 (as in effect on the
day before the date of the enactment of this Act) shall not apply to
dividends to policyholders reimbursed to the taxpayer by a reinsurer
in respect of accident and health policies reinsured under a reinsur-
ance agreement entered into before June 30, 1955, pursuant to the



direction of the National Association of Insurance Commissioners
and approved by the State insurance commissioner of the taxpayer's
State of domicile. For purposes of subchapter L of chapter 1 of such
Code (as in effect on the day before the date of the enactment of this
Act) any such dividends shall be treated as dividends of the reinsur-
er and not the taxpayer.

(h) DETERMINATION OF ASSETS OF CONTROLLED GROUP FOR PUR-
POSES OF SMALL LIFE INSURANCE COMPANY DEDUCTION FOR 1984.--

(1) IN GENERAL.-For purposes of applying paragraph (2) of
section 806(d) of the Internal Revenue Code of 1954 (relating to
nonlife insurance members included for asset test) for the first
taxable year beginning after December 31, 1983, the members of
the controlled group referred to in such paragraph shall be
treated as including only those members of such group which
are described in paragraph (2) of this subsection if-

(A) an election under section 1504(c)(2) of such Code is
not in effect for the controlled group for such taxable year,

(B) during such taxable year, the controlled group does
not include a member which is taxable under part I of sub-
chapter L of chapter 1 of such Code and which became a
member of such group after September 27, 1983, and

(C) the sum of the contributions to capital received by
members of the controlled group which are taxable under
such part I during such taxable year from the members of
the controlled group which are not taxable under such part
does not exceed the aggregate dividends paid during such
taxable year by the members of such group which are tax-
able under such part I.

(2) MEMBERS OF GROUP TAKEN INTO ACCOUNT.-For purposes
of paragraph (1), the members of the controlled group which are
described in this paragraph are-

(A) any financial institution to which section 585 or 593
of such Code applies,

(B) any lending or finance business (as defined by section
542(d)),

(C) any insurance company subject to tax imposed by sub-
chapter L of chapter 1 of such Code, and

(D) any securities broker.
(i) SPECIAL ELECTION TO TREAT INDIVIDUAL NONCANCELLABLE AC-

CIDENT AND HEALTH CONTRACTS AS CANCELLABLE. -

(1) IN GENERAL.-A mutual life insurance company may elect
to treat all individual noncancellable (or guaranteed renewable)
accident and health insurance contracts as though they were
cancellable for purposes of section 816 of subchapter L of chap-
ter 1 of the Internal Revenue Code of 1954.

(2) EFFECT OF ELECTION ON SUBSIDIARIES OF ELECTING

PARENT. -

(A) TREATED AS MUTUAL LIFE INSURANCE COMPANY.-Any

stock life insurance company which is a member of an af-
filiated group which has a common parent which made an
election under paragraph (1), for purposes of part I of sub-
chapter L of the Internal Revenue Code of 1954, such stock
life insurance company shall be treated as though it were a
mutual life insurance company.



(B) INCOME OF ELECTING PARENT TAKEN INTO ACCOUNT IN

DETERMINING SMALL LIFE INSURANCE COMPANY DEDUCTION

OF ANY SUBSIDIARY.-For purposes of determining the
amount of the small life insurance company deduction of
any controlled group which includes a mutual company
which made an election under paragraph (1), the taxable
income of such electing company shall be taken into ac-
count under section 806(b)(2) of the Internal Revenue Code
of 1954 (relating to phase-out of small life insurance com-
pany deduction).

(3) ELECTION.-An election under paragraph (1) shall apply to
the company's first taxable year beginning after December 31,
198, and all taxable years thereafter.

(4) TIME AND MANNER.-An election under paragraph (1)
shall be made-

(A) on the return of the taxpayer for its first taxable year
beginning after December 21, 198, and

(B) in such manner as the Secretary of the Treasury or
his delegate may prescribe.

(i) REDUCTION IN EQUITY BASE FOR MUTUAL SUCCESSOR OF FRA-

TERNAL BENEFIT SOCIETY.-In the case of any mutual life insurance
company which-

(1) is the successor to a fraternal benefit society, and
(2) which assumed the surplus of such fraternal benefit socie-

ty in 1950 or in March of 1961,
for purposes of section 809 of the Internal Revenue Code of 1954 (as
amended by this subtitle), the equity base of such mutual life insur-
ance company shall be reduced by the amount of the surplus so as-
sumed plus earnings thereon, (i) for taxable years before 1984, at a 7
percent interest rate, and (ii) for taxable years 1984 and following,
at the average mutual earnings rate for such year.

(k) SPECIAL RULE FOR CERTAIN DEBT-FINANCED ACQUISITION OF
STOCK.-If-

(1) a life insurance company owns the stock of another corpo-
ration through a partnership of which it is a partner,

(2) the stock of the corporation was acquired on January 14,
1981, and

(3) such stock was acquired by debt financing,
then, for purposes of determining the special deductions under sec-
tion 806 of the Internal Revenue Code of 1954 (as amended by this
subtitle), the amount of tentative LICTI of such life insurance com-
pany shall be computed without taking into account any income,
gain, loss, or deduction attributable to the ownership of such stock.
(1) TREATMENT OF LOSSES FROM CERTAIN GUARANTEED INTEREST

CONTRACTS. -

(1) IN GENERAL.-For purposes of determining the amount of
the special deductions under section 806 of the Internal Reve-
nue Code of 1954 (as amended by this subtitle), for any taxable
year beginning before January 1, 1988, the amount of tentative
LICTI of any qualified life insurance company shall be comput-
ed without taking into account any income, gain, loss, or deduc-
tion attributable to a qualified GIC.



(2) QUALIFIED LIFE INSURANCE COMPANY. -For purposes of
this subsection, the term "qualified life insurance company"
means any life insurance company if-

(A) the accrual of discount less amortization of premium
for bonds and short-term investments (as shown in the first
footnote to Exhibit 3 of its 1983 annual statement for life
insurance companies approved by the National Association
of Insurance Commissioners (but excluding separate ac-
counts) filed in its state of domicile) exceeds $72, 000,000 but
does not exceed $73,000,000, and

(B) such life insurance company makes an election under
this subsection on its return for its first taxable year begin-
ning after December 31, 1983.

(3) QUALIFIED GIC.-The term "qualified GIC" means any
group contract-

(A) which is issued before January 1, 1984,
(B) which specifies the contract maturity or renewal date,
(C) under which funds deposited by the contract holder

plus interest guaranteed at the inception of the contract for
the term of the contract and net of any specified expenses
are paid as directed by the contract holder, and

(D) which is a pension plan contract (as defined in sec-
tion 818(a) of the Internal Revenue Code of 1954).

(4) SCOPE OF ELECTION.-An election under this subsection
shall apply to all qualified GIC's of a qualified life insurance
company. Any such election, once made, shall be irrevocable.

(5) INCOME ON UNDERLYING ASSETS TAKEN INTO ACCOUNT.-In
determining the amount of any income attributable to a quali-
fied GIC, income on any asset attributable to such contract (as
determined in the manner provided by the Secretary of the
Treasury or his delegate) shall be taken into account.

(6) LIMITATION ON TAX BENEFIT.-The amount of any reduc-
tion in tax for any taxable year by reason of this subsection for
any qualified life insurance company (or controlled group
within the meaning of section 806(d)(3) of the Internal Revenue
Code of 1954) shall not exceed the applicable amount set forth
in the following table:

In the case of taxable The reduction may
years beginning in: not exceed:

1984 ............................................................................................................ $4,500,000
1985 ............................................................................................................ $4,500,000
1986 ........................................................................................................... $3,000,000
1987 ........................................................................................................... $2,000,000

(m) SPECIAL RULE FOR CERTAIN INTERESTS IN OIL AND GAS PROP-
ERTIES. -

(1) IN GENERAL.-For purposes of section 806 of the Internal
Revenue Code of 1954, the ownership by a qualified life insur-
ance company of any undivided interest in operating mineral
interests with respect to any oil or gas properties held on Decem-
ber 31, 198, shall be treated as an insurance business.

(2) QUALIFIED LIFE INSURANCE COMPANY.-For purposes of
paragraph (1), the term "qualified life insurance company"
means a mutual life insurance company which-

(A) was originally incorporated in March of 1857, and



(B) has a cost to such company (as of December 31, 1983)
in the operating mineral interests described in paragraph
(1) in excess of $250,000,000.

SEC. 218. UNDERPA YMENTS OF ESTIMA TED TAX FOR 1984.

No addition to the tax shall be made under section 6655 of the
Internal Revenue Code of 1954 (relating to failure by corporation to
pay estimated tax) with respect to any underpayment of an install-
ment required to be paid before the date of the enactment of this
Act to the extent-

(1) such underpayment was created or increased by any provi-
sion of this subtitle, and

(2) such underpayment is paid in full on or before the last
date prescribed for payment of the first installment of estimated
tax required to be paid after the date of the enactment of this
Act.

SEC. 219. CLARIFICATION OF APPLICATION OF SECTION 6001.
Nothing in any provision of law shall be construed to prevent the

Secretary of the Treasury or his delegate from exercising his author-
ity under section 6001 of the Internal Revenue Code of 1954 to re-
quire (from time to time) life insurance companies to provide such
data with respect to taxable years beginning before January 1, 1984,
as may be necessary to carry out the provisions of section 809 of such
Code (as added by this title).

Subtitle B-Taxation of Life Insurance Products

SEC. 221. DEFINITION OF LIFE INSURANCE CONTRACT.
(a) GENERAL RuLE.-Chapter 79 (relating to definitions) is amend-

ed by adding at the end thereof the following new section:
"SEC. 7702. LIFE INSURANCE CONTRA CT DEFINED.

"(a) GENERAL RULE.-For purposes of this title, the term 'life in-
surance contract' means any contract which is a life insurance con-
tract under the applicable law, but only if such contract-

"(1) meets the cash value accumulation test of subsection (b),
or "(2)(A) meets the guideline premium requirements of subsec-
tion (c), and

"(B) falls within the cash value corridor of subsection (d).
"(b) CASH VALUE ACCUMULATION TEST FOR SUBSECTION (a)(1).-

"(1) IN GENERAL.-A contract meets the cash value accumula-
tion test of this subsection if, by the terms of the contract, the
cash surrender value of such contract may not at any time
exceed the net single premium which would have to be paid at
such time to fund future benefits under the contract.

"(2) RULES FOR APPLYING PARAGRAPH (1).-Determinations
under paragraph (1) shall be made-

"(A) on the basis of interest at the greater of an annual
effective rate of 4 percent or the rate or rates guaranteed on
issuance of the contract,

"(B) on the basis of the rules of subparagraph (B)(i) (and,
in the case of qualified additional benefits, subparagraph
(B)(ii)) of subsection (c)(3), and
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"(C) by taking into account under subparagraphs (A) and
(C) of subsection (e)(1) only current and future death bene-
fits and qualified additional benefits.

"(c) GUIDELINE PREMIUM REQUIREMENTS.-For purposes of this
section-

"(1) IN GENERAL. -A contract meets the guideline premium re-
quirements of this subsection if the sum of the premiums paid
under such contract does not at any time exceed the guideline
premium limitation as of such time.

"(2) GUIDELINE PREMIUM LIMITATION. -The term 'guideline
premium limitation' means, as of any date, the greater of-

"(A) the guideline single premium, or
"(B) the sum of the guideline level premiums to such

date.
"(3) GUIDELINE SINGLE PREMIUM.-

"(A) IN GENERAL.-The term 'guideline single premium'
means the premium at issue with respect to future benefits
under the contract.

"(B) BASIS ON WHICH DETERMINATION IS MADE.-The de-
termination under subparagraph (A) shall be based on-

"(i) the mortality charges specified in the contract
(or, if none is specified, the mortality charges used in
determining the statutory reserves for such contract),

"(ii) any charges (not taken into account under
clause (i)) specified in the contract (the amount of any
charge not so specified shall be treated as zero), and

"(iii) interest at the greater of an annual effective
rate of 6 percent or the rate or rates guaranteed on is-
suance of the contract.

"(C) WHEN DETERMINATION MADE.-Except as provided in
subsection (f)(7), the determination under subparagraph (A)
shall be made as of the time the contract is issued.

"(4) GUIDELINE LEVEL PREMIUM.-The term 'guideline level
premium' means the level annual amount, payable over a
period not ending before the insured attains age 95, computed
on the same basis as the guideline single premium, except that
paragraph (3)(B)(iii) shall be applied by substituting '4 percent'
for '6percent.

"(d) CASH VALUE CORRIDOR FOR PURPOSES OF SUBSECTION

(a)(2)(B). -For purposes of this section-
"(1) IN GENERAL.-A contract falls within the cash value cor-

ridor of-this subsection if the death benefit under the contract
at any time is not less than the applicable percentage of the
cash surrender value.

"(2) APPLICABLE PERCENTAGE.-

"In the case of an insured with an at- The applicable percentage shall decrease
tained age of the beginning of the by a ratable portion for each full
contract year of* year:

But not
more

More than than: From" to:
0 ................................................... 40 250 ...............................................250
40 .... ...................... 45 250 ............................................... 215
5 ................................................. 50 215 ........................................... 185

50 .... ...................... 55 185 ............................................... 150

55 ................................................. 60 150 ............................................... 130

60 .......................... 65 130 ............................................... 120

65 ................................................. 70 120 ............................................... 115

70 ................................................. 75 115 ............................................... 105



"In the case of an insured with an at- The applicable percentage shall decrease
tained age of the beginning of the by a ratable portion for each full
contract year of: year:

But not
more

More than than: From to:
75 ................................................. 90 105 ............................................... 105
90 ................................................. 95 105 ............................................... 100

"(e) COMPUTATIONAL RULES.-
"(1) IN GENERAL.-For purposes of this section-

"(A) the death benefit (and any qualified additional ben-
efit) shall be deemed not to increase,

"(B) the maturity date, including the date on which any
benefit described in subparagraph (C) is payable, shall be
no earlier than the day on which the insured attains age
95, and no later than the day on which the insured attains
age 100, and

"(C) the amount of any endowment benefit (or sum of en-
dowment benefits, including any cash surrender value on
the maturity date described in subparagraph (B)) shall be
deemed not to exceed the least amount payable as a death
benefit at any time under the contract.

"(2) LIMITED INCREASES IN DEATH BENEFIT PERMITTED.-Not-
withstanding paragraph (1)(A)-

"(A) for purposes of computing the guideline level premi-
um, an increase in the death benefit which is provided in
the contract may be taken into account but only to the
extent necessary to prevent a decrease in the excess of the
death benefit over the cash surrender value of the contract,
and

"(B) for purposes of the cash value accumulation test, the
increase described in subparagraph (A) may be taken into
account if the contract will meet such test at all times as-
suming that the net level reserve (determined as if level
annual premiums were paid for the contract over a period
not ending before the insured attains age 95) is substituted
for the net single premium.

"(f) OTHER DEFINITIONS AND SPECIAL RULES.-For purposes of
this section-

"(1) PREMIUMS PAID. -
"(A) IN GENERAL.-The term 'premiums paid' means the

premiums paid under the contract less amounts (other than
amounts includible in gross income) to which section 72(e)
applies and less any other amounts received with respect to
the contract which are specified in regulations.

"(B) TREATMENT OF CERTAIN PREMIUMS RETURNED TO
POLICYHOLDER.-If in order to comply with the require-
ments of subsection (a)(2)(A), any portion of any premium
paid during any contract year is returned by the insurance
company (with interest) within 60 days after the end of a
contract year, the amount so returned (excluding interest)
shall be deemed to reduce the sum of the premiums paid
under the contract during such year.

"(C) INTEREST RETURNED INCLUDIBLE IN GROSS INCOME.-
Notwithstanding the provisions of section 72(e), the amount
of any interest returned as provided in subparagraph (B)
shall be includible in the gross income of the recipient.

"(2) CASH VALUES.-



"(A) CASH SURRENDER VALUE.-The cash surrender value
of any contract shall be its cash value determined without
regard to any surrender charge, policy loan, or reasonable
termination dividends.

"(B) NET SURRENDER VALUE.-The net surrender value of
any contract shall be determined with regard to surrender
charges but without regard to any policy loan.

"(3) DEATH BENEFIT.-The term 'death benefit' means the
amount payable by reason of the death of the insured (deter-
mined without regard to any qualified additional benefits).

"(4) FUTURE BENEFITS.-The term 'future benefits' means
death benefits and endowment benefits.

"(5) QUALIFIED ADDITIONAL BENEFITS.-
"(A) IN GENERAL.-The term 'qualified additional bene-

fits' means any-
"(i) guaranteed insurability,
"(i) accidental death or disability benefit,
"(iii) family term coverage,
"(iv) disability waiver benefit, or
"(v) other benefit prescribed under regulations.

"(B) TREATMENT OF QUALIFIED ADDITIONAL BENEFITS.-
For purposes of this section, qualified additional benefits
shall not be treated as future benefits under the contract,
but the charges for such benefits shall be treated as future
benefits.

"(C) TREATMENT OF OTHER ADDITIONAL BENEFITS.-In the
case of any additional benefit which is not a qualified ad-
ditional benefit-

"(i) such benefit shall not be treated as a future bene-
fit, and

"(ii) any charge for such benefit which is not pre-
funded shall not be treated as a premium.

"(6) PREMIUM PAYMENTS NOT DISQUALIFYING CONTRACT.-The
payment of a premium which would result in the sum of the
premiums paid exceeding the guideline premium limitation
shall be disregarded for purposes of subsection (a)(2) if the
amount of such premium does not exceed the amount necessary
to prevent the termination of the contract on or before the end
of the contract year (but only if the contract will have no cash
surrender value at the end of such extension period).

"(7) ADJUSTMENTS. 
-

"(A) IN GENERAL.-In the event of a change in the future
benefits or any qualified additional benefit (or in any other
terms) under the contract which was not reflected in any
previous determination made under this section, under reg-
ulations prescribed by the Secretary, there shall be proper
adjustments in future determinations made under this sec-
tion.

"(B) CERTAIN CHANGES TREATED AS EXCHANGE.-In the
case of any change which reduces the future benefits under
the contract, such change shall be treated as an exchange
of the contract for another contract.

"(8) CORRECTION OF ERRORS.-If the taxpayer establishes to
the satisfaction of the Secretary that-



"(A) the requirements described in subsection (a) for any
contract year were not satisfied due to reasonable error, and

"(B) reasonable steps are being taken to remedy the error,
the Secretary may waive the failure to satisfy such require-
ments.

"(9) SPECIAL RULE FOR VARIABLE LIFE INSURANCE CON-

TRAcTs.-In the case of any contract which is a variable con-
tract (as defined in section 817), the determination of whether
such contract meets the requirements of subsection (a) shall be
made whenever the death benefits under such contract change
but not less frequently than once during each 12-month period.

"(g) TREATMENT OF CONTRACTS WHICH Do NOT MEET SUBSECTION

(a) TEST.-

"(1) INCOME INCLUSION.-
"(A) IN GENERAL.-If at any time any contract which is a

life insurance contract under the applicable law does not
meet the definition of life insurance contract under subsec-
tion (a), the income on the contract for any taxable year of
the policyholder shall be treated as ordinary income re-
ceived or accrued by the policyholder during such year.

"(B) INCOME ON THE CONTRACT.-For purposes of this
paragraph, the term 'income on the contract' means, with
respect to any taxable year of the policyholder, the excess
of-_

"(i) the sum of-
"(I) the increase in the net surrender value of the

contract during the taxable year, and
"(II) the cost of life insurance protection provid-

ed under the contract during the taxable year, over
"(ii) the amount of premiums paid under the con-

tract during the taxable year reduced by any policy-
holder dividends received during such taxable year.

"(C) CONTRACTS WHICH CEASE TO MEET DEFINITION. -If

during any taxable year of the policyholder, a contract
which is a life insurance contract under the applicable law
ceases to meet the definition of life insurance contract
under subsection (a), the income on the contract for all
prior taxable years shall be treated as received or accrued
during the taxable year in which such cessation occurs.

"(D) COST OF LIFE INSURANCE PROTECTION. -For purposes
of this paragraph, the cost of life insurance protection pro-
vided under the contract shall be the lesser of-

"(i) the cost of individual insurance on the life of the
insured as determined on the basis of uniform premi-
ums (computed on the basis of 5-year age brackets) pre-
scribed by the Secretary by regulations, or

"(ii) the mortality charge (if any) stated in the con-
tract.

"(2) TREATMENT OF AMOUNT PAID ON DEATH OF INSURED.-If

any contract which is a life insurance contract under the appli-
cable law does not meet the definition of life insurance contract
under subsection (a), the excess of the amount paid by the
reason of the death of the insured over the net surrender value



of the contract shall be deemed to be paid under a life insur-
ance contract for purposes of section 101 and subtitle B.

"(3) CONTRACT CONTINUES TO -BE TREATED AS INSURANCE CON-

TRACT.-If any contract which is a life insurance contract
under the applicable law does not meet the definition of life in-
surance contract under subsection (a), such contract shall, not-
withstanding such failure, be treated as an insurance contract
for purposes of this title.

"(h) ENDOWMENT CONTRACTS RECEIVE SAME TREATMENT. -

"(1) IN GENERAL.-References in subsections (a) and (g) to a
life insurance contract shall be treated as including references
.-to a contract which is an endowment contract under the appli-
cable law.

"(2) DEFINITION OF ENDOWMENT CONTRACT.-For purposes of
this title (other than paragraph (1)), the term 'endowment con-
tract' means a contract which is an endowment contract under
the applicable law and which meets the requirements of subsec-
tion (a).

"(i) TRANSITIONAL RULE FOR CERTAIN 20-PAY CONTRACTS.-

"(1) IN GENERAL.-In the case of a qualified 20-pay contract,
this section shall be applied by substituting '2 percent' for '4
percent' in subsection (b)(2).

"(2) QUALIFIED 20-PAY CONTRA CT.-For purposes of paragraph
(1), the term 'qualified 20-pay contract'- means any contract
which-

"(A) requires at least 20 nondecreasing annual premium
payments, and

"(B) is issued pursuant to an existing plan of insurance.
"(3) EXISTING PLAN OF INSURANCE.-For purposes of this sub-

section, the term 'existing plan of insurance means, with re-
spect to any contract, any plan of insurance which was filed by
the company issuing such contract in 1 or more States before
September 28, 1983, and is on file in the appropriate State for
such contract.

"U) REGULATIONS.-The Secretary shall prescribe such regulations
as may be necessary or appropriate to carry out the purposes of this
section. ".

(b) 1-YEAR EXTENSION OF FLEXIBLE PREMIUM CONTRACT PROVI-

SIONS.-

(1) IN GENERAL.-Paragraph (1) of section 266(c) of the Tax
Equity and Fiscal Responsibility Act of 1982 is amended by
striking out "January 1, 1984" and inserting in lieu thereof
"January 1, 1985"

(2) TECHNICAL AMENDMENTS.-

(A) Paragraph (1) of section 101(f) is amended by striking
out "flexible premium life insurance contract" and insert-
ing in lieu thereof "flexible premium life insurance con-
tract issued before January 1, 1985".

(B) The subsection heading of subsection (f) of section 101
is amended by striking out "FLEXIBLE PREMIUM CON-
TRACTS" and inserting in lieu thereof "FLEXIBLE PREMIUM
CONTRACTS ISSUED BEFORE JANUARY 1, 1985".

(c) CLERICAL AMENDMENT.-The table of sections for chapter 79 is
amended by adding at the end thereof the following new item:



"Sec. 7702. Life insurance contract defined.

(d) EFFECTIVE DATE.-
(1) IN GENERAL. -Except as otherwise provided in this subsection,

the amendments made by this section shall apply to contracts issued
after December 31, 1984, in taxable years ending after such date.

(2) SPECIAL RULE FOR CERTAIN CONTRACTS ISSUED AFTER JUNE
30, 1984.-

(A) GENERAL RULE. -Except as otherwise provided in this
paragraph, the amendments made by this section shall
apply also to any contract issued after June 30, 1984, which
provides an increasing death benefit and has premium
funding more rapid that 10-year level premium payments.

(B) EXCEPTION FOR CERTAIN CONTRACTS. -Subparagraph
(A) shall not apply to any contract if-

(i) such contract (whether or not a flexible premium
contract) would meet the requirements of section 101(f)
of the Internal Revenue Code of 1954,

(ii) such contract is not a flexible premium life insur-
ance contract (within the meaning of section 101(f) of
such Code) and would meet the requirements of section
7702 of such Code determined by-

(I) substituting " percent" for "4 percent" in sec-
tion 7702(b)(2) of such Code, and

(II) treating subparagraph (B) of section
7702(e)(1) of such Code as if it read as follows: "the
maturity date shall be the latest maturity date per-
mitted under the contract, but not less than 20
years after the date of issue or (if earlier) age 95",
or

(iii) under such contract-
(I) the premiums (including any policy fees) will

be adjusted from time-to-time to reflect the level
amount necessary (but not less than zero) at the
time of such adjustment to provide a level death
benefit assuming interest crediting and an annual
effective interest rate of not less than 3 percent, or

(II) at the option of the insured, in lieu of an ad-
justment under subclause (I) there will be a compa-
rable adjustment in the amount of the death bene-
fit.

(C) CERTAIN CONTRACTS ISSUED BEFORE OCTOBER 1,
1984.-

(i) IN GENERAL.-Subparagraph (A) shall be applied
by substituting "September 30, 1984" for "June 30,
1984" in clause (i) thereof in the case of a contract-

(I) which would meet the requirements of section 7702 of such
Code if "3 percent" were substituted for "4 percent" in section
7702(b)(2) of such Code, and the rate or rates guaranteed on issuance
of the contract were determined without regard to any mortality
charges, and

(II) the cash surrender value of which does not
at any time exceed the net single premium which
would have to be paid at such time to fund future
benefits under the contract.



(ii) DEFINITIONS. -For purposes of clause (i)-
(I) IN GENERAL.-Except as provided in sub-

clause (II), terms used in clause (i) shall have the
same meanings as when used in section 7702 of
such Code.

(II) NET SINGLE PREMIUM.-The term "net single
premium" shall be determined by substituting "3
percent" for "4 percent" in section 7702(b)(2) of
such Code, by using the 1958 standard ordinary
mortality and morbidity tables of the National As-
sociation of Insurance Commissioners, and by as-
suming a level death benefit.

(3) TRANSITIONAL RULE FOR CERTAIN EXISTING PLANS OF IN-
SURANCE.-A plan of insurance on file in 1 or more States
before September 28, 1983, shall be treated for purposes of sec-
tion 7702(i)(3) of such Code as a plan of insurance on file in 1
or more States before September 28, 198, without regard to
whether such plan of insurance is modified after September 28,
1983, to permit the crediting of excess interest or similar
amounts annually and not monthly under contracts issued pur-
suant to such plan of insurance.

(4) EXTENSION OF FLEXIBLE PREMIUM CONTRACT PROVISIONS. -

The amendments made by subsection (b) shall take effect on
January 1, 1984.

(5) SPECIAL RULE FOR MASTER CONTRACT.-For purposes of this
subsection, in the case of a master contract, the date taken into
account with respect to any insured shall be the first date on
which such insured is covered under such contract.

(a) PENALTY ON PREMATURE DISTRIBUTIoNS.-Paragraph (1) of
section 72(q) (relating to 5-percent penalty for premature distribu-
tions from annuity contracts) is amended to read as follows:

"(1) IMPOSITION OF PENALTY.-If any taxpayer receives any
amount under an annuity contract, the taxpayer's tax under
this chapter for the taxable year in which such amount is re-
ceived shall be increased by an amount equal to 5 percent of the
portion of such amount which is includible in gross income."

(b) REQUIRED DISTRIBUTIONS WHERE HOLDER DIES BEFORE
ENTIRE INTEREST IS DISTRIBUTED.-Section 72 (relating to annu-
ities; certain proceeds of endowment and life insurance contracts) is
amended by redesignating subsection (s) and subsection (t) and by
inserting after subsection (r) the following new subsection:

"(s) REQUIRED DISTRIBUTIONS WHERE HOLDER DIES BEFORE
ENTIRE INTEREST IS DISTRIBUTED.-

"(1) IN GENERAL.-A contract shall not be treated as an annu-
ity contract for purposes of this title unless it provides that-

"(A) if the holder of such contract dies on or after the an-
nuity starting date and before the entire interest in such
contract has been distributed, the remaining portion of
such interest will be distributed at least as rapidly as



under the method of distributions being used as of the date
of his death, and

"(B) if the holder of such contract dies before the annuity
starting date, the entire interest in such contract will be
distributed within 5 years after the death of such holder.

"(2) EXCEPTION FOR CERTAIN AMOUNTS PAYABLE OVER LIFE OF

BENEFICIARY. -If-

"(A) any portion of the holder's interest is payable to (or
for the benefit of) a designated beneficiary,

"(B) such portion will be distributed (in accordance with
regulations) over the life of such designated beneficiary (or
over a period not extending beyond the life expectancy of
such beneficiary), and

"(C) such distributions begin not later than 1 year after
the date of the holder's death or such later date as the Sec-
retary may by regulations prescribe,

then for purposes of paragraph (1), the portion referred to in
subparagraph (A) shall be treated as distributed on the day on
which such distributions begin.

"(3) SPECIAL RULE WHERE SURVIVING SPOUSE BENEFICIARY.-
If the designated beneficiary referred to in paragraph (2)(A) is
the surviving spouse of the holder of the contract, paragraphs
(1) and (2) shall be applied by treating such spouse as the
holder of such contract.

"(4) DESIGNATED BENEFICIARY.-For purposes of this subsec-
tion, the term 'designated beneficiary' means any individual
designated a beneficiary by the holder of the contract."

(c) EFFECTIVE DATES.-
(1) IN GENERAL.-The amendments made by this section shall

apply to contracts issued after the day which is 6 months after
the date of the enactment of this Act in taxable years ending
after such date.

(2) TRANSITIONAL RULES FOR CONTRACTS ISSUED BEFORE EF-

FECTIVE DATE.-In the case of any contract (other than a single
premium contract) which is issued on or before the day which is
6 months after the date of the enactment of this Act, for pur-
poses of section 72(q)(1)(A) of the Internal Revenue Code of 1954
(as in effect on the day before the date of the enactment of this
Act), any investment in such contract which is made during any
calendar year shall be treated as having been made on January
I of such calendar year.

SEC. 223. GROUP-TERM LIFE INSURANCE PURCHASED FOR EMPLOYEES.

(a) SECTION 79 EXTENDED TO FORMER EMPLOYEES.-
(1) Section 79 (relating to group-term insurance purchased for

employees) is amended by adding at the end thereof the follow-
ing new subsection:

"(e) EMPLOYEE INCLUDES FORMER EMPLOYEE.-For purposes of
this section, the term 'employee' includes a former employee.

(2) Paragraph (1) of section 79(b) is amended to read as fol-
lows:

"(1) the cost of group-term life insurance on the life of an in-
dividual which is provided under a policy carried directly or in-
directly by an employer after such individual has terminated



his employment with such employer and is disabled (within the
meaning of section 72(m)(7)), ".

(b) AMOUNT OF 'INCLUSION IN CASE OF DISCRIMINATORY PLANS.-
Paragraph (1) of section 79(d) (relating to nondiscrimination require-
ments) is amended to read as follows:

"(1) IN GENERAL.-In the case of a discriminatory group-term
life insurance plan-

"(A) subsection (a)(1) shall not apply with respect to any
key employee, and

"(B) the cost of group-term life insurance on the life of
any key employee shall be determined without regard to
subsection (c). "

(c) CLARIFICATION OF COORDINATION WITH SECTION 83. -Subsec-
tion (e) of section 83 (relating to application of section) is amended
by striking out "or" at the end of paragraph (3), by striking out the
period at the end of paragraph (4) and inserting in lieu thereof ",
or", and by adding at the end thereof the following new paragraph:

"(5) the cost of group-term life insurance to which section 79
applies. ".

(d) EFFECTIVE DATE. -
(1) IN GENERAL.-Except as provided in paragraph (2), the

amendments made by this section shall apply to taxable years
beginning after December 31, 1983.

(2) INCLUSION OF FORMER EMPLOYEES IN THE CASE OF EXIST-
ING GROUP-TERM INSURANCE PLANS.-

(A) IN GENERAL.-The amendments made by subsection
(a) shall not apply-

(i) to any group-term life insurance plan of the em-
ployer in existence on January 1, 1984, or

(ii) to any group-term life insurance plan of the em-
ployer (or a successor employer) which is a comparable
successor to a plan described in clause (i),

but only with respect to an individual who attained age 55
on or before January 1, 1984 and either was employed by
such employer at any time during 1983 or retired from em-
ployment with such employer on or before January 1, 1984.

(B) SPECIAL RULE IN THE CASE OF DISCRIMINATORY GROUP-
TERM LIFE INSURANCE PLAN.-In the case of any plan
which, after December 31, 1986, is a discriminatory group-
term life insurance plan (as defined in section 79(d) of the
Internal Revenue Code of 1954), subparagraph (A) shall not
apply in the case of any individual retiring under such
plan after December 31, 1986.

(C) BENEFITS TO CERTAIN RETIRED INDIVIDUALS NOT
TAKEN INTO ACCOUNT FOR PURPOSES OF DETERMINING
WHETHER PLAN IS DISCRIMINATORY.-For purposes of deter-
mining whether after December 31, 1986, a plan described
in subparagraph (A) meets the requirements of section 79(d)
of the Internal Revenue Code of 1954 with respect to group-
term life insurance for former employees, coverage provided
to employees who retired on or before December 31, 1986,
shall not be taken into account.
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SEC. 224. TREATMENT OF CERTAIN EXCHANGES OF INSURANCE POLICIES.

(a) GENERAL RULE.-Paragraph (1) of section 1035(b) (defining en-
dowment contract) is amended by striking out "a life insurance com-
pany as defined in section 801" and inserting in lieu thereof "an in-
surance company subject to tax under subchapter L ".

(b) EFFECTIVE DATE.-The amendment made by subsection (a)
shall apply to all exchanges whether before, on, or after the date of
the enactment of this Act.

Subtitle C-Studies

SEC. 231. STUDIES.
(a) REVENUE REPORTS.-Not later than July 1, 1985, and July 1

of each calendar year thereafter, the Secretary of the Treasury shall
submit to the Committee on Ways and Means of the House of Repre-
sentatives and the Committee on Finance of the Senate a report
on-

(1) the aggregate amount of revenue received under part I of
subchapter L of chapter 1 of the Internal Revenue Code of 1954
for the most recent taxable years for which data are available,

(2) a comparison between the amount of such revenue and the
amount anticipated by reason of changes made by the Tax
Equity and Fiscal Responsibility Act of 1982 or the Life Insur-
ance Tax Act of 1984, and

(3) the reasons for any difference between such aggregate reve-
nues and anticipated revenues.

(b) REPORT WITH RESPECT TO SEGMENT BALANCE, ETC.-
(1) IN GENERAL.-The Secretary of the Treasury (in consulta-

tion with the Joint Committee on Taxation, the Committee on
Ways and Means of the House of Representatives, and the Com-
mittee on Finance of the Senate) shall conduct a full and com-
plete study of the operation of part I of subchapter L of chapter
1 of the Internal Revenue Code of 1954 during 1984, 1985, and
1986. Such study shall also include an analysis of life insur-
ance products and the taxation thereof Such study shall also
include an analysis of whether part I of such subchapter L op-
erates as a disincentive to growing companies.

(2) ITEMS TO BE INCLUDED.-The study conducted under para-
graph (1) shall include-

(A) an analysis of the portion of the taxes paid by mutual
life insurance companies and stock life insurance compa-
nies, and

(B) any other data considered relevant by either stock life
insurance companies or mutual life insurance companies in
determining appropriate segment balance, such as the re-
spective amounts of the following items held by each seg-
ment of the industry-

(i) equity,
(ii) life insurance reserves,
(iii) other types of reserves,
(iv) dividends paid to policyholders and sharehold-

ers,
(v) pension business,



(vi) total assets, and
(vii) gross receipts.

Such report shall also include an analysis of the extent to
which taxes paid by stockholders of life insurance companies
shall be included in analyzing segment balance.

(3) REPORTS.--
(A) INTERIM REPORTS.-The Secretary of the Treasury

shall submit interim reports on the study conducted under
this subsection to the Committee on Ways and Means of the
House of Representatives and the Committee on Finance of
the Senate not later than July 1, 1986, 1987, and 1988.

(B) FINAL REPORT.-Not later than January 1, 1989, the
Secretary of the Treasury shall submit a final report on the
study conducted under this subsection to the Committee on
Ways and Means of the House of Representatives and the
Committee on Finance of the Senate.

(c) AUTHORITY To REQUIRE DATA.-The Secretary of the Treasury
shall have authority to require reporting of such data with respect
to life insurance companies and their products as may be necessary
to carry out the purposes of this section.

TITLE III-RE VISION OF PRIVA TE
FOUNDATION PRO VISIONS

SEC. 301. LIMITATIONS ON DEDUCTION FOR CONTRIBUTIONS TO PRIVATE
FOUNDATIONS.

(a) INCREASE IN PERCENTAGE LIMITATION FOR INDIVIDUALS.-

(1) IN GENERAL.-Clause (i) of section 170(b)(1)(B) (relating to
percentage limitations for individuals) is amended by striking
out "20 percent" and inserting in lieu thereof "30 percent".

(2) CARRYOVER OF EXCESS CONTRIBUTIONS. -Subparagraph (B)
of section 170(b)(1) is amended by adding at the end thereof the
following new sentence:

"If the aggregate of such contributions exceeds the limita-
tion of the preceding sentence, such excess shall be treated
(in a manner consistent with the rules of subsection (d)(1))
as a charitable contribution (to which subparagraph (A)
does not apply) in each of the 5 succeeding taxable years in
order of time."

(b) DEDUCTION ALLOWED FOR FULL FAIR MARKET VALUE OF CER-

TAIN STOCK CONTRIBUTED TO PRIVATE FOUNDATIONS.-Subsection (e)
of section 170 (relating to certain contributions of ordinary income
and capital gain property) is amended by adding at the end thereof
the following new paragraph:

"(5) SPECIAL RULE FOR CONTRIBUTIONS OF STOCK FOR WHICH

MARKET QUOTATIONS ARE READILY AVAILABLE.-

"(A) IN GENERAL. -Subparagraph (B)(ii) of paragraph (1)
shall not apply to any contribution of qualified appreciated
stock.

"(B) QUALIFIED APPRECIATED sTOCK.-Except as provided
in subparagraph (C), for purposes of this paragraph, the
term 'qualified appreciated stock' means any stock of a cor-
poration-



"(i) for which (as of the date of the contribution)
market quotations are readily available on an estab-
lished securities market, and

"(ii) which is capital gain property (as defined in
subsection (b)(1)(C)(iv)).

"(C) DONOR MAY NOT CONTRIBUTE MORE THAN 10 PERCENT

OF STOCK OF CORPORATION.-

"(i) IN GENERAL.-In the case of any donor, the term
'qualified appreciated stock' shall not include any
stock of a corporation contributed by the donor in a
contribution to which paragraph (1)(B)(ii) applies (de-
termined without regard to this paragraph) to the
extent that the amount of the stock so contributed
(when increased by the aggregate amount of all prior
such contributions by the donor of stock in such corpo-
ration) exceeds 10 percent (in value) of all of the out-
standing stock of such corporation.

"(ii) SPECIAL RULE.-For purposes of clause (i), an in-
dividual shall be treated as making all contributions
made by any member of his family (as defined in sec-
tion 267(c)(4)).

"(D) TERMINATION.-This paragraph shall not apply to
contributions made after December 31, 1994."

(c) 20-PERCENT LIMITATION RETAINED FOR CONTRIBUTIONS OF

CAPITAL GAIN PROPERTY. -
(1) IN GENERAL-Paragraph (1) of section 170(b) (relating to

percentage limitations for individuals) is amended by redesig-
nating subparagraphs (D) and (E) as subparagraphs (E) and (F),
respectively, and by inserting after subparagraph (C) the follow-
ing new subparagraph:

"(D) SPECIAL LIMITATION WITH RESPECT TO CONTRIBU-
TIONS OF CAPITAL GAIN PROPERTY TO ORGANIZATIONS NOT

DESCRIBED IN SUBPARAGRAPH (A).-
"(i) IN GENERAL-In the case of charitable contribu-

tions (other than charitable contributions to which sub-
paragraph (A) applies) of capital gain property, the
total amount of such contributions of such property
taken into account under subsection (a) for any taxable
year shall not exceed the lesser of-

"(I) 20 percent of the taxpayer's contribution base
for the taxable year, or

"(II) the excess of 30 percent of the taxpayer's
contribution base for the taxable year over the
amount of the contributions of capital gain proper-
ty to which subparagraph (C) applies.

For purposes of this subsection, contributions of capital
gain property to which this subparagraph applies shall
be taken into account after all other charitable contri-
butions.

"(ii) CARRYOVER.-If the aggregate amount of contri-
butions described in clause (i) exceeds the limitation of
clause (i), such excess shall be treated (in a manner
consistent with the rules of subsection (d)(1)) as a chari-
table contribution of capital gain property to which



clause (i) applies in each of the 5 succeeding taxable
years in order of time."

(2) TECHNICAL AMENDMENTS. -

(A) Clause (vii) of section 170(b)(1)(A) is amended by strik-
ing out "subparagraph (D)" and inserting in lieu thereof
"subparagraph (E)".

(B) The subparagraph heading and clause (i) of subpara-
graph (C) of section 170(b)(1) are amended to read as fol-
lows:

"(C) SPECIAL LIMITATION WITH RESPECT TO CONTRIBU-

TIONS DESCRIBED IN SUBPARAGRAPH (A) OF CERTAIN CAPITAL

GAIN PROPERTY.-

"(i) In the case of charitable contributions described
in subparagraph (A) of capital gain property to which
subsection (e)(1)(B) does not apply, the total amount of
contributions of such property which may be taken into
account under subsection (a) for any taxable year shall
not exceed 30 percent of the taxpayer's contribution
base for such year. For purposes of this subsection, con-
tributions of capital gain property to which this sub-
paragraph applies shall be taken into account after all
other charitable contributions (other than charitable
contributions to which subparagraph (D) applies)."

(C) Subparagraph (B) of section 170(e)(1) is amended by
striking out "subsection (b)(1)(D)" and inserting in lieu
thereof "subsection (b)(1)(E)".

(d) EFFECTIVE DATES. -
(1) SUBSECTIONS (a) AND (c).-The amendments made by sub-

sections (a) and (c) shall apply to contributions made in taxable
years ending after the date of the enactment of this Act.

(2) SUBSECTION (b).-The amendment made by subsection (b)
shall apply to contributions made after the date of the enact-
ment of this Act in taxable years ending after such date.

SEC. 302. EXEMPTION FOR CERTAIN OPERATING FOUNDATIONS FROM
EXCISE TAX ON INVESTMENT INCOME.

(a) GENERAL RULE.-Section 4940 (relating to excise tax based on
investment income) is amended by adding at the end thereof the fol-
lowing new subsection:

"(d) EXEMPTION FOR CERTAIN OPERATING FOUNDATIONS.-
"(1) IN GENERAL.-No tax shall be imposed by this section on

any private foundation which is an exempt operating founda-
tion for the taxable year.

"(2) EXEMPT OPERATING FOUNDATION.-For purposes of this
subsection, the term 'exempt operating foundation' means, with
respect to any taxable year, any private foundation if-

"(A) such foundation is an operating foundation (as de-
fined in section 4942j)(3)),

"(B) such foundation has been publicly supported for at
least 10 taxable years,

"(C) at all times during the taxable year, the governing
body of such foundation-

"(i) consists of individuals at least 75 percent of
whom are not disqualified individuals, and



"(ii) is broadly representative of the general public,
and

"(D) at no time during the taxable year does such foun-
dation have an officer who is a disqualified individual.

"(3) DEFINITIoNs.-For purposes of this subsection-
"(A) PUBLICLY SUPPORTED.-A private foundation is pub-

licly supported for a taxable year if it meets the require-
ments of section 170(b)(1)(A)(vi) or 509(a)(2) for such taxable
year.

"(B) DISQUALIFIED INDIVIDUAL.-The term 'disqualified
individual' means, with respect to any private foundation,
an individual who is-

"(i a substantial contributor to the foundation,
"(ii) an owner of more than 20 percent of-

"(I) the total combined voting power of a corpo-
ration,

"(II) the profits interest of a partnership, or
"(III) the beneficial interest of a trust or unincor-

porated enterprise,
which is a substantial contributor to the foundation, or

"(iii) a member of the family of any individual de-
scribed in clause (i) or (ii).

"(C) SUBSTANTIAL CONTRIBUTOR.-The term 'substantial
contributor' means a person who is described in section
507(d)(2).

"(D) FAMILY.-The term 'family' has the meaning given
to such term by section 4946(d).

"(E) CONSTRUCTIVE OWNERSHIP.-The rules of paragraphs
(3) and (4) of section 494 6(a) shall apply for purposes of sub-
paragraph (B)(ii). "

(b) REQUIREMENT OF EXPENDITURE RESPONSIBILITY NOT To
APPLY TO CERTAIN OPERATING FoUNDATIONS. -Paragraph (4) of sec-
tion 4945(d) (defining taxable expenditure) is amended to read as
follows:

"(4) as a grant to an organization unless-
"(A) such organization is described in paragraph (1), (2),

or (3) of section 509(a) or is an exempt operating foundation
(as defined in section 4940(d)(2)), or

"(B) the private foundation exercises expenditure respon-
sibility with respect to such grant in accordance with sub-
section (h), or".

(c) EFFECTIVE DATE.-
(1) FOR SUBSECTION (a).-The amendment made by subsection

(a) shall apply to taxable years beginning after December 31,
1984.

(2) FOR SUBSECTION (b).-The amendment made by subsection
(b) shall apply to grants made after December 31, 1984, in tax-
able years ending after such date.

(3) CERTAIN EXISTING FOUNDATIONS.-A foundation which
was an operating foundation (as defined in section 49420)(3) of
the Internal Revenue Code of 1954) as of January 1, 1983, shall
be treated as meeting the requirements of section 4940(d)(2)(B) of
such Code (as added by subsection (a)).



SEC. 303. REDUCTION IN EXCISE TAX ON INVESTMENT INCOME WHERE PRI-
VATE FOUNDATION MEETS CERTAIN DISTRIBUTION REQUIRE-
MENTS.

(a) GENERAL RULE.-Section 4940 (relating to excise tax based on
investment income) is amended by adding at the end thereof the fol-
lowing new subsection:

"(e) REDUCTION IN TAX WHERE PRIVATE FOUNDATION MEETS CER-

TAIN DISTRIBUTION REQUIREMENTS.-
"(1) IN GENERAL.-In the case of any private foundation

which meets the requirements of paragraph (2) for any taxable
year, subsection (a) shall be applied with respect to such taxable
year by substituting '1 percent' for '2 percent'.

"(2) REQUIREMENTS.-A private foundation meets the require-
ments of this paragraph for any taxable year if-

"(A) the amount of the qualifying distributions made by
the private foundation during such taxable year equals or
exceeds the sum of-

"(i) an amount equal to the assets of such foundation
for such taxable year multiplied by the average percent-
age payout for the base period, plus

"(ii) I percent of the net investment income of such
foundation for such taxable year, and

"(B) the average percentage payout for the base period
equals or exceeds 5 percent.

In the case of an operating foundation (as defined in section
4942(j)(3)), subparagraph (B) shall be applied by substituting
'31/3 percent' for '5 percent'.

"(3) AVERAGE PERCENTAGE PAYOUT FOR BASE PERIOD.-For

purposes of this subsection-
"(A) IN GENERAL.-The average percentage payout for the

base period is the average of the percentage payouts for tax-
able years in the base period.

"(B) PERCENTAGE PAYOUT.-The term 'percentage payout'
means, with respect to any taxable year, the percentage de-
termined by dividing-

"(i) the amount of the qualifying distributions made
by the private foundation during the taxable year, by

"(ii) the assets of the private foundation for the tax-
able year.

"(C) SPECIAL RULE WHERE TAX REDUCED UNDER THIS SUB-

SECTION. -For purposes of this paragraph, if the amount of
the tax imposed by this section for any taxable year in the
base period is reduced by reason of this subsection, the
amount of the qualifying distributions made by the private
foundation during such year shall be reduced by the
amount of such reduction in tax.

"(4) BASE PERIOD.-For purposes of this subsection-
"(A) IN GENERAL.-The term 'base period' means, with re-

spect to any taxable year, the 5 taxable years preceding
such taxable year.

"(B) NEW PRIVATE FOUNDATIONS, ETC.-If an organiza-

tion has not been a private foundation throughout the base

period referred to in subparagraph (A), the base period



shall consist of the taxable years during which such foun-
dation has been in existence.

"(5) OTHER DEFINITIONS. -For purposes of this subsection-
"(A) QUALIFYING DISTRIBUTION.-The term 'qualifying

distribution' has the meaning given such term by section
4 94 2(g).

"(B) ASSETS.-The assets of a private foundation for any
taxable year shall be treated as equal to the excess deter-
mined under section 4942(e)(1).

"(6) TREATMENT OF SUCCESSOR ORGANIZATIONS, ETC.-In the
case of-"(A) a private foundation which is a successor to another

private foundation, this subsection shall be applied with re-
spect to such successor by taking into account the experience
of such other foundation, and

"(B) a merger, reorganization, or division of a private
foundation, this subsection shall be applied under regula-
tions prescribed by the Secretary. "

(b) EFFECTIVE DATE.-The amendment made by subsection (a)
shall apply to taxable years beginning after December 31, 1984.
SEC. 304. AMENDMENT TO TAXES ON FAILURE TO DISTRIBUTE INCOME.

(a) LIMIT ON AMOUNT OF CERTAIN ADMINISTRATIVE EXPENSES

TAKEN INTO ACCOUNT AS QUALIFYING DISTRIBUTIONS.-

(1) Subsection (g) of section 4942 (defining qualified distribu-
tions) is amended by adding at the end thereof the following
new paragraph:

"(4) LIMITATION ON ADMINISTRATIVE EXPENSES ALLOCABLE TO

MAKING OF CONTRIBUTIONS, GIFTS, AND GRANTS. -

"(A) IN GENERAL.-The amount of the grant administra-
tive expenses paid during any taxable year which may be
taken into account as qualifying distributions shall not
exceed the excess (if any) of-

"(i) .65 percent of the sum of the net assets of the pri-
vate foundation for such taxable year and the immedi-
ately preceding 2 taxable years, over

"(ii) the aggregate amount of grant administrative
expenses paid during the 2 preceding taxable years
which were taken into account as qualifying distribu-
tions.

"(B) GRANT ADMINISTRATIVE EXPENSES.-For purposes of
this paragraph, the term 'grant administrative expenses'
means any administrative expenses which are allocable to
the making of qualified grants.

"(C) QUALIFIED GRANTS.-For purposes of this paragraph,
the term 'qualified grant' means any contribution, gift, or
grant which is a qualifying distribution.

"(D) NET ASSET.-For purposes of this paragraph, the
term 'net assets' means, with respect to any taxable year,
the excess determined under subsection (e)(1) for such tax-
able year.

"(E) TRANSITIONAL RULE.-In the case of any preceding
taxable year which begins before January 1, 1985, the
amount of the grant administrative expenses taken into ac-



count under subparagraph (A)(ii) shall not exceed .65 per-
cent of the net assets of the private foundation for such tax-
able year.

"(F) TERMINATION.-This paragraph shall not apply to
taxable years beginning after December 31, 1990."

(2) Subparagraph (A) of section 4942(g)(1) (defining qualifying
distribution) is amended by striking out "including administra-
tive expenses" and inserting in lieu thereof "including that por-
tion of reasonable and necessary administrative expenses ".

(b) REQUIRED DISTRIBUTION INCREASED BY AMOUNT OF CERTAIN

REPAYMENTS, ETc.-Paragraph (1) of section 4942(d) (defining dis-
tributable amount) is amended to read as follows:

"(1) the sum of the minimum investment return plus the
amounts described in subsection (f)(2)(C), reduced by".

(c) EFFECTIVE DATE.-The amendments made by this section shall
apply to taxable years beginning after December 31, 1984.

SEC. 305. ABATEMENT OF FIRST TIER TAXES IN CERTAIN CASES.

(a) GENERAL RuLE.-Subchapter C of chapter 42 (relating to
abatement of second tier taxes) is amended by redesignating section
4962 as section 4963 and by inserting after section 4961 the follow-
ing new section:

"SEC. 4962. ABATEMENT OF PRIVATE FOUNDATION FIRST TIER TAXES IN
CERTAIN CASES.

"(a) GENERAL RULE.-If it is established to the satisfaction of the
Secretary that-

"(1) a taxable event was due to reasonable cause and not to
willful neglect, and

"(2) such event was corrected within the correction period for
such event,

then any private foundation first tier tax imposed with respect to
such event (including interest) shall not be assessed and, if assessed,
the assessment shall be abated and, if collected, shall be credited or
refunded as an overpayment.

"(b) PRIVATE FOUNDATION FIRST TIER TAx.-For purposes of this
section, the term 'private foundation first tier tax' means any first
tier tax imposed by subchapter A of chapter 42, except that such
term shall not include the tax imposed by section 4941(a) (relating
to initial tax on self-dealing)."

(b) CONFORMING AMENDMENTS.-

(1) The heading of subchapter C of chapter 42 is amended to
read as follows:

"Subchapter C-Abatement of First and Second Tier
Taxes in Certain Cases'"

(2) The table of sections for subchapter C of chapter 42 is

amended by striking out the item relating to section 4962 and

inserting in lieu thereof the following:
"Sec. 4962. Abatement of private foundation first tier taxes in certain

cases.
"Sec. 4968. Definitions."
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(3) The table of subchapters for chapter 42 is amended by
striking out the item relating to subchapter C and inserting in
lieu thereof the following:

"SuBcHAPTER C. Abatement of first and second tier taxes in certain
cases."

(4) Sections 4942()(2)(C), 6213(e), and 6503(g) are each amend-
ed by striking out 'section 4962(e)" and inserting in lieu thereof
"section 4963(e)".

(c) EFFECTIVE DATE.-The amendments made by this section shall
apply to taxable events occurring after December 31, 1984.
SEC. 306. MISCELLANEOUS AMENDMENTS.

(a) DEFINITION OF FAMILY MEMBER.-Subsection (d) of section
4946 (defining members of family) is amended to read as follows:

"(d) MEMBERS OF FAMILY.-For purposes of subsection (a)(1), the
family of any individual shall include only his spouse, ancestors,
children, grandchildren, great grandchildren, and the spouses of
children, grandchildren, and great grandchildren."

(b) REQUIREMENT THAT ANNUAL NOTICE INCLUDE TELEPHONE
NUMBER OF THE PRIVATE FouNDATION.-Subsection (d) of section
6104 (relating to public inspection of private foundations' annual re-
turns) is amended by striking out "shall state the address of the pri-
vate foundation's principal office" and inserting in lieu thereof
"shall state the address and the telephone number of the private
foundation's principal office ".

(c) EFFECTIVE DATES.-The amendments made by this subsection
shall take effect on January 1, 1985.
SEC. 307. 5-YEAR EXTENSION OF REQUIREMENT TO DISPOSE OF CERTAIN

EXCESS HOLDINGS ATTRIBUTABLE TO LARGE GIFTS AND BE-
QUESTS.

(a) GENERAL RULE. -Subsection (c) of section 4943 (relating to
taxes on excess business holdings) is amended by adding at the end
thereof the following new paragraph:

"(7) 5-YEAR EXTENSION OF PERIOD TO DISPOSE OF CERTAIN
LARGE GIFTS AND BEQUESTS.-The Secretary may extend for an
additional 5-year period the period under paragraph (6) for dis-
posing of excess business holdings in the case of an unusually
large gift or bequest of diverse business holdings or holdings
with complex corporate structures if-

"(A) the foundation establishes that-
"(i) diligent efforts to dispose of such holdings have

been made within the initial 5-year period, and
"(ii) disposition within the initial 5-year period has

not been possible (except at a price substantially below
fair market value) by reason of such size and complex-
ity or diversity of such holdings,

"(B) before the close of the initial 5-year period-
"(i) the private foundation submits to the Secretary a

plan for disposing of all of the excess business holdings
involved in the extension, and

"(ii) the private foundation submits the plan de-
scribed in clause (i) to the Attorney General (or other
appropriate State official) having administrative or su-
pervisory authority or responsibility with respect to the
foundation's disposition of the excess business holdings



involved and submits to the Secretary any response re-
ceived by the private foundation from the Attorney
General (or other appropriate State official) to such
plan during such 5-year period, and

"(C) the Secretary determines that such plan can reasonably
be expected to be carried out before the close of the extension
period."

(b) EFFECTIVE DATE. -
(1) IN GENERAL.-The amendment made by subsection (a)

shall apply to business holdings with respect to which the 5-
year period described in section 4943(c)(6) of the Internal Reve-
nue Code of 1954 ends on or after November 1, 1983.

(2) TRANSITIONAL RULE.-Any plan submitted to the Secretary
of the Treasury or his delegate on or before the 60th day after
the date of the enactment of this Act shall be treated as submit-
ted before the close of the initial 5-year period referred to in sec-
tion 4943(c)(7)(B) of the Internal Revenue Code of 1954 (as
added by subsection (a)).

SEC. 308. DECREASES ATTRIBUTABLE TO STOCK ISSUANCES NOT TO
REDUCE PERMITTED PERCENTAGE OF HOLDINGS WHERE DE-
CREASE IS 2 PERCENT OR LESS.

(a) GENERAL RULE.-The second sentence of clause (ii) of section
4943(c)(4)(A) (relating to present holdings) is amended to read as fol-
lows:

"For purposes of the preceding sentence, any decrease
in percentage holdings attributable to issuances of
stock (or to issuances of stock coupled with redemptions
of stock) shall be disregarded so long as-

"(I) the net percentage decrease disregarded
under this sentence does not exceed 2 percent, and

"(II) the number of shares held by the founda-
tion is not affected by any such issuance or re-
demption."

(b) EFFECTIVE DATE.-The amendment made by subsection (a)
shall apply to increases and decreases occurring after the date of the
enactment of this Act.
SEC. 309. AGGREGATION OF STOCK HOLDINGS OF PRIVATE FOUNDATION

AND DISQUALIFIED PERSONS IN APPLYING 95 PERCENT OWN-
ERSHIP TEST.

(a) GENERAL RuLE.-Clause (i) of section 4943(c)(4)(B) (relating to
present holdings) is amended by striking out "the private founda-
tion has" and inserting in lieu thereof "the private foundation and
all disqualified persons have"

(b) EFFECTIVE DATE.-The amendment made by subsection (a)
shall take effect as if included in the amendment made by section
101(b) of the Tax Reform Act of 1969.
SEC. 310. 5-YEAR PERIOD TO DISPOSE OF EXCESS HOLDINGS RESULTING

FROM CERTAIN ACQUISITIONS BY DISQUALIFIED PERSONS.

(a) GENERAL RuLE.-Paragraph (6) of section 4943(c) (relating to
5-year period to dispose of gifts, bequests, etc.) is amended by adding
at the end thereof the following new sentence:

"In any case where an acquisition by a disqualified person
would result in a substitution under clause (i) or (ii) of subpara-



graph (D) of paragraph (4), the preceding sentence shall be ap-
plied with respect to such acquisition as if it did not contain
the phrase 'or by a disqualified person' in the material preced-
ing subparagraph (A)."

(b) EFFECTIVE DATE.-The amendment made by subsection (a)
shall apply to acquisitions after the date of the enactment of this
Act.
SEC. 311. THE CONDUCTING OF CERTAIN GAMES OF CHANCE NOT TREATED

AS UNRELATED TRADE OR BUSINESS.
(a) GENERAL RULE.-For purposes of section 513 of the Internal

Revenue Code of 1954 (defining unrelated trade or business), the
term "unrelated trade or business" does not include any trade or
business which consists of conducting any game of chance if-

(1) such game of chance is conducted by a nonprofit organiza-
tion,

(2) the conducting of such game by such organization does not
violate any State or local law, and

(3) as of October 5, 1983-
(A) there was a State law in effect which permitted the

conducting of such game of chance by such nonprofit orga-
nization, but

(B) the conducting of such game of chance by organiza-
tions which were not nonprofit organizations would have
violated such law.

(b) EFFECTIVE DATE.-Subsection (a) shall apply to games of
chance conducted after June 30, 1981, in taxable years ending after
such date.
SEC. 312. TAX ON SELF-DEALING NOT TO APPLY TO CERTAIN STOCK PUR-

CHASES.
(a) GENERAL RuLE.-Section 4941 of the Internal Revenue Code of

1954 (relating to taxes on self-dealing) shall not apply to the pur-
chase during 1978 of stock from a private foundation (and to any
note issued in connection with such purchase) if-

(1) consideration for such purchase equaled or exceeded the
fair market value of such stock,

(2) the purchaser of such stock did not make any contribution
to such foundation at any time during the 5-year period ending
on the date of such purchase,

(3) the aggregate contributions to such foundation by the pur-
chaser before such date were less than $10,000 and less than 2
percent of the total contributions received by the foundation as
of such date, and

(4) such purchase was pursuant to the settlement of litigation
involving the purchaser.

(b) STATUTE OF LIMITATINS.-If credit or refund of any overpay-
ment of tax resulting from subsection (a) is prevented at any time
before the close of the 1-year period beginning on the date of the en-
actment of this Act by the operation of any law or rule of law,
refund or credit of such overpayment may, nevertheless, be made or
allowed if claim therefor is filed before the close of such 1-year
period.



SEC. 313. PERSON CEASES TO BE SUBSTANTIAL CONTRIBUTOR AFTER 10
YEARS WITH NO CONNECTION TO FOUNDATION.

(a) GENERAL RuLE.-Paragraph (2) of section 507(d) (defining sub-
stantial contributor) is amended by adding at the end thereof the
following new subparagraph:

"(C) PERSON CEASES TO BE SUBSTANTIAL CONTRIBUTOR IN

CERTAIN CASES.-
"(i) IN GENERAL.-A person shall cease to be treated

as a substantial contributor with respect to any private
foundation as of the close of any taxable year of such
foundation if-

"(I) during the 10-year period ending at the close
of such taxable year such person (and all related
persons) have not made any contribution to such
private foundation,

"(II) at no time during such 10-year period was
such person (or any related person) a foundation
manager of such private foundation, and

"(II) the aggregate contributions made by such
person (and related persons) are determined by the
Secretary to be insignificant when compared to the
aggregate amount of contributions to such founda-
tion by one other person.

For purposes of subclause (III), appreciation on contri-
butions while held by the foundation shall be taken
into account.

"(ii) RELATED PERSON.-For purposes of clause (i),
the term 'related person' means, with respect to any
person, any other person who would be a disqualified
person (within the meaning of section 4946) by reason
of his relationship to such person. In the case of a con-
tributor which is a corporation, the term also includes
any officer or director of such corporation."

(b) EFFECTIVE DATE.-The amendment made by subsection (a)
shall apply to taxable years beginning after December 31, 1984.

SEC. 314. TECHNICAL AMENDMENTS.
(a) AMENDMENTS OF INTERNAL REVENUE CODE OF 1954.-

(1) Subparagraph (B) of section 4942(a)(2) (relating to taxes on
failure to distribute income) is amended by striking out "subsec-
tion ()(4)" and inserting in lieu thereof "subsection ()(2)".

(2) Paragraph (1) of section 4942(f) (defining adjusted net
income) is amended by striking out "subsection (d)" and insert-
ing in lieu thereof "subsection (j)".
(3) Paragraph (3) of section 6603(n) (relating to special rule for

chapter 42 and similar taxes) is amended by striking out "sec-
tion 4942(g)(2)(B)(i)(II)" and inserting in lieu thereof "section
4 94 2(g)(2)(B)(i i) ".

(4) The amendments made by this subsection shall take effect
on the date of the enactment of this Act.

(b) AMENDMENT OF 1969 TAX REFORM A CT.-
(1) Subparagraph (A) of section 101(l)(4) of the Tax Reform

Act of 1969 is amended by striking out "by substituting '51 per-
cent' for '50 percent'" and inserting in lieu thereof "as if it did



not contain the phrase ', but in no event shall the percentage so
substituted be more than 50 percent' ".

(2) The amendment made by paragraph (1) shall apply as if
included in section 101(l)(4) of the Tax Reform Act of 1969.

(c) EXCEPTION TO DEFINITION OF DISQUALIFIED PERSONS.-

(1) Subsection (d) of section 4943 (relating to definitions and
special rules with respect to taxes on excess business holdings) is
amended by adding at the end thereof the following new para-
graph:

"(4) DISQUALIFIED PERSON.-The term 'disqualified person'
(as defined in section 4946(a)) does not include a plan described
in section 4975(e)(7) with respect to the holdings of a private
foundation described in paragraph (4) and (5) of subsection (c). ".

(2) The amendment made by paragraph (1) shall apply with
respect to taxable years beginning after the date of the enact-
ment of this Act.

TITLE IV- TAX SIMPLIFICATION

Subtitle A-Revision and Simplification of
Estimated Income Tax for Individuals

SEC. 411. REVISION OF PENALTY FOR FAILURE TO PAY ESTIMATED INCOME
TAX.

Section 6654 (relating to addition to the tax for failure by individ-
ual to pay estimated income tax) is amended to read as follows:
"SEC. 6654. FAILURE BY INDIVIDUAL TO PAY ESTIMATED INCOME TAX.

"(a) ADDITION TO THE TAx.-Except as otherwise provided in this
section, in the case of any underpayment of estimated tax by an in-
dividual, there shall be added to the tax under chapter 1 and the
tax under chapter 2 for the taxable year an amount determined by
applying-

"(1) the applicable annual rate established under section
6621,

"(2) to the amount of the underpayment,
"(3) for the period of the underpayment.

"(b) AMOUNT OF UNDERPAYMENT PERIOD OF UNDERPAYMENT.-

For purposes of subsection (a)-
"(1) AMOUNT.-The amount of the underpayment shall be the

excess of
'(A) the required installment, over
"(B) the amount (if any) of the installment paid on or

before the due date for the installment.
"(2) PERIOD OF UNDERPAYMENT.-The period of the underpay-

ment shall run from the due date for the installment to which-
ever of the following dates is the earlier-

"(A) the 15th day of the 4th month following the close of
the taxable year, or

"(B) with respect to any portion of the underpayment, the
date on which such portion is paid.

"(3) ORDER OF CREDITING PAYMENTS.-For purposes of para-
graph (2)(B), a payment of estimated tax shall be credited



against unpaid required installments in the order in which
such instalments are required to be paid.

"(C) NUMBER OF REQUIRED INSTALLMENTS; DUE DATES. -For pur-
poses of this section-

"(1) PAYABLE IN 4 INSTALLMENTS.-There shall be 4 required
installments for each taxable year.

"(2) TIME FOR PA YMENT OF INSTALLMENTS.-
"In the case of the

following required
installments: The due date is:

1st ..................................... April 15
2nd ................................... June 15
3rd .................................... Septem ber 15
4th .................................... January 15 of the following taxable

year.
"(d) AMOUNT OF REQUIRED INSTALLMENTS. -For purposes of this

section-
"(1) AMO UNT.-

"(A) IN GENERAL.-Except as provided in paragraph (2),
the amount of any required installment shall be 25 percent
of the required annual payment.

"(B) REQUIRED ANNUAL PAYMENT.-For purposes of sub-
paragraph (A), the term 'required annual payment' means
the lesser of-

"(i) 80 percent of the tax shown on the return for the
taxable year (or, if no return is filed, 80 percent of the
tax for such year), or

"(ii) 100 percent of the tax shown on the return of
the individual for the preceding taxable year.

Clause (ii) shall not apply if the preceding taxable year was
not a taxable year of 12 months or if the individual did not
file a return for such preceding taxable year.

"(2) LOWER REQUIRED INSTALLMENT WHERE ANNUALIZED
INCOME INSTALLMENT IS LESS THAN AMOUNT DETERMINED UNDER
PARAGRAPH (1).-

"(A) IN GENERAL.-In the case of any required install-
ment, if the individual establishes that the annualized
income installment is less than the amount determined
under paragraph (1)-

"(i) the amount of such required installment shall be
the annualized income installment, and

"(ii) any reduction in a required installment result-
ing from the application of this subparagraph shall be
recaptured by increasing the amount of the next re-
quired installment determined under paragraph (1) by
the amount of such reduction (and by increasing subse-
quent required installments to the extent that the re-
duction has not previously been recaptured under this
clause).

"(B) DETERMINATION OF ANNUALIZED INCOME INSTALL-
MENT.-In the case of any required installment, the annua-
lized income installment is the excess (if any) of-

"(i an amount equal to the applicable percentage of
the tax for the taxable year computed by placing on an
annualized basis the taxable income, alternative mini-
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mum taxable income, and adjusted self-employment
income for months in the taxable year ending before
the due date for the installment, over

"(ii) the aggregate amount of any prior required in-
stallments for the taxable year.

"(C) SPECIAL RULES. -For purposes of this paragraph-
"(i) ANNUALIZATION.-The taxable income, alterna-

tive minimum taxable income, and adjusted self-em-
ployment income shall be placed on an annualized
basis under regulations prescribed by the Secretary.

"(ii) APPLICABLE PERCENTAGE.-

"In the case of The applicable
the following required installments: percentage is:

1st ............................................................................ ....... 20
2nd ........................................................................... .... 40
3rd ............................................................................... 60
4th ............................................................................... 80

"(iii) ADJUSTED SELF-EMPLOYMENT INCOME.-The

term 'adjusted self-employment income' means self-em-
ployment income (as defined in section 1402(b)); except
that section 1402(b) shall be applied by placing wages
(within the meaning of section 1402(b)) for months in
the taxable year ending before the due date for the in-
stallment on an annualized basis consistent with
clause (i).

"(e) EXCEPTIONS. -

"(1) WHERE TAX IS SMALL AMOUNT.-No addition to tax shall
be imposed under subsection (a) for any taxable year if the tax
shown on the return for such taxable year (or, if no return is
filed, the tax), reduced by the credit allowable under section 31,
is less than $500.

"(2) WHERE NO TAX LIABILITY FOR PRECEDING TAXABLE

YEAR.-No addition to tax shall be imposed under subsection
(a) for any taxable year if-

"(A) the preceding taxable year was a taxable year of 12
months,

"(B) the individual did not have any liability for tax for
the preceding taxable year, and

"(C) the individual was a citizen or resident of the
United States throughout the preceding taxable year.

"(3) WAIVER IN CERTAIN CASES.-
"(A) IN GENERAL.-No addition to tax shall be imposed

under subsection (a) with respect to any underpayment to
the extent the Secretary determines that by reason of casu-
alty, disaster, or other unusual circumstances the imposi-
tion of such addition to tax would be against equity and
good conscience.

"(B) NEWLY RETIRED OR DISABLED INDIVIDUALS.-No ad-
dition to tax shall be imposed under subsection (a) with re-
spect to any underpayment if the Secretary determines
that-

"(i) the taxpayer-
"(I) retired after having attained age 62, or



"(II) became disabled,
in the taxable year for which estimated payments were
required to be made or in the taxable year preceding
such taxable year, and

"(ii) such underpayment was due to reasonable cause
and not to willful neglect.

"(f) TAX COMPUTED AFTER APPLICATION OF CREDITS AGAINST
TAx.-For purposes of this section, the term 'tax' means-

"(1) the tax imposed by chapter 1, plus
"(2) the tax imposed by chapter 2, minus
"(3) the sum of-

"(A) the credits against tax allowed by part IV of sub-
chapter A of chapter 1, other than the credit against tax
provided by section 31 (relating to tax withheld on wages),
plus

"(B) to the extent allowed under regulations prescribed by
the Secretary, any overpayment of the tax imposed by sec-
tion 4986 (determined without regard to section
4995(a)(4)(B)).

"(g) APPLICATION OF SECTION IN CASE OF TAX WITHHELD ON
WAGES. -

"(1) IN GENERAL.-For purposes of applying this section, the
amount of the credit allowed under section 31 for the taxable
year shall be deemed a payment of estimated tax, and an equal
part of such amount shall be deemed paid on each due date for
such taxable year, unless the taxpayer establishes the dates on
which all amounts were actually withheld, in which case the
amounts so withheld shall be deemed payments of estimated
tax on the dates on which such amounts were actually with-
held.

"(2) SEPARATE APPLICATION.-The taxpayer may apply para-
graph (1) separately with respect to-

"(A) wage withholding, and
"(B) all other amounts withheld for which credit is al-

lowed under section 31.
"(h) SPECIAL RULE WHERE RETURN FILED ON OR BEFORE JANU-

ARY 31.-If on or before January 31 of the following taxable year,
the taxpayer files a return for the taxable year and pays in full the
amount computed on the return as payable, then no addition to tax
shall be imposed under subsection (a) with respect to any underpay-
ment of the 4th required installment for the taxable year.

"(i) SPECIAL RULES FOR FARMERS AND FISHERMEN.-For purposes
of this section-

"(1) IN GENERAL.-If an individual is a farmer or fisherman
for any taxable year-

"(A) there shall be only I required installment for the
taxable year,

"(B) the due date for such installment shall be January
15 of the following taxable year,

"(C) the amount of such installment shall be equal to the
required annual payment (determined under subsection
(d)(1)(B) by substituting '6 3/ percent' for '80 percent' and

"(D) subsection (h) shall be applied-
"(i) by substituting 'March 1' for 'January 31, and



"(ii) by treating the required installment described in
subparagraph (A) of this paragraph as the 4th required
installment.

"(2) FARMER OR FISHERMAN DEFINED.-An individual is a
farmer or fisherman for any taxable year if-

"(A) the individual's gross income from farming or fish-
ing (including oyster farming) for the taxable year is at
least 662/3 percent of the total gross income from all sources
for the taxable year, or

"(B) such individual's gross income from farming or fish-
ing (including oyster farming) shown on the return of the
individual for the preceding taxable year is at least 6623
percent of the total gross income from all sources shown on
such return.

"() FISCAL YEARS AND SHORT YEARS.-
"(1) FISCAL YEARS.-In applying this section to a taxable year

beginning on any date other than January 1, there shall be sub-
stituted, for the months specified in this section, the months
which correspond thereto.

"(2) SHORT TAXABLE YEAR.-This section shall be applied to
taxable years of less than 12 months in accordance with regula-
tions prescribed by the Secretary.

"(k) ESTATES AND TRUSTS.-This section shall not apply to any
estate or trust.

"(1) REGULATIONS. -The Secretary shall prescribe such regulations
as may be necessary to carry out the purposes of this section."
SEC. 412. REPEAL OF REQUIREMENT OF DECLARATIONS, ETC.

(a) GENERAL RULE. -The following provisions are hereby repealed:
(1) Section 6015 (relating to declaration of estimated income

tax by individuals).
(2) Section 6073 (relating to time for filing declarations of es-

timated income tax by individuals).
(3) Section 6153 (relating to installment payments of estimat-

ed income tax by individuals).
(b) TECHNICAL AND CONFORMING AMENDMENTS.-

(1) Subsection (g) of section 871 is amended by striking out
paragraph (6) and by redesignating paragraphs (7) and (8) as
paragraphs (6) and (7), respectively.

(2) Subsection (b) of section 1403 is amended by striking out
paragraph (3).

(3) Paragraph (2) of section 6012(b) is amended by striking out
"or section 6015(a)".

(4) Paragraph (1) of section 6020(b) is amended by striking out
"(other than a declaration of estimated tax required under sec-
tion 6015)".

(5) Paragraph (1) of section 6201(b) is amended to read as fol-
lows:

"(1) ESTIMATED INCOME TAx.-No unpaid amount of estimat-
ed income tax required to be paid under section 6154 or 6654
shall be assessed."

(6) Paragraph (5) of section 6362(e) is amended by striking out
"and section 6015 and other provisions relating to declarations



of estimated income" and inserting in lieu thereof "and provi-
sions relating to estimated income tax ".

(7) Subsection (h) of section 6601 is amended to read as fol-
lows:

"(h) EXCEPTION AS TO ESTIMATED TAx.-This section shall not
apply to any failure to pay any estimated tax required to be paid by
section 6154 or 6654."

(8) Subsection (d) of section 6651 is amended to read as fol-
lows:

"(d) EXCEPTION FOR ESTIMATED TAx.-This section shall not
apply to any failure to pay any estimated tax required to be paid by
section 6154 or 6654."

(9) Section 7203 is amended by striking out "(other than a
return required under the authority of section 6015)".

(10) Subsection (a) of section 7216 is amended-
(A) by striking out "or declarations or amended declara-

tions of estimated tax under section 6015, ", and
(B) by striking out "return or declaration" each place it

appears and inserting in lieu thereof "return ".
(11) Paragraph (34) of section 7701(a) is hereby repealed.

(C) CLERICAL AMENDMENTS.-
(1) The table of sections for subpart B of part 11 of subchapter

A of chapter 61 is amended by striking out the item relating to
section 6015.

(2) The table of sections for part V of subchapter A of chapter
61 is amended by striking out the item relating to section 6073.

(3) The table of sections for subchapter A of chapter 62 is
amended by striking out the item relating to section 6153.

SEC. 413. CREDITING OF INCOME TAX 0 VERPA YMENT AGAINST ESTIMATED
TAX LIABILITY.

The application of the Internal Revenue Code of 1954 with respect
to the crediting of a prior year overpayment of income tax against
the estimated tax shall be determined-

(1) without regard to Revenue Ruling 83-111 (and without
regard to any other regulation, ruling, or decision reaching the
same result as, or a result similar to, the result set forth in such
Revenue Ruling); and

(2) with full regard to the rules (including Revenue Ruling
77-475) before Revenue Ruling 83-111.

SEC. 414. EFFECTIVE DATES.
(a) SECTIONS 411 AND 412.-

(1) IN GENERAL.-The amendments made by sections 411 and
412 shall apply with respect to taxable years beginning after De-
cember 31, 1984.

(2) WAIVER AUTHORITY.-The provisions of paragraph (3) of
section 6654(e) of the Internal Revenue Code of 1954 (as amend-
ed by section 411) shall also apply with respect to underpay-
ments for taxable years beginning in 1984.

(b) SECTION 413.-The provisions of section 413 shall take effect
on January 1, 1984.



Subtitle B-Domestic Relations

SEC. 421. TREATMENT OF TRANSFERS OF PROPERTY BETWEEN SPOUSES
OR INCIDENT TO DIVORCE.

(a) GENERAL RULE.-Part III of subchapter 0 of chapter 1 (relat-
ing to common nontaxable exchanges) is amended by adding at the
end thereof the following new section:
"SEC. 1041. TRANSFERS OF PROPERTY BETWEEN SPOUSES OR INCIDENT TO

DIVORCE.
"(a) GENERAL RuLE.-No gain or loss shall be recognized on a

transfer of property from an individual to (or in trust for the benefit
of)- "(1) a spouse, or

"(2) a former spouse, but only if the transfer is incident to the
divorce.

"(b) TRANSFER TREATED AS GIFT; TRANSFEREE HAS TRANSFEROR'S
BASIS.-In the case of any transfer of property described in subsec-
tion (a)-

"(1) for purposes of this subtitle, the property shall be treated
as acquired by the transferee by gift, and

"(2) the basis of the transferee in the property shall be the ad-
justed basis of the transferor.

"(C) INCIDENT TO DIvoRCE.-For purposes of subsection (a)(2), a
transfer of property is incident to the divorce if such transfer-

"(1) occurs within 1 year after the date on which the mar-
riage ceases, or

"(2) is related to the cessation of the marriage.
"(d) SPECIAL RULE WHERE SPOUSE Is NONRESIDENT ALIEN.-

Paragraph (1) of subsection (a) shall not apply if the spouse of the
individual making the transfer is a nonresident alien."

(b) TECHNICAL AMENDMENTS.-
(1) REPEAL OF SECTION 72(k).-Subsection (k) of section 72 (re-

lating to payments in discharge of alimony) is hereby repealed.
(2) REPEAL OF SECTION lo(e). -Subsection (e) of section 101

(relating to alimony, etc., payments) is hereby repealed.
(3) COORDINATION WITH SECTION 453B.-Section 453B (relating

to gain or loss on disposition of installment obligations) is
amended by adding, at the end thereof the following new subsec-
tion:

"(g) TRANSFERS BETWEEN SPOUSES OR INCIDENT TO DIVORCE.-In
the case of any transfer described in subsection (a) of section 1041-

"(1) subsection: (a) of this section shall not apply, and
"(2) the same tax treatment with respect to the transferred in-

stallment obligation shall apply to the transferee as would have
applied to the transferor."

(4) TERM INTERESTS.-Paragraph (1) of section 1001(e) (relat-
ing to certain term interest) is amended by striking out "section
1014 or 1015" and inserting in lieu thereof "section 1014, 1015,
or 1041 ".

(5) COORDINATION WITH SECTION 1015.-Section 1015 (relating
to basis of property acquired by gifts and transfers in trust) is
amended by adding at the end thereof the following new subsec-
tion:



"(e) GIFTs BETWEEN SPOUSES.-In the case of any property ac-
quired by gift in a transfer described in section 1041(a), the basis of
such property in the hands of the transferee shall be determined
under section 1041(b)(2) and not this section."

(6) COORDINATION WITH SECTION 1239.-

(A) Subsection (b) of section 1239, as amended by this
Act, is amended by striking out paragraph (1) and by redes-
ignating paragraphs (2) and (3) as paragraphs (1) and (2),
respectively.

(B) Subparagraph (C) of section 453(h)(1) (relating to spe-
cial rule where obligor and shareholder are related persons)
is amended by striking out "the obligor of any installment
obligation and the shareholder are related persons" and in-
serting in lieu thereof "the obligor of any installment obli-
gation and the shareholder are married to each other or are
related persons ".

(C) The subsection heading for section 453(g) is amended
by striking out "SPOUSE OR ".

(7) COORDINATION WITH SECTION 47.-Section 47 (relating to
certain dispositions, etc., of section 38 property) is amended by
adding at the end thereof the following new subsection:

"(e) TRANSFERS BETWEEN SPOUSES OR INCIDENT TO DIVORCE. -In
the case of any transfer described in subsection (a) of section 1041-

"(1) subsection (a) of this section shall not apply, and
"(2) the same tax treatment under this section with respect to

the transferred property shall apply to the transferee as would
have applied to the transferor."

(C) CLERICAL AMENDMENT.-The table of sections for such part III
is amended by adding at the end thereof the following.
"Sec. 1041. Transfers of property between spouses or incident to divorce."

(d) EFFECTIVE DATES.-
(1) IN GENERAL.-Except as otherwise provided in this subsec-

tion, the amendments made by this section shall apply to trans-
fers after the date of the enactment of this Act in taxable years
ending after such date.

(2) ELECTION TO HAVE AMENDMENTS APPLY TO TRANSFERS

AFTER 1983.-If both spouses or former spouses make an election
under this paragraph, the amendments made by this section
shall apply to all transfers made by such spouses (or former
spouses) after December 31, 1983.

(2) EXCEPTION FOR TRANSFERS PURSUANT TO EXISTING DE-

CREE.-Except in the case of an election under paragraph (2),
the amendments made by this section shall not apply to trans-
fers under any instrument in effect on or before the date of the
enactment of this Act unless both spouses (or former spouses)
elect to have such amendments apply to transfers under such
instrument.

(4) ELECTION.-Any election under paragraph (2) or (3) shall
be made in such manner, at such time, and subject to such con-
ditions, as the Secretary of the Treasury or his delegate may by
regulations prescribe.



SEC. 422. TAX TREATMENT OF ALIMONY AND SEPARATE MAINTENANCE
PA YMENTS.

(a) GENERAL RuLE.-Section 71 (relating to alimony and separate
maintenance payments) is amended to read as follows:

"SEC. 71. ALIMONY AND SEPARATE MAINTENANCE PA YMENTS.

"(a) GENERAL RULE.-Gross income includes amounts received as
alimony or separate maintenance payments.

"(b) ALIMONY OR SEPARATE MAINTENANCE PAYMENTS DEFINED.-
For purposes of this section-

"(1) IN GENERAL.-The term 'alimony or separate mainte-
nance payment'means any payment in cash if-

"(A) such payment is received by (or on behalf of) a
spouse under a divorce or separation instrument,

"(B) the divorce or separation instrument does not desig-
nate such payment as a payment which is not includible in
gross income under this section and not allowable as a de-
duction under section 215,

"(C) in the case of an individual legally separated from
his spouse under a decree of divorce or of separate mainte-
nance, the payee spouse and the payor spouse are not mem-
bers of the same household at the time such payment is
made, and

"(D) there is no liability to make any such payment for
any period after the death of the payee spouse and there is
no liability to make any payment (in cash or property) as a
substitute for such payments after the death of the payee
spouse (and the divorce or separation instrument states that
there is no such liability).

"(2) DIVORCE OR SEPARATION INSTRUMENT.-The term 'divorce
or separation instrument' means-

"(A) a decree of divorce or separate maintenance or a
written instrument incident to such a decree,

"(B) a written separation agreement, or
"(C) a decree (not described in subparagraph (A)) requir-

ing a spouse to make payments for the support or mainte-
nance of the other spouse.

"(c) PA YMENTS To SUPPORT CHILDREN. -
"(1) IN GENERAL.-Subsection (a) shall not apply to that part

of any payment which the terms of the divorce or separation in-
strument fix (in terms of an amount of money or a part of the
payment) as a sum which is payable for the support of children
of the payor spouse.

"(2) TREATMENT OF CERTAIN REDUCTIONS RELATED TO CONTIN-
GENCIES INVOLVING CHILD.-For purposes of paragraph (1), if
any amount specified in the instrument will be reduced-

"(A) on the happening of a contingency specified in the
instrument relating to a child (such as attaining a specified
age, marrying, dying, leaving school, or a similar contin-
gency), or

"(B) at a time which can clearly be associated with a con-
tingency of a kind specified in paragraph (1),



an amount equal to the amount of such reduction will be treat-
ed as an amount fixed as payable for the support of children of
the payor spouse.

"(3) SPECIAL RULE WHERE PAYMENT IS LESS THAN AMOUNT

SPECIFIED IN INSTRUMENT.-For purposes of this subsection, if
any payment is less than the amount specified in the instru-
ment, then so much of such payment as does not exceed the sum
payable for support shall be considered a payment for such sup-
port.

"(d) SPousE.-For purposes of this section, the term 'spouse' in-
cludes a former spouse.

"(e) EXCEPTION FOR JOINT RETURNS.-This section and section
215 shall not apply if the spouses make a joint return with each
other.

(t) SPECIAL RULES To PREVENT EXCESS FRONT-LOADING OF ALI-
MONY PAYMENTS.-

"(1) REQUIREMENT THAT PAYMENTS BE FOR MORE THAN 6

YEARS.-Alimony or separate maintenance payments (in excess
of $10,000 during any calendar year) paid by the payor spouse to
the payee spouse shall not be treated as alimony or separate
maintenance payments unless such payments are to be made by
the payor spouse to the payee spouse in each of the 6 post-sepa-
ration years (not taking into account any termination contin-
gent on the death of either spouse or the remarriage of the
payee spouse).

"(2) RECOMPUTATION WHERE PAYMENTS DECREASE BY MORE

THAN sioooo.-If there is an excess amount determined under
paragraph (3) for any computation year-

"(A) the payor spouse shall include such excess amount
in gross income for the payor spouse's taxable year begin-
ning in the computation year, and

"(B) the payee spouse shall be allowed a deduction in
computing adjusted gross income for such excess amount
for the payee spouse's taxable year beginning in the compu-
tation year.

"(3) DETERMINATION OF EXCESS AMOUNT.-The excess amount
determined under this paragraph for any computation year is
the sum of-

"(A) the excess (if any) of-
"(i) the amount of alimony or separate maintenance

payments paid by the payor spouse during the immedi-
ately preceding post-separation year, over

"(ii) the amount of the alimony or separate mainte-
nance payments paid by the payor spouse during the
computation year increased by $10,000, plus

"(B) a like excess for each of the other preceding post-sep-
aration years.

In determining the amount of the alimony or separate mainte-
nance payments paid by the payor spouse during any preceding
post-separation year, the amount paid during such year shall be
reduced by any excess previously determined in respect of such
year under this paragraph.

"(4) DEFINITIONS.-For purposes of this subsection-



"(A) POST-SEPARATION YEAR.-The term 'post-separation
year' means any calendar year in the 6 calendar year period
beginning with the first calendar year in which the payor
spouse paid to the payee spouse alimony or separate mainte-
nance payments to which this section applies.

"(B) COMPUTATION YEAR.-The term 'computation year'
means the post-separation year for which the excess under
paragraph (3) is being determined.

"(5) EXCEPTIONS. -

"(A) WHERE PAYMENTS CEASE BY REASON OF DEATH OR

REMARRIAGE.-Paragraph (2) shall not apply to any post-
separation year (and subsequent post-separation years) if-

"(i) either spouse dies before the close of such post-
separation year or the payee spouse remarries before the
close of such post-separation year, and

"(ii) the alimony or separate maintenance payments
cease by reason of such death or remarriage.

"(B) SUPPORT PAYMENTS.-For purposes of this subsec-
tion, the term 'alimony or separate maintenance payment'
shall not include any payment received under a decree de-
scribed in subsection (b)(2)(C).

"(C) FLUCTUATING PAYMENTS NOT WITHIN CONTROL OF
PAYOR SPOUSE.-For purposes of this subsection, the term
'alimony or separate maintenance payment' shall not in-
clude any payment to the extent it is made pursuant to a
continuing liability (over a period of not less than 6 years)
to pay a fixed portion of the income from a business or
property or from compensation for employment or self-em-
ployment.

(b) AMENDMENT OF SECTION 215.-Section 215 (relating to deduc-
tion for alimony, etc., payments) is amended to read as follows:
"SEC. 215. ALIMONY, ETC., PAYMENTS.

"(a) GENERAL RULE.-In the case of an individual, there shall be
allowed as a deduction an amount equal to the alimony or separate
maintenance payments paid during such individual's taxable year.

"(b) ALIMONY OR SEPARATE MAINTENANCE PAYMENTS DEFINED.-
For purposes of this section, the term 'alimony or separate mainte-
nance payment' means any alimony or separate maintenance pay-
ment (as defined in section 71(b)) which is includible in the gross
income of the recipient under section 71.

"(C) REQUIREMENT OF IDENTIFICATION NUMBER.-The Secretary
may prescribe regulations under which-

"(1) any individual receiving alimony or separate mainte-
nance payments is required to furnish such individual's taxpay-
er identification number to the individual making such pay-
ments, and

"(2) the individual making such payments is required to in-
clude such taxpayer identification number on such individual's
return for the taxable year in which such payments are made.

"(d) COORDINATION WITH SECTION 682.-No deduction shall be al-
lowed under this section with respect to any payment if, by reason of
section 682 (relating to income of alimony trusts), the amount there-
of is not includible in such individual's gross income."



(C) PENALTY FOR FAILURE To SUPPLY IDENTIFYING NUMBER.-Sec-
tion 6676 (relating to failure to supply identifying number) is
amended by redesignating subsection (c) as subsection (d) and by in-
serting after subsection (b) the following new subsection:

"(C) PENALTY FOR FAILURE To SUPPLY IDENTIFYING NUMBER
UNDER SECTION 215.-If any person who is required by regulations
prescribed under section 215-

"(1) to furnish his taxpayer identification number to another
person, or

"(2) to include on his return the taxpayer identification
number of another person,

fails to comply with such requirement at the time prescribed by such
regulations, such person shall, unless it is shown that such failure
is due to reasonable cause and not to willful neglect, pay a penalty
of $50 for each such failure."

(d) TECHNICAL AMENDMENTS.-
(1) Subparagraph (B) of section 219(b)(4) (relating to certain

divorced individuals) is amended by striking out all that fol-
lows "gross income" and inserting in lieu thereof "under section
71 (relating to alimony and separate maintenance payments) by
reason of a payment under a decree of divorce or separate main-
tenance or a written instrument incident to such a decree."

(2) Subsection (b) of section 682 (relating to income of an
estate or trust in case of divorce, etc.) is amended-

(A) by striking out "or section 71 ", and
(B) by striking out the last sentence.

(3) Paragraph (17) of section 7701(a) (defining husband and
wife) is amended by striking out "71, 152(b)(4), 215, and 682"
and inserting in lieu thereof "152(b)(4) and 682".

(e) EFFECTIVE DATE.-
(1) IN GENERAL.-Except as otherwise provided in this subsec-

tion, the amendments made by this section shall apply with re-
spect to divorce or separation instruments (as defined in section
71(b)(2) of the Internal Revenue Code of 1954, as amended by
this section) executed after December 31, 1984.

(2) MODIFICATIONS OF INSTRUMENTS EXECUTED BEFORE JANU-

ARY 1, 1985.-The amendments made by this section shall also
apply to any divorce or separation instrument (as so defined) ex-
ecuted before January 1, 1985, but modified on or after such
date if the modification expressly provides that the amend-
ments made by this section shall apply to such modification.

(3) REQUIREMENT OF IDENTIFICATION NUMBER.-Section 215(c)
of the Internal Revenue Code of 1954 (as amended by subsection
(b)) and the amendments made by subsection (c) shall apply to
payments made after December 31, 1984.

SEC. 423. DEPENDENCY EXEMPTION IN THE CASE OF CHILD OF DIVORCED
PARENTS, ETC.

(a) GENERAL RULE.-Subsection (e) of section 152 (relating to sup-
port test in case of child of divorced parents, etc.) is amended to
read as follows:

"(e) SUPPORT TEST IN CASE OF CHILD OF DIVORCED PARENTS,
ETC.-



"(1) CUSTODIAL PARENT GETS EXEMPTION.-Except as otherwise
provided in this subsection, if-

"(A) a child (as defined in section 151(e(3)) receives over
half of his support during the calendar year from his par-
ents-

"(i) who are divorced or legally separated under a
decree of divorce or separate maintenance,

"(ii) who are separated under a written separation
agreement, or

"(iii) who live apart at all times during the last 6
months of the calendar year, and

"(B) such child is in the custody of one or both of his par-
ents for more than one-half of the calendar year,

such child shall be treated, for purposes of subsection (a), as re-
ceiving over half of his support during the calendar year from
the parent having custody for a greater portion of the calendar
year (hereinafter in this subsection referred to as the 'custodial
parent .

"(2) EXCEPTION WHERE CUSTODIAL PARENT RELEASES CLAIM TO

EXEMPTION FOR THE YEAR.-A child of parents described in
paragraph (1) shall be treated as having received over half of
his support during a calendar year from the noncustodial
parent if-

"(A) the custodial parent signs a written declaration (in
such manner and form as the Secretary may by regulations
prescribe) that such custodial parent will not claim such
child as a dependent for any taxable year beginning in
such calendar year, and

"(B) the noncustodial parent attaches such written decla-
ration to the noncustodial parent's return for the taxable
year beginning during such calendar year.

For purposes of this subsection, the term 'noncustodial parent'
means the parent who is not the custodial parent.

"(2) EXCEPTION FOR MULTIPLE-SUPPORT AGREEMENT.-This
subsection shall not apply in any case where over half of the
support of the child is treated as having been received from a
taxpayer under the provisions of subsection (c).

'(4) EXCEPTION FOR CERTAIN PRE-1985 INSTRUMENTS.-
"(A) IN GENERAL.-A child of parents described in para-

graph (1) shall be treated as having received over half his
support during a calendar year from the noncustodial
parent if-

"(i a qualified pre-1985 instrument between the par-
ents applicable to the taxable year beginning in such
calendar year provides that the noncustodial parent
shall be entitled to any deduction allowable under sec-
tion 151 for such child, and

"(ii) the noncustodial parent provides at least $600
for the support of such child during such calendar
year.

For purposes of this subparagraph, amounts expended for
the support of a child or children shall be treated as re-
ceived from the noncustodial parent to the extent that such
parent provided amounts for such support.



"(B) QUALIFIED PRE-1985 INSTRUMENT.-For purposes of
this paragraph, the term 'qualified pre-1985 instrument'
means any decree of divorce or separate maintenance or
written agreement-

"(i) which is executed before January 1, 1985,
"(ii) which on such date contains the provision de-

scribed in subparagraph (A)(i), and
"(iii) which is not modified on or after such date in

a modification which expressly provides that this para-
graph shall not apply to such decree or agreement.

"(5) SPECIAL RULE FOR SUPPORT RECEIVED FROM NEW SPOUSE
OF PARENT.-For purposes of this subsection, in the case of the
remarriage of a parent, support of a child received from the par-
ent's spouse shall be treated as received from the parent.

"(6) CROSS REFERENCE. -
"For provision treating child as dependent of both parents for purposes of

medical expense deduction, see section 213(d)(4)."

(b) TREATMENT AS DEPENDENT OF BOTH PARENTS FOR MEDICAL
EXPENSE DEDUCTION.-

(1) Subsection (d) of section 213 (relating to definitions) is
amended by redesignating paragraphs (4), (5), and (6) as para-
graphs (5), (6), and (7), respectively, and by inserting after para-
graph (3) the following new paragraph:

"(4) SPECIAL RULE IN THE CASE OF CHILD OF DIVORCED PAR-
ENTS, ETC.-Any child to whom section 152(e) applies shall be
treated as a dependent of both parents for purposes of this sec-
tion."

(2) Subsection (b) of section 105 is amended by adding at the
end thereof the following new sentence: "Any child to whom
section 152(e) applies shall be treated as a dependent of both
parents for purposes of this subsection."
(3) Paragraph (6) of section 213(d) (as redesignated by para-

graph (1)) is amended by striking out "the limitations of para-
graph (4)" and inserting in lieu thereof "the limitations of
paragraph (5)".

(c) TREATMENT OF CERTAIN MARRIED INDIVIDUALS LIVING
APART.-

(1) Subsection (b) of section 143 (relating to certain married
individuals living apart) is amended to read as follows:

"(b) CERTAIN MARRIED INDIVIDUALS LIVING APART.-For purposes
of those provisions of this title which refer to this subsection, if-

"(1) an individual who is married (within the meaning of
subsection (a)) and who files a separate return maintains as his
home a household which constitutes for more than one-half of
the taxable year the principal place of abode of a child (within
the meaning of section 151(e)(3)) with respect to whom such in-
dividual is entitled to a deduction for the taxable year under
section 151 (or would be so entitled but for paragraph (2) or (4)
of section 152(e)),

"(2) such individual furnishes over one-half of the cost of
maintaining such household during the taxable year, and

"(3) during the last 6 months of the taxable year, such indi-
vidual's spouse is not a member of such household,

such individual shall not be considered as married."



(2) Subparagraph (A) of section 2(b)(1) (defining head of
household) is amended-

(A) by striking out "which constitutes for such taxable
year" and inserting in lieu thereof "which constitutes for
more than one-half of such taxable year", and

(B) by striking out "under section 151" in clause (i) and
inserting in lieu thereof "under section 151 (or would be so
entitled but for paragraph (2) or (4) of section 152(e))".

(3) Paragraph (1) of section 43(c) (defining eligible individual)
is amended-

(A) by inserting after "section 151(e)(3))" in subparagraph
(A)(i) the following: "or would be so entitled but for para-
graph (2) or (4) of section 152(e)" and

(B) by striking out "the child has the same principal
place of abode as the individual" in subparagraph (B) and
inserting in lieu thereof "the child has the same principal
place of abode as the individual for more than one-half of
the taxable year".

(4) Paragraph (5) of section 44A(f) (relating to special depend-
ency test in case of divorced parents, etc.) is amended to read as
follows:

"(5) SPECIAL DEPENDENCY TEST IN CASE OF DIVORCED PAR-

ENTS, ETC. -If-
"(A) paragraph (2) or (4) of section 152(e) applies to any

child with respect to any calendar year, and
"(B) such child is under the age of 15 or is physically or

mentally incapable of caring for himself,
in the case of any taxable year beginning in such calendar year,
such child shall be treated as a qualifying individual described
in subparagraph (A) or (B) of subsection (c)(1) (whichever is ap-
propriate) with respect to the custodial parent (within the
meaning of section 152(e)(1)), and shall not be treated as a
qualifying individual with respect to the noncustodial parent."

(d) EFFECTIVE DATE.-The amendments made by this section
shall apply to taxable years beginning after December 31, 1984.
SEC. 424. INNOCENT SPOUSE RELIEVED OF LIABILITY IN CERTAIN CASES.

(a) GENERAL RULE.-Subsection (e) of section 6013 (relating to
spouse relieved of liability in certain cases) is amended to read as
follows:

"(e) SPOUSE RELIEVED OF LIABILITY IN CERTAIN CASES.-

"(1) IN GENERAL.-Under regulations prescribed by the Secre-
tary, if-

"(A) a joint return has been made under this section for
a taxable year,

"(B) on such return there is a substantial understatement
of tax attributable to grossly erroneous items of one spouse,

"(C) the other spouse establishes that in signing the
return he or she did not know, and had no reason to know,
that there was such substantial understatement, and

"(D) taking into account all the facts and circumstances,
it is inequitable to hold the other spouse liable for the defi-
ciency in tax for such taxable year attributable to such sub-
stantial understatement,
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then the other spouse shall be relieved of liability for tax (in-
cluding interest, penalties, and other amounts) for such taxable
year to the extent such liability is attributable to such substan-
tial understatement.

"(2) GROSSLY ERRONEOUS ITEMs.-For purposes of this subsec-
tion, the term 'grossly erroneous items' means, with respect to
any spouse-

"(A) any item of gross income attributable to such spouse
which is omitted from gross income, and

"(B) any claim of a deduction, credit, or basis by such
spouse in an amount for which there is no basis in fact or
law.

"(3) SUBSTANTIAL UNDERSTATEMENT.-For purposes of this
subsection, the term 'substantial understatement' means any
understatement (as defined in section 6661(b)(2)(A)) which ex-
ceeds $500.

"(4) UNDERSTATEMENT MUST EXCEED SPECIFIED PERCENTAGE

OF SPOUSE'S INCOME.-
"(A) ADJUSTED GROSS INCOME OF $20,000 OR LESS.-If the

spouse's adjusted gross income for the preadjustment year
is $20,000 or less, this subsection shall apply only if the li-
ability described in paragraph (1) is greater than 10 percent
of such adjusted gross income.

"(B) ADJUSTED GROSS INCOME OF MORE THAN $20,ooo.-If
the spouse's adjusted gross income for the preadjustment
year is more than $20,000, subparagraph (A) shall be ap-
plied by substituting '25 percent'for '10 percent'.

"(C) PREADJUSTMENT YEAR.-For purposes of this para-
graph, the term 'preadjustment year means the most recent
taxable year of the spouse ending before the date the defi-
ciency notice is mailed.

"(D) COMPUTATION OF SPOUSE'S ADJUSTED GROSS

INCOME.-If the spouse is married to another spouse at the
close of the preadjustment year, the spouse's adjusted gross
income shall include the income of the new spouse (whether
or not they file a joint return).

"(E) EXCEPTION FOR OMISSIONS FROM GROSS INCOME.-

This paragraph shall not apply to any liability attributable
to the omission of an item from gross income.

"(5) SPECIAL RULE FOR COMMUNITY PROPERTY INCOME.-For

purposes of this subsection, the determination of the spouse to
whom items of gross income (other than gross income from prop-
erty) are attributable shall be made without regard to communi-
ty property laws."

(b) TREATMENT OF COMMUNITY INCOME.--

(1) IN GENERAL.-Section 66 (relating to treatment of commu-
nity income where spouses live apart) is amended by redesignat-
ing subsection (b) as subsection (d) and by inserting after subsec-
tion (a) the following new subsections:

"(b) SECRETARY MAY DISREGARD COMMUNITY PROPERTY LAWS

WHERE SPOUSE NOT NOTIFIED OF COMMUNITY INCOME.- The Secre-
tary may disallow the benefits of any community property law to
any taxpayer with respect to any income if such taxpayer acted as if
solely entitled to such income and failed to notify the taxpayers



spouse before the due date (including extensions) for filing the
return for the taxable year in which the income was derived of the
nature and amount of such income.

"(c) SPOUSE RELIEVED OF LIABILITY IN CERTAIN OTHER CASES.-
Under regulations prescribed by the Secretary, if-

"(1) an individual does not file a joint return for any taxable
year,

"(2) such individual does not include in gross income for such
taxable year an item of community income properly includible
therein which, in accordance with the rules contained in section
879(a), would be treated as the income of the other spouse,

"(3) the individual establishes that he or she did not know of,
and had no reason to know of, such item of community income,
and

"(4) taking into account all facts and circumstances, it is in-
equitable to include such item of community income in such in-
dividual's gross income,

then, for purposes of this title, such item of community income shall
be included in the gross income of the other spouse (and not in the
gross income of the individual)."

(2) CLERICAL AMENDMENTS. -
(A) The section heading of section 66 is amended by strik-

ing out "WHERE SPOUSES LIVE APART"
(B) The subsection heading of subsection (a) of section 66

is amended by striking out "GENERAL RULE" and inserting
in lieu thereof "TREATMENT OF COMMUNITY INCOME WHERE

SPOUSES LIVE APART"'
(C) The table of sections for part I of subchapter B of

chapter I is amended by striking out "where spouses live
apart" in the item relating to section 66.

(c) EFFECTIVE DATES.-
(1) IN GENERAL.-Except as provided in paragraph (2), the

amendments made by subsections (a) and (b) shall apply to all
taxable years to which the Internal Revenue Code of 1954 ap-
plies. Corresponding provisions shall be deemed to be included
in the Internal Revenue Code of 1939 and shall apply to all tax-
able years to which such Code applies.

(2) AUTHORITY TO DISREGARD COMMUNITY PROPERTY LAWS.-
Subsection (b) of section 66 of the Internal Revenue Code of
1954, as added by subsection (b), shall apply to taxable years be-
ginning after December 31, 1984.

SEC. 425. TREATMENT OF CERTAIN PROPERTY SETTLEMENTS FOR PUR.
POSES OF ESTATE AND GIFT TAXES.

(a) DEDUCTION ALLOWED AGAINST ESTATE TAX FOR TRANSFERS
SATISFYING SECTION 2516.-

(1) IN GENERAL.-Subsection (b) of section 2043 (relating to
transfers for insufficient consideration) is amended to read as
follows:

"(b) MARITAL RIGHTS NOT TREATED AS CONSIDERATION.-

"(1) IN GENERAL.-For purposes of this chapter, a relinquish-
ment or promised relinquishment of dower or curtesy, or of a
statutory estate created in lieu of dower or curtesy, or of other
marital rights in the decedent's property or estate, shall not be



considered to any extent a consideration 'in money or money's
worth'.

"(2) EXCEPTION.-For purposes of section 2053 (relating to ex-
penses, indebtedness, and taxes), a transfer of property which
satisfies the requirements of paragraph (1) of section 2516 (relat-
ing to certain property settlements) shall be considered to be
made for an adequate and full consideration in money or
money's worth."

(2) CROSS REFERENCE.-Subsection (e) of section 2053 (relating
to deduction for expenses, indebtedness, and taxes) is amended
to read as follows:

"(e) MARITAL RIGHTS.-
"For provisions treating certain relinquishments of marital rights as con-

sideration in money or money's worth, see section 2043(b)(2)."

(b) SECTION 2516 EXTENDED TO AGREEMENTS ENTERED INTO

WITHIN 1 YEAR AFTER DIvoRCE.-Section 2516 (relating to certain
property settlements) is amended by striking out so much of such
section as precedes paragraph (1) thereof and inserting in lieu there-
of the following:

"Where a husband and wife enter into a written agreement rela-
tive to their marital and property rights and divorce occurs within
the 3-year period beginning on the date 1 year before such agreement
is entered into (whether or not such agreement is approved by the
divorce decree), any transfers of property or interests in property
made pursuant to such agreement- ".

(c) EFFECTIVE DATES.-
(1) SUBSECTION (a).-The amendments made by subsection (a)

shall apply to estates of decedents dying after the date of the
enactment of this Act.

(2) SUBSECTION (b).-The amendment made by subsection (b)
shall apply to transfers after the date of the enactment of this
Act.

SEC. 426. INCOME FROM SHELTERED WORKSHOPS NOT TAKEN INTO AC-
COUNT IN DETERMINING DEPENDENCY EXEMPTION.

(a) IN GENERAL. -Subsection (e) of section 151 (relating to addi-
tional personal exemption for dependents) is amended by adding at
the end thereof the following new paragraph:

"(5) CERTAIN INCOME OF HANDICAPPED DEPENDENTS NOT

TAKEN INTO ACCOUNT. -

"(A) IN GENERAL.-For purposes of paragraph (1)(A), the
gross income of an individual who is permanently and to-
tally disabled shall not include income attributable to serv-
ices performed by the individual at a sheltered workshop
if-

"(i) the availability of medical care at such workshop
is the principal reason for his presence there, and

"(ii) the income arises solely from activities at such
workshop which are incident to such medical care.

"(B) SHELTERED WORKSHOP DEFINED.-For purposes of
subparagraph (A), the term 'sheltered workshop' means a
school-

"(i) which provides special instruction or training de-
signed to alleviate the disability of the individual, and

"(ii) which is operated by-



"(I) an organization described in section 501(c)(3)
and exempt from tax under section 501(a), or

"(II) a State, a possession of the United States,
any political subdivision of any of the foregoing,
the United States, or the District of Columbia.

"(C) PERMANENT AND TOTAL DISABILITY DEFINED.-

An individual shall be treated as permanently and to-
tally disabled for purposes of this paragraph if such
individual would be so treated under paragraph (3) of
section 37(e)."

(b) EFFECTIVE DATE.-The amendment made by subsection (a)
shall apply to taxable years beginning after December 31, 1984.

Subtitle C-Revision of At-Risk Rules

SEC. 431. REVISION OF INVESTMENT CREDIT AT-RISK RULES.

(a) IN GENERAL.-SO much of paragraph (8) of section 46(c) (relat-
ing to limitation to amount at risk) as precedes subparagraph (F)
thereof is amended to read as follows:

"(8) CERTAIN NONRECOURSE FINANCING EXCLUDED FROM

CREDIT BASE.-

"(A) LIMITATION.-The credit base of any property to
which this paragraph applies shall be reduced by the non-
qualified nonrecourse financing with respect to such proper-
ty (as of the close of the taxable year in which placed in
service).

"(B) PROPERTY TO WHICH PARAGRAPH APPLIES.-This

paragraph applies to any property which-
"(i) is placed in service during the taxable year by a

taxpayer described in section 465(a)(1), and
"(ii) is used in connection with an activity with re-

spect to which any loss is subject to limitation under
section 465.

"(C) CREDIT BASE DEFINED.-For purposes of this para-
graph, the term 'credit base' means-

"(i) in the case of new section 38 property, the basis
of the property, or

"(ii) in the case of used section 38 property, the cost
of such property.

"(D) NONQUALIFIED NONRECOURSE FINANCING.-

"(i) IN GENERAL.-For purposes of this paragraph
and paragraph (9), the term nonqualified nonrecourse
financing' means any nonrecourse financing which is
not qualified commercial financing.

"(ii) QUALIFIED COMMERCIAL FINANCING.-For pur-
poses of this paragraph, the term 'qualified commercial
financing' means any financing with respect to any
property if-

"(I) such property is acquired by the taxpayer
from a person who is not a related person,

"(II) the amount of the nonrecourse financing
with respect to such property does not exceed 80
percent of the credit base of such property, and



"(III) such financing is borrowed from a quali-
fied person or represents a loan from any Federal,
State, or local government or instrumentality
thereof, or is guaranteed by any Federal, State, or
local government.

Such term shall not include any convertible debt.
"(iii) NONRECOURSE FINANCING.-For purposes of this

subparagraph, the term 'nonrecourse financing' in-
cludes-

"(I) any amount with respect to which the tax-
payer is protected against loss through guarantees,
stop-loss agreements, or other similar arrange-
ments, and

"(II) except to the extent provided in regulations,
any amount borrowed from a person who has an
interest (other than as a creditor) in the activity in
which the property is used or from a related person
to a person (other than the taxpayer) having such
an interest.

In the case of amounts borrowed by a corporation from
a shareholder, subclause (II) shall not apply to an in-
terest as a shareholder.

"(iv) QUALIFIED PERSON.-For purposes of this para-
graph, the term 'qualified person means any person
which is actively and regularly engaged in the business
of lending money and which is not-

"(I) a related person with respect to the taxpayer,
"(II) a person from which the taxpayer acquired

the property (or a related person to such person), or
"(III) a person who receives a fee with respect to

the taxpayer's investment in the property (or a re-
lated person to such person).

"(v) RELATED PERSON.-For purposes of clause (i), the
term 'related person' has the meaning given such term
by section 168(e)(4). Except as otherwise provided in reg-
ulations prescribed by the Secretary, the determination
of whether a person is a related person shall be made
as of the close of the taxable year in which the property
is placed in service.

"(E) APPLICATION TO PARTNERSHIPS AND S CORPORA-

TIONS.-For purposes of this paragraph and paragraph
(9)-

"(i) IN GENERAL.-Except as otherwise provided in
this subparagraph, in the case of any partnership or S
corporation, the determination of whether a partner's
or shareholder's allocable share of any financing is
nonqualified nonrecourse financing shall be made at
the partner or shareholder level.

"(ii) SPECIAL RULE FOR CERTAIN RECOURSE FINANCING

OF S CORPORATION.-A shareholder of an S corporation
shall be treated as liable for his allocable share of any
financing provided by a qualified person to such corpo-
ration if-
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"(I) such financing is recourse financing (deter-
mined at the corporate level), and

"(II) such financing is provided with respect to
qualified business property of such corporation.

"(iii) QUALIFIED BUSINESS PROPERTY.-For purposes
of clause (ii), the term 'qualified business property'
means any property if-

"(1) such property is used by the corporation in
the active conduct of a trade or business,

"(II) during the entire 12-month period ending
on the last day of the taxable year, such corpora-
tion had at least 3 full-time employees who were
not owner-employees (as defined in section
465(c)(7)(E)(i)) and substantially all the services of
whom were services directly related to such trade
or business, and"(I1) during the entire 12-month period ending
on the last day of such taxable year, such corpora-
tion had at least 1 full-time employee substantially
all of the services of whom were in the active man-
agement of the trade or business.

Such term shall not include any master sound record-
ing or other tangible or intangible asset associated
with literary, artistic, or musical properties.

"0(iv) DETERMINATION OF ALLOCABLE SHARE.-The de-
termination of any partner's or shareholder's allocable
share of any financing shall be made in the same
manner as the credit allowable by section 28 with re-
spect to such property."

(b) TREATMENT OF SUBSEQUENT INCREASES AND DECREASES IN

NONQUALIFIED NONRECOURSE FINANCING.-
(1) SUBSEQUENT DECREASES.-Paragraph (9) of section 46(c)

(relating to subsequent increases in the taxpayer's amount at
risk with respect to the property) is amended to read as follows:

"(9) SUBSEQUENT DECREASES IN NONQUALIFIED NONRECOURSE
FINANCING WITH RESPECT TO THE PROPERTY. -

"(A) IN GENERAL.-If at the close of a taxable year fol-
lowing the taxable year in which the property was placed
in service, there is a net decrease in the amount of nonqua-
lified nonrecourse financing with respect to such property,
such net decrease shall be taken into account as additional
qualified investment in such property in accordance with
subparagraph (C).

'(B) CERTAIN TRANSACTIONS NOT TAKEN INTO ACCOUNT.-
For purposes of this paragraph, nonqualified nonrecourse
financing shall not be treated as decreased through the sur-
render or other use of property financed by nonqualified
nonrecourse financing.

"(C) MANNER IN WHICH TAKEN INTO ACCOUNT. -

"(i) CREDIT DETERMINED BY REFERENCE TO TAXABLE
YEAR PROPERTY PLACED IN SERVICE.-For purposes of
determining the amount of credit allowable under sec-
tion 38 and the amount of credit subject to the early
disposition or cessation rules under section 47, any in-



crease in a taxpayer's qualified investment in property
by reason of this paragraph shall be deemed to be addi-
tional qualified investment made by the taxpayer in
the year in which the property referred to in subpara-
graph (A) was first placed in service.

"(ii) CREDIT ALLOWED FOR YEAR OF DECREASE IN

NONQUALIFIED NONRECOURSE FINANCING.-Any credit
allowable under this subpart for any increase in quali-
fied investment by reason of this paragraph shall be
treated as earned during the taxable year of the de-
crease in the amount of nonqualified nonrecourse fi-
nancing."

(2) SUBSEQUENT INCREASES.-So much of subsection (d) of sec-
tion 47 (relating to property ceasing to be at risk) as precedes
paragraph (3) thereof is amended to read as follows:

"(d) INCREASES IN NONQUALIFIED NONRECOURSE FINANCING.-
"(1) IN GENERAL.-If, as of the close of the taxable year, there

is a net increase with respect to the taxpayer in the amount of
nonqualified nonrecourse financing (within the meaning of sec-
tion 46(c)(8)) with respect to any property to which section
46(c)(8) applied, then the tax under this chapter for such tax-
able year shall be increased by an amount equal to the aggre-
gate decrease in credits allowed under section 38 for all prior
taxable years which would have resulted from reducing the
qualified investment taken into account with respect to such
property by the amount of such net increase.

"(2) TRANSFERS OF DEBT MORE THAN 1 YEAR AFTER INITIAL

BORROWING NOT TREATED AS INCREASING NONQUALIFIED NONRE-

COURSE FINANCING.-For purposes of paragraph (1), the amount
of nonqualified nonrecourse financing (within the meaning of
section 46(c)(8)(D)) with respect to the taxpayer shall not be
treated as increased by reason of a transfer of (or agreement to
transfer) any evidence of an indebtedness if such transfer occurs
(or such agreement is entered into) more than 1 year after the
date such indebtedness was incurred."

(c) CLARIFICATION OF COORDINATION OF SECTION 48(d) WITH AT-
RISK RuLES.-Subsection (d) of section 48 (relating to certain leased
property) is amended by adding at the end thereof the following new
paragraph:

"(6) COORDINATION WITH AT-RISK RULES.-

"(A) EXTENSION OF AT-RISK RULES TO CERTAIN LESSORS.-

"(i) IN GENERAL.-If-
"(I) a lessor makes an election under this subsec-

tion with respect to any at-risk property leased to
an at-risk lessee, and

"(II) but for this clause, section 46(c)(8) would
not apply to such property in the hands of the
lessor,

section 46(c)(8) shall apply to the lessor with respect to
such property.

"(ii) EXCEPTIONS.-Clause (i) shall not apply-
"(I) if the lessor manufactured or produced the

property,



"(II) if the property has a readily ascertainable
fair market value, or

"(I) in circumstances which the Secretary de-
termines by regulations to be circumstances where
the application of clause (i) is not necessary to
carry out the purposes of section 46(c)(8).

"(B) REQUIREMENT THAT LESSOR BE AT RISK.-In the case
of any property which, in the hands of the lessor, is proper-
ty to which section 46(c)(8) applies, the amount of the credit
allowable to the lessee under section 38 with respect to such
property by reason of an election under this subsection
shall at no time exceed the credit which would have been
allowable to the lessor with respect to such property (deter-
mined without regard to section 46(e)(3)) if-

"(i) the lessor's basis in such property were equal to
the lessee acquisition amount, and

"(ii) no election had been made under this subsec-
tion.

"(C) LESSEE SUBJECT TO AT-RISK LIMITATIONS. -

"(i) IN GENERAL. -In the case of any lease where-
"(I) the lessee is an at-risk lessee,
"(I) the property is at-risk property, and
"(I) the at-risk percentage is less than the re-

quired percentage,
any credit allowable under section 38 to the lessee by
reason of an election under this subsection (hereinafter
in this paragraph referred to as the 'total credit 9 shall
be allowable only as provided in subparagraph (D).

"(ii) AT-RISK PERCENTAGE.-For purposes of this
paragraph, the term 'at-risk percentage' means the per-
centage obtained by dividing-

"(I) the present value (as of the time the lease is
entered into) of the aggregate lease at-risk pay-
ments, by

"(II) the lessee acquisition amount.
For purposes of subclause (I), the present value shall be
determined by using a discount rate equal to the rate
in effect under section 6621 as of the time the lease is
entered into.

"(iii) REQUIRED PERCENTAGE. -For purposes of clause
(i)(III), the term 'required percentage' means the sum
of-_

"(I) 2 times the sum of the percentages applicable
to the property under section 46(a), plus

"(II) 10 percent.
In the case of 3-year property, such term means 60 per-
cent of the required percentage determined under the
preceding sentence.

"(iv) LESSEE ACQUISITION AMOUNT.-For purposes of
this paragraph, the term 'lessee acquisition amount'
means the amount for which the lessee is treated as
having acquired the property by reason of an election
under this subsection.



331

"(V) LEASE AT-RISK PAYMENT.-For purposes of this
paragraph, the term 'lease at-risk payment' means any
rental payment-

"(I) which the lessee is required to make under
the lease in all events, and

"(II) with respect to which the lessee is not pro-
tected against loss through nonrecourse financing,
guarantees, stop-loss agreements, or other similar
arrangements.

"(D) YEAR FOR WHICH CREDIT ALLOWABLE.-
"(i) IN GENERAL.-Except as provided in clause (ii),

in any case to which subparagraph (C)(i) applies, the
portion of the total credit allowable for any taxable
year shall be an amount which bears the same ratio to
such total credit as-

"(I) the aggregate rental payments made by the
lessee under the lease during such taxable year,
bears to

"(II) the lessee acquisition amount.
"(ii) REMAINING AMOUNT ALLOWABLE FOR YEAR IN

WHICH AGGREGATE RENTAL PAYMENTS EXCEED RE-
QUIRED PERCENTAGE OF ACQUISITION AMOUNT.-The
total credit (to the extent not allowable for a preceding
taxable year) shall be allowable for the first taxable
year as of the close of which the aggregate rental pay-
ments made by the lessee under the lease equal or
exceed the required percentage (as defined in subpara-
graph (C)(iii)) of the lessee acquisition amount.

"(E) DEFINITION OF AT-RISK LESSEE AND AT-RISK PROP-
ERTY. -For purposes of this paragraph-

"(i) AT RISK LESSEE.-The term 'at-risk lessee' means
any lessee who is a taxpayer described in section
4 65(a)(1).

"(ii) AT-RISK PROPERTY.-The term 'at-risk property'
means any property used by an at-risk lessee in connec-
tion with an activity with respect to which any loss is
subject to limitation under section 465.

"(F) SPECIAL RULES FOR SUBPARAGRAPHS (C) AND (D).-
"(i) SUBPARAGRAPHS (C) AND (D) APPLY IN LIEU OF

OTHER AT-RISK RULES.-In the case of any election
under this subsection, paragraphs (8) and (9) of section
46(c) and subsection (d) of section 47 shall only apply
with respect to the lessor.

"(ii) APPLICATION TO PARTNERSHIPS AND S CORPORA-
TIoN.-For purposes of subparagraphs (C) and (D),
rules similar to the rules of subparagraph (E) of section
46(c)(8) shall apply.

"(iii) SUBSEQUENT REDUCTIONS IN AT-RISK AMOUNT.-
Under regulations prescribed by the Secretary, the prin-
ciples of subsection (d) of section 47 shall apply for pur-
poses of subparagraphs (C) and (D).

"(G) REGULATIONS.-The Secretary shall prescribe such
regulations as may be necessary to carry out the purposes of
this paragraph, including regulations-



"(i) providing for such adjustments as may be appro-
priate where expenses connected with the lease are
borne by the lessor, and

"(ii) providing the extent to which contingencies in
the lease will be disregarded."

(d) TECHNICAL AMENDMENTS.-

(1) Clause (i) of section 46(c)(8)(F) (relating to special rule for
certain energy property) is amended to read as follows:

"(i) IN GENERAL.-Subparagraph (A) shall not apply with
respect to qualified energy property."

(2) Subclause (III) of section 46(c)(8)(F)(ii) (defining qualified
energy property) is amended to read as follows:

"(III) as of the close of the taxable year in which
the property is placed in service, not more than 75
percent of the basis of such property is attributable
to nonqualified nonrecourse financing, and".

(3) Subclause (IV) of section 46(c)(8)(F)(ii) is amended by strik-
ing out "nonrecourse financing (other than financing described
in section 46(c)(8)(B)(ii))" and inserting in lieu thereof "nonqua-
lified nonrecourse financing".

(4) Subparagraph (A) of section 47(d)(3) is amended by strik-
ing out "ceasing to be at risk" and inserting in lieu thereof "in-
creasing the amount of nonqualified nonrecourse financing
(within the meaning of section 46(c)(8))".

(5) Clause (i) of section 47(d)(3)(B) is amended by striking out
"other than a loan described in section 46(c)(8)(B)(ii)".

(e) EFFECTIVE DATES. -
(1) IN GENERAL.-The amendments made by this section shall

apply to property placed in service after the date of the enact-
ment of this Act in taxable years ending after such date; except
that such amendments shall not apply to any property to which
the amendments made by section 211(f) of the Economic Recov-
ery Tax Act of 1981 do not apply.

(2) AMENDMENTS MAY BE ELECTED RETROACTIVELY.-At the
election of the taxpayer, the amendments made by this section
shall apply as if included in the amendments made by section
211(f) of the Economic Recovery Tax Act of 1981. Any election
made under the preceding sentence shall apply to all property of
the taxpayer to which the amendments made by such section
211(f) apply and shall be made at such time and in such
manner as the Secretary of the Treasury or his delegate may by
regulations prescribe.

SEC. 432. EXCLUSION OF ACTIVE BUSINESSES OF QUALIFIED C CORPORA-
TIONS FROM A T-RISK RULES, ETC.

(a) EXCLUSION OF ACTIVE BUSINESSES OF QUALIFIED C CORPORA-

TIONS FROM AT-RISK RULES. -Subsection (c) of section 465 (relating
to deductions limited to amount at risk) is amended by adding at
the end thereof the following new paragraph:

"(7) EXCLUSION OF ACTIVE BUSINESSES OF QUALIFIED C CORPO-

RA TIONS. -
"(A) IN GENERAL.-In the case of a taxpayer which is a

qualified C corporation-



"(i) each qualifying business carried on by such tax-
payer shall be treated as a separate activity, and

"(ii) subsection (a) shall not apply to losses from such
business.

"(B) QUALIFIED C CORPORATION.-For purposes of sub-
paragraph (A), the term 'qualified C corporation' means
any corporation described in subparagraph (B) of subsection
(a)(1) which is not-

"(i a personal holding company (as defined in sec-
tion 542(a)),

"(ii) a foi -ign personal holding company (as defined
in section 552(a)), or

"(iii) a personal service corporation (as defined in
section 269A(b) but determined by substituting '5 per-
cent'for '10 percent' in section 269A(b)(2)).

"(C) QUALIFYING BUSINESS.-For purposes of this para-
graph, the term 'qualifying business' means any active busi-
ness if-

"(i) during the entire 12-month period ending on the
last day of the taxable year, such corporation had at
least 1 full-time employee substantially all the services
of whom were in the active management of such busi-
ness,

"(ii) during the entire 12-month period ending on the
last day of the taxable year, such corporation had at
least 3 full-time, nonowner employees substantially all
of the services of whom were services directly related to
such business,

"(iii) the amount of the deductions attributable to
such business which are allowable to the taxpayer
solely by reason of sections 162 and 404 for the taxable
year exceeds 15 percent of the gross income from such
business for such year, and

"(iv) such business is not an excluded business.
"(D) SPECIAL RULES FOR APPLICATION OF SUBPARAGRAPH

(C).-
"(i) PARTNERSHIPS IN WHICH TAXPAYER IS A QUALI-

FIED CORPORATE PARTNER.-In the case of an active
business of a partnership, if-

"(I) the taxpayer is a qualified corporate partner
in the partnership, and

"(1) during the entire 12-month period ending
on the last day of the partnership's taxable year,
there was at least 1 full-time employee of the part-
nership (or of a qualified corporate partner) sub-
stantially all the services of whom were in the
active management of such business,

then the taxpayer's proportionate share (determined on
the basis of its profits interest) of the activities of the
partnership in such business shall be treated as activi-
ties of the taxpayer (and clause (i) of subparagraph (C)
shall not apply in determining whether such business
is a qualifying business of the taxpayer).



"(ii) QUALIFIED CORPORATE PARTNER.-For purposes
of clause (i), the term 'qualified corporate partner'
means any corporation if-

"(I) such corporation is a general partner in the
partnership,

"(II) such corporation has an interest of 20 per-
cent or more in the profits and losses of the part-
nership, and

"(III) such corporation has contributed property
to the partnership in an amount not less than the
lesser of $500,000 or 10 percent of the net worth of
the corporation.

For purposes of subclause (III), any contribution of
property other than money shall be taken into account
at its fair market value.

"(iii) DEDUCTION FOR OWNER EMPLOYEE COMPENSA-

TION NOT TAKEN INTO ACCOUNT. -For purposes of clause
(iii) of subparagraph (C), there shall not be taken into
account any deduction in respect of compensation for
personal services rendered by any employee (other than
a non-owner employee) of the taxpayer or any member
of such employee's family (within the meaning of sec-
tion 318(a)(1)).

"(iv) SPECIAL RULE FOR BANKS.-For purposes of
clause (iii) of subparagraph (C), in the case of a bank
(as defined in section 581) or a financial institution to
which section 591 applies-

"(I) gross income shall be determined without
regard to the exclusion of interest from gross
income under section 103, and

"(II) in addition to the deductions described in
such clause, there shall also be taken into account
the amount of the deductions which are allowable
for amounts paid or credited to the accounts of de-
positors or holders of accounts as dividends or in-
terest on their deposits or withdrawable accounts
under section 163 or 591.

"(v) SPECIAL RULE FOR LIFE INSURANCE COMPANIES.-

"(I) IN GENERAL.-Clause (iii) of subparagraph
(C) shall not apply to any insurance business of a
qualified life insurance company.

"(II) INSURANCE BUSINESS.-For purposes of sub-
clause (I), the term 'insurance business' means any
business which is not a noninsurance business
(within the meaning of section 806(c)(3)).

"(III) QUALIFIED LIFE INSURANCE COMPANY.-For

purposes of subclause (I), the term 'qualified life
insurance company' means any company which
would be a life insurance company as defined in
section 816 if unearned premiums were not taken
into account under subsections (a)(2) and (c)(2) of
section 816.



"(E) DEFINITIONS. -For purposes of this paragraph-
"(i) NON-OWNER EMPLOYEE.-The term 'non-owner

employee' means any employee who does not own, at
any time during the taxable year, more than 5 percent
in value of the outstanding stock of the taxpayer. For
purposes of the preceding sentence, section 318 shall
apply, except that '5 percent' shall be substituted for
'50 percent in section 318(a)(2)(C).

"(ii) EXCLUDED BUSINESS.-The term 'excluded busi-
ness 'means-

"(I) equipment leasing (as defined in paragraph
(6)), and

"(II) any business involving the use, exploitation,
sale, lease, or other disposition of master sound re-
cordings, motion picture films, video tapes, or tan-
gible or intangible assets associated with literary,
artistic, musical, or similar properties.

"(iii) SPECIAL RULES RELATING TO COMMUNICATIONS

INDUSTRY, ETC.-

"(I) BUSINESS NOT EXCLUDED WHERE TAXPAYER

NOT COMPLETELY AT RISK.-A business involving
the use, exploitation, sale, lease, or other disposi-
tion of property described in subclause (II) of
clause (ii) shall not constitute an excluded business
by reason of such subclause if the taxpayer is at
risk with respect to all amounts paid or incurred
(or chargeable to capital account) in such business.

"(II) CERTAIN LICENSED BUSINESSES NOT EX-

CLUDED.-For purposes of subclause (II) of clause
(ii), the provision of radio, television, cable televi-
sion, or similar services pursuant to a license or
franchise granted by the Federal Communications
Commission or any other Federal, State, or local
authority shall not constitute an excluded business
by reason of such subclause.

"(F) AFFILIATED GROUP TREATED AS 1 TAXPAYER.-For

purposes of this paragraph-
"(i) IN GENERAL.-Except as provided in clause (iii),

the component members of an affiliated group of corpo-
rations shall be treated as a single taxpayer.

"(ii) AFFILIATED GROUP OF CORPORATIONS.-The term
'affiliated group of corporations' means an affiliated
group (as defined in section 1504(a)) which files or is
required to file consolidated income tax returns.

"(iii) COMPONENT MEMBER.-The term 'component
member' means an includible corporation (as defined
in section 1504) which is a member of the affiliated
group.

"(G) Loss OF 1 MEMBER OF AFFILIATED GROUP MAY NOT

OFFSET INCOME OF PERSONAL HOLDING COMPANY OR PERSON-

AL SERVICE CORPORATION.-Nothing in this paragraph
shall permit any loss of a member of an affiliated group to
be used as an offset against the income of any other
member of such group which is a personal holding compa-
ny (as defined in section 542(a)) or a personal service corpo-



ration (as defined in section 269A(b) but determined by sub-
stituting '5 percent' for '10 percent' in section 269A(b)(2))."

(b) ACTIVITIES TREATED AS SEPARATE ACTIVITIES BY STATUTE

MAY BE AGGREGATED WHERE TAXPAYER ACTIVELY PARTICIPATES IN
THE MANAGEMENT OF EACH ACTIVITY.-Paragraph (2) of section
465(c) (relating to activities to which risk applies) is amended to
read as follows:

"(2) SEPARATE ACTIVITIES.-For purposes of this section-
"(A) IN GENERAL.-Except as provided in subparagraph

(B), a taxpayer's activity with respect to each-
"(i) film or video tape,
"(ii) section 1245 property which is leased or held for

leasing,
"(iii) farm,
"(iv) oil and gas property (as defined under section

614), or
"(v) geothermal property (as defined under section

614),
shall be treated as a separate activity.

"(B) AGGREGATION RULES.-

"(i) SPECIAL RULE FOR LEASES OF SECTION 1245 PROP-

ERTY BY PARTNERSHIPS OR S CORPORATIONS.-In the
case of any partnership or S corporation, all activities
with respect to section 1245 properties which-

"(I) are leased or held for lease, and
"(II) are placed in service in any taxable year of

the partnership or S corporation,
shall be treated as a single activity.

"(ii) OTHER AGGREGATION RULES.-Rules similar to
the rules of subparagraphs (B) and (C) of paragraph (3)
shall apply for purposes of this paragraph."

(C) CORPORATIONS CONSIDERED AT RISK WITH RESPECT TO

AMOUNTS BORROWED FROM SHAREHOLDERS, ETC.-Paragraph (3) of
section 465(b) (relating to certain borrowed amounts excluded) is
amended to read as follows:

"(3) CERTAIN BORROWED AMOUNTS EXCLUDED.-

"(A) IN GENERAL. -Except to the extent provided in regu-
lations, for purposes of paragraph (1)(B), amounts borrowed
shall not be considered to be at risk with respect to an ac-
tivity if such amounts are borrowed from any person who
has an interest in such activity or from a related person to
a person (other than the taxpayer) having such an interest.

"(B) EXCEPTIONS.-
"(i) INTEREST AS CREDITOR.-Subparagraph (A) shall

not apply to an interest as a creditor in the activity.
"(ii) INTEREST AS SHAREHOLDER WITH RESPECT TO

AMOUNTS BORROWED BY CORPORATION.-In the case of
amounts borrowed by a corporation from a sharehold-
er, subparagraph (A) shall not apply to an interest as a
shareholder.

"(C) RELATED PERSON DEFINED.-For purposes of sub-
paragraph (A), the term 'related person' has the meaning
given such term by section 168(e)(4). "



(d) EFFECTIVE DATE.-The amendments made by this section
shall apply to taxable years beginning after December 31, 1983;
except that any loss from an activity described in section 465(c)(7)(A)
of the Internal Revenue Code of 1954 (as amended by this section)
which (but for the amendments made by this section) would have
been treated as a deduction for the taxpayer's first taxable year be-
ginning after December 31, 1983, under section 465(a)(2) of such
Code shall be allowed as a deduction for such first taxable year not-
withstanding such amendments.

Subtitle D-Miscellaneous Treasury
Administrative Provisions

PART I-PROVISIONS NOT RELA TING TO DISTILLED SPIRITS
TAX

SEC. 441. SIMPLIFICATION OF CERTAIN REPORTING REQUIREMENTS.
(a) REPORT ON POSSESSIONS CORPORATIONS.-The Secretary of the

Treasury shall, for the calendar year 1981 and each second calendar
year thereafter, submit a report to the Congress within 24 months
following the close of such calendar year setting forth an analysis of
the operation and effect of sections 936 and 934(b) of the Internal
Revenue Code of 1954.

(b) HIGH INCOME TAXPAYER REPORT. -
(1) Section 2123 of the Tax Reform Act of 1976 is amended to
read as follows:

"SEC. 2123. HIGH INCOME TAXPA YER REPORT.
"The Secretary of the Treasury shall publish annually informa-

tion on the amount of tax paid by individual taxpayers with high
total incomes. Total income for this purpose is to be calculated and
set forth by adding to adjusted gross income any items of tax prefer-
ence excluded from, or deducted in arriving at, adjusted gross
income, and by subtracting any investment expenses incurred in the
production of such income to the extent of the investment income.
These data are to include the number of such individuals with total
income over $200,000 who owe no Federal income tax (after credits)
and the deductions, exclusions, or credits used by them to avoid
tax." (2) The amendment made by paragraph (1) shall apply to in-

formation published after the date of the enactment of this Act.
(c) INTERNATIONAL BOYCOTT REPORTS. -

(1) Section 1067 of the Tax Reform Act of 1976 is amended to
read as follows:

"SEC. 1067. REPORTS BY THE SECRETARY

"(a) GENERAL RULE.-As soon after the close of each 4-year period
as the data become available, the Secretary shall transmit a report
to the Committee on Ways and Means of the House of Representa-
tives and to the Committee on Finance of the Senate setting forth
for such 4-year period-

"(1) the number of reports filed under section 999(a) of the In-
ternal Revenue Code of 1954 for taxable years ending with or
within each calendar year in such 4-year period,



"(2) the number of such reports with respect to each such cal-
endar year on which the taxpayer indicated international boy-
cott participation or cooperation (within the meaning of section
999(b)(3) of such Code), and

"(3) a detailed description of the manner in which the provi-
sions of such Code relating to international boycott activity
have been administered during such 4-year period.

"(b) 4-YEAR PERIOD.-For purposes of subsection (a), the term '4-
year period' means the period consisting of 4 calendar years begin-
ning with calendar year 1982 and each subsequent fourth calendar
year.

(2) The amendment made by paragraph (1) shall apply to re-
ports for periods after December 31, 1981.

SEC. 442. REMOVAL OF $1,000,000 LIMITATION ON WORKING CAPITAL FUND.
The last sentence of section 322(a) of title 31, United States Code

(placing a $1,000,000 limitation on the working capital fund for the
Department of the Treasury), is hereby repealed.
SEC. 443. INCREASE IN LIMITATION ON REVOLVING FUND FOR REDEMPTION

OF REAL PROPERTY

Subsection (a) of section 7810 (relating to revolving fund for re-
demption of real property) is amended by striking out "$1,000,000"
and inserting in lieu thereof "$10,000,000".
SEC. 444. REMOVAL OF $1,000,000 LIMITATION ON SPECIAL AUTHORITY TO

DISPOSE OF OBLIGATIONS.
Subsection (b) of section 324 of title 31, United States Code (relat-

ing to disposing and extending the maturity of obligations), is
amended by striking out the last sentence.
SEC. 445. SECRETARY OF THE TREASURY AUTHORIZED TO ACCEPT GIFTS

AND BEQUESTS.
Section 321 of title 31, United States Code, is amended by adding

at the end thereof the following new subsection:
"(d)(1) The Secretary of the Treasury may accept, hold, adminis-

ter, and use gifts and bequests of property, both real and personal,
for the purpose of aiding or facilitating the work of the Department
of the Treasury. Gifts and bequests of money and the proceeds from
sales of other property received as gifts or bequests shall be deposit-
ed in the Treasury in a separate fund and shall be disbursed on
order of the Secretary of the Treasury. Property accepted under this
paragraph, and the proceeds thereof shall be used as nearly as pos-
sible in accordance with the terms of the gift or bequest.

"(2) For purposes of the Federal income, estate, and gift taxes,
property accepted under paragraph (1) shall be considered as a gift
or bequest to or for the use of the United States.

"(3) The Secretary of the Treasury may invest and reinvest the
fund in public debt securities with maturities suitable for the needs
of the fund and bearing interest at rates determined by the Secre-
tary of the Treasury, taking into consideration the current average
market yield on outstanding marketable obligations of the United
States of comparable maturities. Income accruing from the securi-
ties, and from any other property accepted under paragraph (1),
shall be deposited to the credit of the fund, and shall be disbursed
on order of the Secretary of the Treasury for purposes as nearly as
possible in accordance with the terms of the gifts or bequests.



"(4) The Secretary of the Treasury shall, not less frequently than
annually, make a public disclosure of the amount (and sources) of
the gifts and bequests received under this subsection, and the pur-
poses for which amounts in the separate fund established under this
subsection are expended."
SEC. 446. EXTENSION OF PERIOD FOR COURT REVIEW OF JEOPARDY AS-

SESSMENT WHERE PROMPT SERVICE NOT MADE ON THE
UNITED STATES.

(a) GENERAL RuLE.-Paragraph (2) of section 7429(b) (relating to
judicial review) is amended by adding at the end thereof the follow-
ing new sentence:

"If the court determines that proper service was not made on
the United States within 5 days after the date of the commence-
ment of the action, the running of the 20-day period set forth in
the preceding sentence shall not begin before the day on which
proper service was made on the United States."

(b) EFFECTIVE DATE.-The amendment made by subsection (a)
shall apply to actions commenced after the date of the enactment of
this Act.
SEC. 447. EXTENSION OF PERIOD DURING WHICH ADDITIONAL TAX SHOWN

ON AMENDED RETURN MAY BE ASSESSED.
(a) GENERAL RuLE. -Subsection (c) of section 6603 (relating to ex-

ceptions) is amended by adding at the end thereof the following new
paragraph:

"(7) SPECIAL RULE FOR CERTAIN AMENDED RETURNS.-Where,
within the 60-day period ending on the day on which the time
prescribed in this section for the assessment of any tax imposed
by subtitle A for any taxable year would otherwise expire, the
Secretary receives a written document signed by the taxpayer
showing that the taxpayer owes an additional amount of such
tax for such taxable year, the period for the assessment of such
additional amount shall not expire before the day 60 days after
the day on which the Secretary receives such document."

(b) EFFECTIVE DATE.-The amendment made by subsection (a)
shall apply with respect to documents received by the Secretary of
the Treasury (or his delegate) after the date of the enactment of this
Act.
SEC. 448. TREATMENT OF CERTAIN GUARANTEED DRAFTS ISSUED BY FI-

NANCIAL INSTITUTIONS.
(a) GENERAL RuLE.-Paragraph (2) of section 6311(b) (relating to

liability of banks and others) is amended-
(1) by striking out "or cashier's check" and inserting in lieu

thereof "or cashier's check (or other guaranteed draft)",
(2) by striking out "the amount of such check" and inserting

in lieu thereof "the amount of such check (or draft)",
(3) by striking out "the bank or trust company" and inserting

in lieu thereof "the financial institution", and
(4) by striking out "such bank" each place it appears and in-

serting in lieu thereof "such financial institution ".

(b) EFFECTIVE DATE.-The amendments made by subsection (a)
shall take effect on the date of the enactment of this Act.



SEC. 449. DISCLOSURE OF WINDFALL PROFIT TAX INFORMATION TO STATE
TAX OFFICIALS.

(a) GENERAL RuLE.-Paragraph (1) of section 6103(d) (relating to
disclosure to State tax officials) is amended by striking out "44, 51"
and inserting in lieu thereof "44, 45, 51 ".

(b) EFFECTIVE DATE.-The amendment made by subsection (a)
shall take effect on the date of the enactment of this Act.
SEC. 450. FINANCIAL REPORTING OF INVESTMENT TAX CREDITS.

(a) IN GENERAL-Paragraph (1) of section 101(c) of the Revenue
Act of 1971 (85 Stat. 499) (relating to accounting for investment
credit in certain financial reports and reports to Federal agencies) is
amended-

(1) by inserting "and" at the end of subparagraph (A),
(2) by striking out ", and" at the end of subparagraph (B) and

inserting in lieu thereof a period, and
(3) by striking out subparagraph (C).

(b) EFFECTIVE DATE.-The amendments made by this section shall
take effect as if included in the Revenue Act of 1971.

PART 11-PRO VISIONS RELATING TO DISTILLED SPIRITS

SEC. 451. REPEAL OF OCCUPATIONAL TAX ON MANUFACTURERS OF STILLS
AND CONDENSERS; NOTICES OF MANUFACTURE AND SET UP
OF STILLS.

(a) IN GENERAL.-Subpart C of part II of subchapter A of chapter
51 (relating to manufacturers of stills) is amended to read as fol-
lows:

"Subpart C-Manufacturers of Stills

"Sec. 5101. Notice of manufacture of still; notice of set up of still.
"Sec. 5102. Definition of manufacturer of stills.

"SEC. 5101. NOTICE OF MANUFACTURE OF STILL; NOTICE OF SET UP OF
STILL.

"(a) NOTICE REQUIREMENTS.-
"(1) NOTICE OF MANUFACTURE OF STILL.-The Secretary may,

pursuant to regulations, require any person who manufactures
any still, boiler, or other vessel to be used for the purpose of dis-
tilling, to give written notice, before the still, boiler, or other
vessel is removed from the place of manufacture, setting forth
by whom it is to be used, its capacity, and the time of removal
from the place of manufacture.

"(2) NOTICE OF SET UP OF STILL.-The Secretary may, pursu-
ant to regulations, require that no still, boiler, or other vessel be
set up without the manufacturer of the still, boiler, or other
vessel first giving written notice to the Secretary of that pur-
pose.



"(b) PENALTIES, ETC. -
"(1) For penalty and forfeiture for failure to give notice of manufacture, or for

setting up a still without first giving notice, when required by the Secretary, see
sections 5615(2) and 5687.

"(2) For penalty and forfeiture for failure to register still or distilling apparatus
when set up, see section 5601(a)(1) and 5615(1).

"SEC. 5102. DEFINITION OF MANUFACTURER OF STILLS.
"Any person who manufactures any still or condenser to be used

in distilling shall be deemed a manufacturer of stills."
(b) TECHNICAL AMENDMENTS.-

(1) Paragraph (2) of section 5179(b) (relating to registration of
stills) is amended to read as follows:

"(2) For provisions requiring notification to set up a still, boiler, or other vessel
for distilling, see section 5101(a)(2)."

(2) Paragraph (2) of section 5615 (relating to property subject
to forfeiture) is amended to read as follows:

"(2) DISTILLING APPARATUS REMOVED WITHOUT NOTICE OR SET
UP WITHOUT NOTICE.-Any still, boiler, or other vessel to be used
for the purpose of distilling-

"(A) which is removed without notice having been given
when required by section 5101(a)(1), or

"(B) which is set up without notice having been given
when required by section 5101(a)(2); and".

(3) Subsection (a) of section 5691 (relating to penalties for non-
payment of special taxes relating to liquors) is amended by
striking out 'limited retail dealer, or manufacturer of stills"
and inserting in lieu thereof "or limited retail dealer".

SEC. 452. ALLOWANCE OF DRAWBACK CLAIMS EVEN WHERE CERTAIN RE-
QUIREMENTS NOT MET.

Section 5134 (relating to drawback) is amended by adding at the
end thereof the following new subsection:

"(C) ALLOWANCE OF DRAWBACK EVEN WHERE CERTAIN REQUIRE-
MENTS NOT MET. -

"(1) IN GENERAL.-No claim for drawback under this section
shall be denied in the case of a failure to comply with any re-
quirement imposed under this subpart or any rule or regulation
issued thereunder upon the claimant's establishing to the satis-
faction of the Secretary that distilled spirits on which the tax
has been paid or determined were in fact used in the manufac-
ture or production of medicines, medicinal preparations, food
products, flavors, or flavoring extracts, which were unfit for
beverage purposes.

"(2) PENALTY.-
"(A) IN GENERAL.-In the case of a failure to comply with

any requirement imposed under this subpart or any rule or
regulation issued thereunder, the claimant shall be liable
for a penalty of $1,000 for each failure to comply unless it
is shown that the failure to comply was due to reasonable
cause.



"(B) PENALTY MAY NOT EXCEED AMOUNT OF CLAIM.-The
aggregate amount of the penalties imposed under subpara-
graph (A) for failures described in paragraph (1) in respect
of any claim shall not exceed the amount of such claim (de-
termined without regard to subparagraph (A)).

"(3) PENALTY TREATED AS TAx.-The penalty imposed by para-
graph (2) shall be assessed, collected, and paid in the same
manner as taxes, as provided in section 6662(a)."

SEC. 453. DISCLOSURE OF ALCOHOL FUEL PRODUCERS TO ADMINISTRA-
TORS OF STATE ALCOHOL LAWS.

(a) IN GENERAL.-Subsection (1) of section 6103 (relating to confi-
dentiality and disclosure of returns and return information) is
amended by adding at the end thereof the following new paragraph:

"(9) DISCLOSURE OF ALCOHOL FUEL PRODUCERS TO ADMINIS-

TRATORS OF STATE ALCOHOL LAwS.-Notwithstanding any other
provision of this section, the Secretary may disclose-

"(A) the name and address of any person who is quali-
fied to produce alcohol for fuel use under section 5181, and

"(B) the location of any premises to be used by such
person in producing alcohol for fuel,

to any State agency, body, or commission, or its legal representa-
tive, which is charged under the laws of such State with re-
sponsibility for administration of State alcohol laws solely for
use in the administration of such laws."

(b) TECHNICAL AMENDMENTS.-
(1) Subparagraph (A) of section 6103(p)(3) (relating to records

of inspection and disclosure) is amended by striking out "(5), or
(7)" and inserting in lieu thereof "(5), (7), (8), or (9)".

(2) The material preceding subparagraph (A) of paragraph (4)
of section 6103(p) is amended by striking out "or (7)" and insert-
ing in lieu thereof "(7), (8), or (9)".

(3) Clause (i) of section 6103(p)(4)(F) is amended by striking
out "(1) (6) or (7)" and inserting in lieu thereof "(1) (6), (7), (8), or
(9)".

(4) Paragraph (2) of section 7213(a) (relating to unauthorized
disclosure of information) is amended by striking out "or (8)"
and inserting in lieu thereof "(8), or (9)".

(5) Section 127(a)(1) of Public Law 96-249 is amended by
striking out "Subsection (i)" and inserting in lieu thereof "Sub-
section (1)".

(6) The paragraph (7) of section 6103(l) added by Public Law
96-265 is hereby redesignated as paragraph (8).

SEC. 454. REPEAL OF STAMP REQUIREMENT FOR DISTILLED SPIRITS.

(a) IN GENERAL. -Section 5205 (relating to stamps) is hereby re-
pealed.

(b) BOTTLES MUST HAVE OTHER ANTITAMPERING CLOSURE.-Sec-

tion 5301 is amended by redesignating subsection (d) as subsection
(e) and by inserting after subsection (c) the following new subsection:

"(d) CLOSURES.-The immediate container of distilled spirits
withdrawn from bonded premises, or from customs custody, on de-
termination of tax shall bear a closure or other device which is de-
signed so as to require breaking in order to gain access to the con-



tents of such container. The preceding sentence shall not apply to
containers of bulk distilled spirits."

(C) TECHNICAL AND CONFORMING AMENDMENTS.-
(1) The second sentence of section 5062(b) (relating to draw-

back in case of exportation) is amended by striking out
"stamped or restamped, and".

(2) Paragraph (2) of section 5 0 66(a) (relating to bottled dis-
tilled spirits eligible for export with benefit of drawback) is
amended by striking out "stamped or restamped, and marked,"
and inserting in lieu thereof "marked".
(3) Subsection (b) of section 5116 (relating to cross references)

is amended to read as follows:
"(b) CROSS REFERENCE. -

"For provisions relating to containers of distilled spirits, see section 5206."

(4) Subsection (c) of section 5204 (relating to gauging) is
amended-

(A) by striking out "STAMPING, " in the heading, and
(B) by striking out "stamping," in the text.

(5)(A) Section 5206 (relating to containers) is amended by re-
designating subsections (d) and (e) as subsections (e) and (f), re-
spectively, and by inserting after subsection (c) the following
new subsection:

"(d) EFFACEMENT OF MARKS AND BRANDS ON EMPTIED CONTAIN-
ERs.-Every person who empties, or causes to be emptied, any con-
tainer of distilled spirits bearing any mark or brand required by
law (or regulations pursuant thereto) shall at the time of emptying
such container efface and obliterate such mark or brand; except that
the Secretary may, by regulations, waive any requirement of this
subsection where he determines that no jeopardy to the revenue will
be involved."

(B) Subsection (f) of section 5206, as redesignated by subpara-
graph (A), is amended by adding at the end thereof the follow-
ing new paragraphs:
"(S) For provisions relating to the marking and branding of containers of

distilled spirits by proprietors, see section 5204(c).

"(4) Forpenalties and forfeitures relating to marks and brands, see sections 5604
and 5613.

(6) Paragraph (4) of section 5207(a) (relating to records and re-
ports) is amended by striking out subparagraph (D), by adding
"and" at the end of subparagraph (B), and by striking out ",
and" at the end of subparagraph (C) and inserting in lieu there-
of a period.

(7) Subsection (c) of section 5215 (relating to return of tax de-
termined distilled spirits to bonded premises) is amended-

(A) by striking out "RESTAMPING" in the heading and in-
serting in lieu thereof "RECLOSING '" and

(B) by striking out "restamping" in the text and inserting
in lieu thereof "reclosing"



(8) Section 5235 (relating to bottling of alcohol for industrial
purposes) is amended by striking out "stamped," in the first
sentence and by striking out the second sentence.

(9) Subsection (c) of section 5301 (relating to regulation of
traffic in containers of distilled spirits) is amended-

(A) by striking out "stamping" in paragraphs (1) and (3)
and inserting in lieu thereof "tax determination", and

(B) by striking out ", if the liquor bottles are to be again
stamped under the provisions of this chapter"

(10) Subsection (a) of section 5555 (relating to records, state-
ments, and returns) is amended by striking out "or for the affix-
ing of any stamp required to be affixed by this chapter, ".

(11)(A) Section 5604 (relating to penalties relating to stamps,
marks, brands, and containers) is amended to read as follows:

"SEC. 5604. PENALTIES RELATING TO MARKS, BRANDS, AND CONTAINERS.

"(a) IN GENERAL.-Any person who shall-
"(1) transport, possess, buy, sell, or transfer any distilled spir-

its unless the immediate container bears the type of closure or
other device required by section 5301(d);

"(2) with intent to defraud the United States, empty a con-
tainer bearing the closure or other device required by section
5301(d) without breaking such closure or other device,

"(3) empty, or cause to be emptied, any distilled spirits from
an immediate container bearing any mark or brand required by
law without effacing and obliterating such mark or brand as
required by section 5206(d),

"(4) place any distilled spirits in any bottle, or reuse any
bottle for the purpose of containing distilled spirits, which has
once been filled and fitted with a closure or other device under
the provisions of this chapter without removing and destroying
such closure or other device,

"(5) willfully and unlawfully remove, change, or deface any
mark, brand, label, or seal affixed to any case of distilled spir-
its, or to any bottle contained therein,

"(6) with intent to defraud the United States, purchase, sell,
receive with intent to transport, or transport any empty cask or
package having thereon any mark or brand required by law to
be affixed to any cask or package containing distilled spirits, or

"(7) change or alter any mark or brand on any cask or pack-
age containing distilled spirits, or put into any cask or package
spirits of greater strength than is indicated by the inspection
mark thereon, or fraudulently use any cask or package having
any inspection mark thereon, for the purpose of selling other
spirits, or spirits of quantity or quality different from the spirits
previously inspected,

shall be fined not more than $10,000 or imprisoned not more than 5
years, or both, for each such offense.

"(b) CROSS REFERENCES. -

"For provisions relating to thc authority of internal revenue officers to enforce
provisions of this section, see sections 5203, 5557, and 7608. "

(B) The table of sections for part I of subchapter J of chapter
51 is amended by striking out the item relating to section 5604
and inserting in lieu thereof the following:

"Sec. 5604. Penalties relating to marks, brands, and containers."



(12)(A) Subsection (b) of section 5613 (relating to forfeiture of
distilled spirits not stamped, marked, or branded as required by
law) is amended to read as follows:

"(b) CONTAINERS WITHOUT CLosuREs.-All distilled spirits found
in any container which is required by this chapter to bear a closure
or other device and which does not bear a closure or other device in
compliance with this chapter shall be forfeited to the United
States."

(B) The section heading of section 5613 is amended by strik-
ing out "STAMPED" and inserting in lieu thereof "CLOSED".

(C) The item relating to section 5613 in the table of sections
for part I of subchapter J of chapter 51 is amended by striking
out "stamped" and inserting in lieu thereof "closed".

(13) Subsection (b) of section 6801 (relating to authority for es-
tablishment, alteration, and distribution) is amended by strik-
ing out "several stamp taxes;" and all that follows and insert-
ing in lieu thereof "several stamp taxes."

(14) The table of sections for part I of subchapter C of chapter
51 is amended by striking out the item relating to section 5205.

SEC. 455. COOKING WINE MAY BE FORTIFIED USING DISTILLED SPIRITS.

(a) IN GENERAL.-Subsection (a) of section 5214 (relating to with-
drawal of distilled spirits from bonded premises free of tax or with-
out payment of tax) is amended by striking out the period at the end
of paragraph (12) and inserting in lieu thereof '" or", and by adding
at the end thereof the following new paragraph:

"(13) without payment of tax for use on bonded wine cellar
premises in the production of wine or wine products which will
be rendered unfit for beverage use and removed pursuant to sec-
tion 5362(d)."

(b) LIABILITY FOR TAX.-

(1) Paragraph (1) of section 5005(e) (relating to withdrawals
without payment of tax) is amended by striking out "or (10)"
and inserting in lieu thereof "(10), or (13)"

(2) Paragraph (2) of section 5005(e) is amended by inserting
"used in the production of nonbeverage wine or wine products,"
after "used in the production of wine, "

(c) TECHNICAL AMENDMENT.-Section 5354 (relating to bonds for
bonded wine cellars) is amended by striking out "wine spirits" each
place it appears and inseting in lieu thereof "distilled spirits ".
SEC. 456. EFFECTIVE DATES.

(a) IN GENERAL.-Except as otherwise provided in this section the
amendments made by this part shall take effect on the first day of
the first calendar month which begins more than 90 days after the
date of the enactment of this Act.

(b) REPEAL OF STAMP REQUIREMENT.-The amendments made by
section 454 shall take effect on July 1, 1985.

(C) FORTIFICATION OF COOKING WINE.-The amendments made by
section 455 shall take effect on the date of the enactment of this
Act.



Subtitle E-Tax Court Provisions

SEC. 461. INCREASE IN JURISDICTIONAL LIMIT FOR SMALL CASES.

(a) INCREASE IN JURISDICTIONAL LIMIT FOR SMALL TAX CASES.-
(1) IN GENERAL. -Subsection (a) of section 7463 (relating to

disputes involving $5,000 or less) is amended by striking out
"$5,000" each place it appears and inserting in lieu thereof
"$10, 000".

(2) CLERICAL AMENDMENTS.-
(A) The section heading for section 7463 is amended by

striking out "$5,000" and inserting in lieu thereof
"$10, 000".

(B) The table of sections for part II of subchapter C of
chapter 76 is amended by striking out "$5,000" in the item
relating to section 7463 and inserting in lieu thereof
"$10,00 ".

(b) EFFECTIVE DATE.-The amendments made by this section shall
take effect on the date of the enactment of this Act.
SEC. 462. ANNUITIES TO SURVIVORS OF TAX COURT JUDGES.

(a) ENTITLEMENT TO ANNUITY.-Subsection (h) of section 7448 (re-
lating to entitlement to annuity) is amended-

(1) by striking out "$900 per year divided by the number of
such children or $360 per year," in paragraph (2) and inserting
in lieu thereof "$4,644 per year divided by the number of such
children or $1,548 per year, '" and

(2) by striking out "$480 per year" in paragraph (3) and in-
serting in lieu thereof "$5,580 per year divided by the number of
such children or $1,860 per year, whichever is lesser".

(b) EFFECTIVE DATE.-The amendments made by this subsection
(a) shall apply to annuities payable with respect to months begin-
ning after the date of the enactment of this Act.
SEC. 463. PROCEEDINGS WHICH MAY BE ASSIGNED TO COMMISSIONERS.

(a) IN GENERAL.-Subsection (d) of section 7456 (relating to pro-
ceedings which may be assigned to commissioners) is amended to
read as follows:

"(d) PROCEEDINGS WHICH MAY BE ASSIGNED TO COMMISSION-
ERS.-The chief judge may assign-

"(1) any declaratory judgment proceeding,
"(2) any proceeding under section 7463,
"(3) any proceeding where neither the amount of the deficien-

cy placed in dispute (within the meaning of section 7463) nor
the amount of any claimed overpayment exceeds $10,000; and

"(4) any other proceeding which the chief judge may desig-
nate,

to be heard by the commissioners of the court, and the court may
authorize a commissioner to make the decision of the court with re-
spect to any proceeding described in paragraph (1), (2), or (3), subject
to such conditions and review as the court may provide."

(b) EFFECTIVE DATE.-The amendment made by subsection (a)
shall take effect as if enacted as part of the Miscellaneous Revenue
Act of 1982.



SEC. 464. SPECIAL TRIAL JUDGES.
(a) IN GENERAL. -Subsection (a) of section 7456 (relating to ad-

ministration of oaths and procurement of testimony) is amended by
striking out "commissioner" each place it appears and inserting in
lieu thereof "special trial judge".

(b) APPOINTMENT AND COMPENSATION.-Subsection (c) of section
7456 (relating to commissioners) is amended-

(1) by striking out "COMMISSIONERS" in the heading and in-
serting in lieu thereof "SPECIAL TRIAL JUDGES'

(2) by striking out "commissioners" and inserting in lieu
thereof "special trial judges '. and
(3) by striking out "commissioner" and inserting in lieu there-

of "special trial judge".
(c) PROCEEDINGS WHICH MAY BE ASSIGNED TO SPECIAL TRIAL

JUDGES.-Subsection (d) of section 7456 (relating to proceedings
which may be assigned to commissioners), as amended by section
463, is amended-

(1) by striking out "COMMISSIONERS" in the heading and in-
serting in lieu thereof "SPECIAL TRIAL JUDGES'.

(2) by striking out "commissioners" and inserting in lieu
thereof "special trial judges '" and
(3) by striking out "commissioner" and inserting in lieu there-

of "special trial judge".
(d) CONFORMING AMENDMENT. -Subsection (c) of section 7471

(cross reference relating to compensation and travel and subsistence
allowances of commissioners) is amended by striking out "COMMIs-
SIONERS" in the heading and inserting in lieu thereof "SPECIAL
TRIAL JUDGES", and by striking out "commissioners" and inserting
in lieu thereof "special trial judges".

(e) EFFECTIVE DATE. -
(1) The amendments made by this section shall take effect on

the date of the enactment of this Act.
(2) Any reference in any law to a commissioner of the Tax

Court shall be treated as a reference to a special trial judge of
the Tax Court.

SEC. 465. PUBLICITY OF TAX COURT PROCEEDINGS.

(a) IN GENERAL.-Section 7461 (relating to publicity of proceed-
ings) is amended to read as follows:
"SEC. 7461. PUBLICITY OF PROCEEDINGS.

"(a) GENERAL RuLE.-Except as provided in subsection (b), all re-
ports of the Tax Court and all evidence received by the Tax Court
and its divisions, including a transcript of the stenographic report
of the hearings, shall be public records open to the inspection of the
public.

"(b) EXCEPTIONS. -
"(1) TRADE SECRETS OR OTHER CONFIDENTIAL INFORMATION.-

The Tax Court may make any provision which is necessary to
prevent the disclosure of trade secrets or other confidential in-
formation, including a provision that any document or informa-
tion be placed under seal to be opened only as directed by the
court.

"(2) EVIDENCE, ETC.-After the decision of the Tax Court in
any proceeding has become final, the Tax Court may, upon



motion of the taxpayer or the Secretary, permit the withdrawal
by the party entitled thereto of originals of books, documents,
and records, and of models, diagrams, and other exhibits, intro-
duced in evidence before the Tax Court or any division; or the
Tax Court may, on its own motion, make such other disposition
thereof as it deems advisable."

(b) EFFECTIVE DATE.-The amendment made by subsection (a)
shall take effect on the date of the enactment of this Act.

Subtitle F-Simplification of Income Tax
Credits

SEC. 471. CREDITS GROUPED TOGETHER IN MORE LOGICAL ORDER.

(a) CREDITS DIVIDED INTO 4 CATEGORIES.-The table of subparts
for part IV of subchapter A of chapter 1 (relating to credits against
tax) is amended to read as follows:

"Subpart A. Nonrefundable personal credits.
"Subpart B. Foreign tax credit, etc.
"Subpart C. Refundable credits.
"Subpart D. Business-related credits."

(b) EXISTING CREDITS ASSIGNED TO APPROPRIATE CATEGORY.-

Part IV of subchapter A of chapter 1 is amended by striking out the
heading and table of sections for subpart A and inserting in lieu
thereof the following:

"Subpart A-Nonrefundable Personal Credits

"Sec. 21. Expenses for household and dependent care services neces-
sary for gainful employment.

"Sec. 22. Credit for the elderly and the permanently and totally dis-
abled.

"Sec. 23. Residential energy credit.
"Sec. 24. Contributions to candidates for public office.
"Sec. 25. Limitation based on tax liability; definition of tax liabil-

ity.

"Subpart B-Foreign Tax Credit, Etc.

"Sec. 27. Taxes of foreign countries and possessions of the United
States; possession tax credit.

"Sec. 28. Clinical testing expenses for certain drugs for rare diseases
or conditions.

"Sec. 29. Credit for producing fuel from a nonconventional source.
"Sec. 30. Credit for increasing research activities.

"Subpart C-Refundable Credits

"Sec. 31. Tax withheld on wages.
"Sec. 32. Earned income.
"Sec. 33. Tax withheld at source on nonresident aliens and foreign

corporations.
"Sec. 34. Certain uses of gasoline and special fuels.
"Sec. 35. Overpayments of tax.
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"Subpart D-Business Related Credits

"Sec. 38. General business credit.
"Sec. 39. Carryback and carry forward of unused credits.
"Sec. 40. Alcohol used as fuel.
"Sec. 41. Employee stock ownership credit."

(c) SECTIONS MOVED TO APPROPRIATE PLACE IN PART IV.-
(1) DEsIGNATION.-The following sections of such part IV are

henceforth to be designated in accordance with the following
table:

New
sub-
part

desig-
Old section number: New section number: nation:

44A ................................................. 21.......................... A
37 ...................................................22........................ A
44C ................................................. 23......................... A
41 .................................................... 24........................... A
33 ....................................................27............................ B
44H ................................................ 28 ................................. .......... B
44D ................................................. 29........................... B
44F ................................................. 30........................... B
31 .................................................... 31........................... C
43 ....................32.......................... C
32 .................................................... 33........................... C
39 ................................................... 34 .................................................. C
45 .................................................... 35........................... C
44E ................................................. 4 0 .................................................... D
44 G ................................................. 4 1 ................................................... D

(2) PLACED IN APPROPRIATE SUBPARTS.-Each section for
which paragraph (1) provides a new section number is hereby
moved to the appropriate place in the appropriate subpart of
such part IV.

SEC. 472. UNIFORM LIMITATION ON PERSONAL NONREFUNDABLE CREDITS.

Subpart A of part IV of subchapter A of chapter 1 is amended by
adding after section 24 the following new section:
"SEC. 25. LIMITATION BASED ON TAX LIABILITY, DEFINITION OF TAX LI-

ABILITY.
"(a) LIMITATION BASED ON AMOUNT OF TAX. -The aggregate

amount of credits allowed by this subpart for the taxable year shall
not exceed the taxpayer's tax liability for such taxable year.

"(b) TAX LIABILITY.-For purposes of this section-
"(1) IN GENERAL.-The term 'tax liability' means the tax im-

posed by this chapter for the taxable year.
"(2) EXCEPTION FOR CERTAIN TAXES.-For purposes of para-

graph (1), any tax imposed by any of the following provisions
shall not be treated as tax imposed by this chapter:

"(A) section 56 (relating to corporate minimum tax),
"(B) subsection (m)(5)(B), (o)(2), or (q) of section 72 (relat-

ing to additional tax on certain distributions),
"(C) section 408(f) (relating to additional tax on income

from certain retirement accounts),



"(D) section 531 (relating to accumulated earnings tax),
"(E) section 541 (relating to personal holding company

tax),
"(F) section 1351(d)(1) (relating to recoveries of foreign ex-

propriation losses),
"(G) section 1374 (relating to tax on certain capital gains

of S corporations), and
"(H) section 1375 (relating to tax imposed when passive

investment income of corporation having subchapter C
earnings and profits exceeds 25 percent of gross receipts).

"(c) SIMILAR RULE FOR ALTERNATIVE MINIMUM TAX FOR TAXPAY-
ERS OTHER THAN CORPORATIONS.-

"For treatment of tax imposed by section 55 as not imposed by this chap-
ter, see section 55(c)."

SEC. 473. UNIFORM CARRYOVER PROVISIONS FOR BUSINESS-RELATED
CREDITS.

Subpart D of part IV of subchapter A of chapter I is amended by
inserting before section 40 the following new sections:
"SEC. 38. GENERAL BUSINESS CREDIT.

"(a) ALLOWANCE OF CREDIT.-There shall be allowed as a credit
against the tax imposed by this chapter for the taxable year an
amount equal to the sum of-

"(1) the business credit carryforwards carried to such taxable
year,

"(2) the amount of the current year business credit, plus
"(3) the business credit carrybacks carried to such taxable

year.
"(b) CURRENT YEAR BUSINESS CREDIT.-For purposes of this sub-

part, the amount of the current year business credit is the sum of
the following credits determined for the taxable year:

"(1) the investment credit determined under section 46(a),
"(2) the targeted jobs credit determined under section 51(a),
"(3) the alcohol fuels credit determined under section 40(a),

plus
"(4) the employee stock ownership credit determined under

section 41(a).
"(c) LIMITATION BASED ON AMOUNT OF TAX.-

"(1) IN GENERAL.-The credit allowed under subsection (a) for
any taxable year shall not exceed the sum of-

"(A) so much of the taxpayer's net tax liability for the
taxable year as does not exceed $25,000, plus

"(B) 85 percent of so much of the taxpayer's net tax li-
ability for the taxable year as exceeds $25,000.

"(2) NET TAX LIABILITY.-For purposes of paragraph (1), the
term 'net tax liability' means the tax liability (as defined in sec-
tion 25(b)), reduced by the sum of the credits allowable under
subparts A and B of this part.

"(2) SPECIAL RULES.-
"(A) MARRIED INDIVIDUALS. -In the case of a husband or

wife who files a separate return, the amount specified
under subparagraphs (A) and (B) of paragraph (1) shall be
$12,500 in lieu of $25,000. This subparagraph shall not
apply if the spouse of the taxpayer has no business credit



carryforward or carryback to, and has no current year busi-
ness credit for, the taxable year of such spouse which ends
within or with the taxpayer's taxable year.

"(B) CONTROLLED GRoups.-In the case of a controlled
group, the $25,000 amount specified under subparagraphs
(A) and (B) of paragraph (1) shall be reduced for each com-
ponent member of such group by apportioning $25,000
among the component members of such group in such
manner as the Secretary shall by regulations prescribe. For
purposes of the preceding sentence, the term 'controlled
group' has the meaning given to such term by section
1563(a).

"(C) LIMITATIONS WITH RESPECT TO CERTAIN PERSONS.-

In the case of a person described in subparagraph (A) or (B)
of section 46(e)(1), the $25,000 amount specified under sub-
paragraphs (A) and (B) of paragraph (1) shall equal such
person's ratable share (as determined under section 46(e)(2))
of such amount.

"(D) ESTATES AND TRUSTS.-In the case of an estate or
trust, the $25,000 amount specified under subparagraphs
(A) and (B) of paragraph (1) shall be reduced to an amount
which bears the same ratio to $25,000 as the portion of the
income of the estate or trust which is not allocated to bene-
ficiaries bears to the total income of the estate or trust.

"(d) SPECIAL RULES FOR CERTAIN REGULATED COMPANIES.-In the
case of any taxpayer to which section 46(f) applies, for purposes of
sections 46(f), 47(a), 196(a), and 404(i) and any other provision of
this title where it is necessary to ascertain the extent to which the
credits determined under section 40(a), 41(a), 46(a), or 51(a) are used
in a taxable year or as a carryback or carryforward, the order in
which such credits are used shall be determined on the basis of the
order in which they are listed in subsection (b).
"SEC. 39. CARRYBACK AND CARRYFORWARD OF UNUSED CREDITS.

"(a) IN GENERAL.-
"(1) 3 YEAR CARRYBACK AND 15 YEAR CARRYFORWARD.-If the

sum of the business credit carryforwards to the taxable year
plus the amount of the current year business credit for the tax-
able year exceeds the amount of the limitation imposed by sub-
section (c) of section 38 for such taxable year (hereinafter in this
section referred to as the 'unused credit year), such excess (to
the extent attributable to the amount of the current year busi-
ness credit) shall be-

"(A) a business credit carryback to each of the 3 taxable
years preceding the unused credit year, and

"(B) a business credit carryforward to each of the 15 tax-
able years following the unused credit year,

and, subject to the limitations imposed by subsections (b) and
(c), shall be taken into account under the provisions of section
38(a) in the manner provided in section 38(a).

"(2) AMOUNT CARRIED TO EACH YEAR.-
"(A) ENTIRE AMOUNT CARRIED TO FIRST YEAR.-The entire

amount of the unused credit for an unused credit year
shall be carried to the earliest of the 18 taxable years to



which (by reason of paragraph (1)) such credit may be car-
ried.

"(B) AMOUNT CARRIED TO OTHER 17 YEARS.-The amount
of the unused credit for the unused credit year shall be car-
ried to each of the other 17 taxable years to the extent that
such unused credit may not be taken into account under
section 38(a) for a prior taxable year because of the limita-
tions of subsections (b) and (c).

"(b) LIMITATION ON CARRYBACKS.-The amount of the unused
credit which may be taken into account under section 38(a)(3) for
any preceding taxable year shall not exceed the amount by which
the limitation imposed by section 38(c) for such taxable year exceeds
the sum of-

"(1) the amounts determined under paragraphs (1) and (2) of
section 38(a) for such taxable year, plus

"(2) the amounts which (by reason of this section) are carried
back to such taxable year and are attributable to taxable years
preceding the unused credit year.

"(C) LIMITATION ON CARRYFORWARDS.-The amount of the unused
credit which may be taken into account under section 38(a)(1) for
any succeeding taxable year shall not exceed the amount by which
the limitation imposed by section 38(c) for such taxable year exceeds
the sum of the amounts which, by reason of this section, are carried
to such taxable year and are attributable to taxable years preceding
the unused credit year.

"(d) TRANSITIONAL RULES.-
"(1) CARRYFOR WARDS. -

"(A) IN GENERAL.-Any carryforward from an unused
credit year under section 46, 50A, 53, 44E, or 44G which
has not expired before the beginning of the first taxable
year beginning after December 31, 1983, shall be aggregated
with other such carryforwards from such unused credit
year and shall be a business credit carryforward to each
taxable year beginning after December 31, 1983, which is I
of the first 15 taxable years after such unused credit year.

"(B) AMOUNT CARRIED FORWARD.-The amount carried
forward under subparagraph (A) to any taxable year shall
be properly reduced for any amount allowable as a credit
with respect to such carryforward for any taxable year
before the year to which it is being carried.

"(2) CARRYBACKS.-In determining the amount allowable as a
credit for any taxable year beginning before January 1, 1984, as
the result of the carryback of a general business tax credit from
a taxable year beginning after December 31, 1983-

"(A) paragraph (1) of subsection (b) shall be applied as if
it read as follows:

"'(1) the sum of the credits allowable for such taxable year
under sections 38, 40, 44B, 44E, and 44G (as in effect before en-
actment of the Tax Reform Act of 1984), plus, and

"(B) for purposes of section 38(c) the net tax liability for
such taxable year shall be the tax liability (as so defined in
section 25(b)) reduced by the sum of the credits allowable
for such taxable year under sections 33, 37, 41, 44A, 44C,
44D, 44F, and 44H (as so in effect)."



SEC. 474. TECHNICAL AND CONFORMING AMENDMENTS
(a) REFERENCES TO OLD AND NEW PRovIsIONS.- Whenever in this

section reference is made to an old or new section or other provision,
the reference is to the provision before (in the case of "old'9 or after
(in the case of "new") the changes made by section 471 of this Act.

(b) OLD SECTION 21.-
(1) REDESIGNATION.-Old section 21 (relating to effect of

changes) is redesignated as section 15.
(2) CONFORMING AMENDMENTS. -Sections 441(f)(2)(A) and

6013(c) are each amended by striking out "21" and inserting in
lieu thereof "15"

(3) TABLE OF SECTIONS.-The table of sections for part III of
subchapter A of chapter 1 is amended by striking out the item
relating to section 21 and inserting in lieu thereof the follow-
ing:

"Sec. 15. Effect of changes."

(c) NEW SECTION 21.-New section 21 (relating to expenses for
household and dependent care services necessary for gainful employ-
ment) is amended-

(1) by striking out subsection (b) and by redesignating subsec-
tions (c), (d), (e), (f), and (g) as subsections (b), (c), (d), (e), and (f),
respectively,

(2) by striking out "subsection (c)(1)" in subsection (a) and in-
serting in lieu thereof "subsection (b)(1)",

(3) by striking out "subsection (c)(2)" in subsection (a) and in-
serting in lieu thereof "subsection (b)(2)",

(4) by striking out "subsection (c)(1)(C)" in paragraph (2) of
subsection (d) (as redesignated by paragraph (1)) and inserting
in lieu thereof "subsection (b)(1)(C)",

(5) by striking out "subsection (d)(1)" in subparagraph (A) of
subsection (d)(2) (as redesignated by paragraph (1)) and insert-
ing in lieu thereof "subsection (c)(1)",

(6) by striking out "subsection (d)(2)" in subparagraph (B) of
subsection (d)(2) (as redesignated by paragraph (1)) and insert-
ing in lieu thereof "subsection (c)(2)" and

(7) by striking out "subsection (c)(1)" in subsection (e)(5) (as re-
designated by paragraph (1)) and inserting in lieu thereof "sub-
section (b)(1)".

(d) NEW SECTION 22.-New Section 22 (relating to the credit for
the elderly and the permanently and totally disabled) is amended-

(1) by striking out "Section 37 amount" each place it appears
in the text and inserting in lieu thereof "section 22 amount",

(2) by striking out the heading of subsection (c) and inserting
in lieu thereof '(c) SECTION 22 AMOUNT.-' ; and

(3) by amending subsection (d) to read as follows:
"(d) ADJUSTED GROSS INCOME LIMITATION.-If the adjusted gross

income of the taxpayer exceeds-
"(1) $7,500 in the case of a single individual,
"(2) $10,000 in the case of a joint return, or
"(3) $5,000 in the case of a married individual filing a sepa-

rate return,
the section 22 amount shall be reduced by one-half of the excess of
the adjusted gross income over $7,500, $10,000, or $5,000, as the case
may be."



(e) NEW SECTION 23.-Subsection (b) of new section 23 (relating to
residential energy credit) is amended by striking out paragraphs (5)
and (6) and inserting in lieu thereof the following:

"(5) CARRYFORWARD OF UNUSED CREDIT.-

"(A) IN GENERAL.-If the credit allowable under subsec-
tion (a) for any taxable year exceeds the limitation imposed
by section 25(a) for such taxable year reduced by the sum of
the credits allowable under this subpart (other than this
section), such excess shall be carried to the succeeding tax-
able year and added to the credit allowable under subsec-
tion (a) for such succeeding taxable year.

"(B) No CARRYFORWARD TO TAXABLE YEARS BEGINNING

AFTER DECEMBER 31, 1987.-No amount may be carried
under subparagraph (A) to any taxable year beginning after
December 31, 1987."

(f) NEW SECTION 24.-Subsection (b) of new section 24 (relating to
contributions to candidates for political office) is amended by strik-
ing out paragraph (2) and by redesignating paragraph (3) as para-
graph (2).

(g) NEW SECTION 28.-
(1) New section 28 is amended-

(A) by striking out "section 44F" each place it appears
and inserting in lieu thereof "section 30" and

(B) by striking out "section 44F(b)" in subsection (c)(2)
and inserting in lieu thereof "section 30(b), " and

(C) by striking out "section 44F(f)" in subsection (d)(4)
and inserting in lieu thereof "section 30(f)"

(2) Paragraph (2) of new section 28(d) is amended to read as
follows:

"(2) LIMITATION BASED ON AMOUNT OF TAX.-The credit
allowed by this section for any taxable year shall not exceed the
taxpayer's tax liability for the taxable year (as defined in sec-
tion 25(b)), reduced by the sum of the credits allowable under
subpart A and section 27."

(h) NEW SECTION 29.-Paragraph (5) of new section 29(b) (relating
to credit for producing fuel from a nonconventional source) is
amended to read as follows:

"(5) APPLICATION WITH OTHER CREDITS.-The credit allowed
by subsection (a) for a taxable year shall not exceed the taxpay-
er's tax liability for the taxable year (as defined in section
25(b)), reduced by the sum of the credits allowable under sub-
part A and sections 27 and 28."

(i) NEW SECTION 30.-
(1) New section 30 (relating to credit for increasing research

activities) is amended-
(A) by striking out "in computing the credit under section

40 or 44B" in subsection (b)(2)(D)(iii) and inserting in lieu
thereof "in determining the targeted jobs credit under sec-
tion 51(a)'; and

(B) by amending subparagraph (A) of subsection (g)(1) to
read as follows:

"(A) IN GENERAL.-Except as provided in subparagraph
(B), the credit allowed by subsection (a) for any taxable year
shall not exceed the taxpayer's tax liability for the taxable



year (as defined in section 25(b)), reduced by the sum of the
credits allowable under subpart A and sections 27, 28, and
29."

(2) NEW SECTION 30 TREATED AS CONTINUATION OF OLD SEC-
TION 44F. -For purposes of determining-

(A) whether any excess credit under old section 44F for a
taxable year beginning before January 1, 1984, is allowable
as a carryover under new section 30, and

(B) the period during which new section 30 is in effect,
new section 30 shall be treated as a continuation of old section
44F (and shall apply only to the extent old section 44F would
have applied).

(j) NEW SECTION 33.-New section 33 (relating to tax withheld at
source on nonresident aliens and foreign corporations and on tax-
free covenant bonds) is amended to read as follows:
"SEC. 33. TAX WITHHELD AT SOURCE ON NONRESIDENT ALIENS AND FOR-

EIGN CORPORATIONS.
"There shall be allowed as a credit against the tax imposed by

this subtitle the amount of tax withheld at source under subchapter
A of chapter 3 (relating to withholding of tax on nonresident aliens
and on foreign corporations)."

(k) NEW SECTION 40.-New section 40 (relating to alcohol used as
fuel) is amended-

(1) by amending subsection (a) to read as follows:
"(a) GENERAL RULE.-For purposes of section 38, the alcohol fuels

credit determined under this section for the taxable year is an
amount equal to the sum of-

"(1) the alcohol mixture credit, plus
"(2) the alcohol credit. ",
(2) by striking out "the credit allowable under this section" in

subsection (c) and inserting in lieu thereof "the credit deter-
mined under this section"
(3) by striking out "credit was allowable" each place it ap-

pears in paragraph (3) of subsection (d) and inserting in lieu
thereof "credit was determined",

(4) by striking out subsection (e) and redesignating subsection
(f) as subsection (e),

(5) by amending paragraph (2) of subsection (e) (as redesig-
nated by paragraph (4)) to read as follows:

"(2) No CARRYOVERS TO YEARS AFTER 1994.-No amount may
be carried under section 39 by reason of this section (treating
the amount allowed by reason of this section as the first
amount allowed by this subpart) to any taxable year beginning
after December 31, 1994. " and

(6) by adding at the end thereof the following new subsection:
"(f) ELECTION To HA VE ALCOHOL FUELS CREDIT NOT APPLY. -

"(1) IN GENERAL.-A taxpayer may elect to have this section
not apply for any taxable year.

"(2) TIME FOR MAKING ELECTION.-An election under para-

graph (1) for any taxable year may be made (or revoked) at any
time before the expiration of the 3-year period beginning on the
last date prescribed by law for filing the return for such taxable
year (determined without regard to extensions).



"(3) MANNER OF MAKING ELECTION.-An election under para-
graph (1) (or revocation thereof) shall be made in such manner
as the Secretary may by regulations prescribe."

(1) NEW SECTION 41.-New section 41 (relating to employee stock
ownership plan) is amended-

(1) by amending paragraph (1) of subsection (a) to read as fol-
lows:

"(1) AMOUNT OF CREDIT.-In the case of a corporation which
elects to have this section apply for the taxable year and which
meets the requirements of subsection (c)(1), for purposes of sec-
tion 38, the amount of the employee stock ownership credit de-
termined under this section for the taxable year is an amount
equal to the amount of the credit determined under paragraph
(2) for such taxable year. ",

(2) by amending subsection (b) to read as follows:
"(b) CERTAIN REGULATED COMPANIES.-No credit attributable to

compensation taken into account for the ratemaking purposes
involved shall be determined under this section with respect to a
taxpayer if-

"(1) the taxpayer's cost of service for ratemaking purposes or
in its regulated books of account is reduced by reason of any
portion of such credit which results from the transfer of em-
ployer securities or cash to a tax credit employee stock owner-
ship plan which meets the requirements of section 409;

"(2) the base to which the taxpayer's rate of return for rate-
making purposes is applied is reduced by reason of any portion
of such credit which results from a transfer described in para-
graph (1) to such employee stock ownership plan; or

"(3) any portion of the amount of such credit which results
from a transfer described in paragraph (1) to such employee
stock ownership plan is treated for ratemaking purposes in any
way other than as though it had been contributed by the tax-
payer's common shareholders.

Under regulations prescribed by the Secretary, rules similar to the
rules of paragraphs (4) and (7) of section 46(f) shall apply for pur-
poses of the preceding sentence. ", and

(3) by striking out "the credit allowed under this section" in
subsection (c)(3) and inserting in lieu thereof "the credit deter-
mined under this section".

(m) REPEAL OF CERTAIN OLD PROVISIONS.-

(1) Old sections 38, 40, 44, and 44B are hereby repealed.
(2) Old subpart C of part IV of subchapter A of chapter 1 is

hereby repealed.
(n) REDESIGNATION OF OLD SUBPARTS.-

(1) Old subparts B and D of part IV of subchapter A of chap-
ter I are redesignated as subparts E and F, respectively.

(2) The subpart heading for subpart F of part IV of subchap-
ter A of chapter 1 (as so redesignated) is amended to read as
follows:



"Subpart F-Rules for Computing Targeted Jobs Credit'"

(3) The table of subparts for such part IV (as amended by subsec-
tion (a) of section 471) is amended by adding at the end thereof the
following:

"Subpart E. Rules for computing credit for investment in certain de-
preciable property.

"Subpart F. Rules for computing targeted jobs credit."
(o) INVESTMENT TAX CREDIT. -

(1) Section 46 (relating to amount of investment tax credit) is
amended by striking out subsections (a) and (b) and inserting in
lieu thereof the following:

"(a) AMOUNT OF INVESTMENT CREDIT. -For purposes of section 38,
the amount of the investment credit determined under this section
for any taxable year shall be an amount equal to the sum of the
following percentages of the qualified investment (as determined
under subsections (c) and (d)):

"(1) the regular percentage,
"(2) in the case of energy property, the energy percentage, and
"(3) in the case of that portion of the basis of any property

which is attributable to qualified rehabilitation expenditures,
the rehabilitation percentage.

"(b) DETERMINATION OF PERCENTAGES.-For purposes of subsec-
tion (a)-

"(1) REGULAR PERCENTAGE.-The regular percentage is 10
percent.

"(2) ENERGY PERCENTAGE.-
"(A) IN GENERAL.-The energy percentage shall be deter-

mined in accordance with the following table:

"Column A-Description Column Column C-PeriodB-
Percentage For the period:

In the case of. The energy Beginning And
percentage on: ending

is: on:

(i) GENERAL RuLE.-Property not described in any of the follow- 10 Oct. 1, Dec.
ing provisions of this column. percent. 1978. 31,

1982.
(ii) SOLAR WIND, OR GEOTHERMAL PROPERTY. -Property de- A. 10 Oct. 1, Dec.

scribed in section 48(lX2)(A)(ii) or 48(l)(8)(A)(vii). percent. 1978. 31,
B. 15 Jan. 1, 1979.

percent. 1980. Dec.
31,
1985.

(iii) OCEAN THERMAL PROPERTY -Property described in section 15 Jan. 1, Dec.
48(l)(3)(A)(ix). percent. 1980. 31,

1985.
(iv) QUALIFIED HYDROELECTRIC GENERATING PROPERTY-Prop- 11 Jan. 1, Dec.

erty described in section 48(l)(2)(A)(vii). percent. 1980. 31,
1985.

(v) QUALIFIED INTERCITY BusEs.-Property described in section 10 Jan. 1, Dec.
48(l)(2)(A)(ix). percent. 1980. 31,

1985.
(vi) BIoMAss PROPERTY. -Property described in section .48(l)(15) ..... 10 Oct. 1, Dec.

percent. 1978. 31,
1985.



"Column A-Description Column Column C-Period
B-

Percentage For the period.

In the case of The energy Beginning And
percentage endi

e Feding
is: on

(vii) CHLOR-ALKALI ELECTROLYTIC CELLS.-Property described in
section 48(l)(5)(M). 10 Jan. 1, Dec.

percent. 1980. 31,

1982.

"(B) PERIODS FOR WHICH PERCENTAGE NOT SPECIFIED. -In
the case of any energy property, the energy percentage shall
be zero for any period for which an energy percentage is not
specified for such property under subparagraph (A) (as
modified by subparagraphs (C) and (D)).

"(C) LONGER PERIOD FOR CERTAIN LONG-TERM

PROJECTS.-For the purpose of applying the energy percent-
age contained in clause (i) of subparagraph (A) with respect
to property which is part of a project with a normal con-
struction period of 2 years or more (within the meaning of
subsection (d)(2)(A)(i)), 'December 31, 1990' shall be substi-
tuted for 'December 31, 1982'if-

"(i) before January 1, 1983, all engineering studies in
connection with the commencement of the construction
of the project have been completed and all environmen-
tal and construction permits required under Federal,
State, or local law in connection with the commence-
ment of the construction of the project have been
applied for, and

"(ii) before January 1, 1986, the taxpayer has entered
into binding contracts for the acquisition, construction,
reconstruction, or erection of equipment specially
designed for the project and the aggregate cost to the
taxpayer of that equipment is at least 50 percent of the
reasonably estimated cost for all such equipment which
is to be placed in service as part of the project upon its
completion.

"(D) LONGER PERIOD FOR CERTAIN HYDROELECTRIC GEN-
ERATING PROPERTY.-If an application has been docketed
by the Federal Energy Regulatory Commission before Janu-
ary 1, 1986, with respect to the installation of any qualified
hydroelectric generating property, for purposes of applying
the energy percentage contained in clause (iv) of subpara-
graph (A) with respect to such property, 'December 31, 1988'
shall be substituted for 'December 31, 1985'.

"(3) SPECIAL RULE FOR CERTAIN ENERGY PROPERTY.-The reg-
ular percentage shall not apply to any energy property which,
but for section 48()(1), would not be section 38 property. In the
case of any qualified hydroelectric generating property which is
a fish passageway, the preceding sentence shall not apply to any



period after 1979 for which the energy percentage for such prop-
erty is greater than zero.

"(4) REHABILITATION PERCENTAGE.-

"(A) IN GENERAL.-
"In the case of qualified

rehabilitation ex-
penditures The rehabilitation
with respect to a: percentage is:

30-year building ..................................................................................... 15
40-year build ing ..................................................................................... 20
Certified historic structure .................................................................... 25.

"(B) REGULAR AND ENERGY PERCENTAGES NOT TO

APPLY.-The regular percentages and the energy percentages
shall not apply to that portion of the basis of any property
which is attributable to qualified rehabilitation expendi-
tures.

"(C) DEFINITIONS.-For purpose of this paragraph-
"(i) 30-YEAR BUILDING.-The term '30-year building'

means a qualified rehabilitated building other than a
40-year building and other than a certified historic
structure.

"(ii) 40-YEAR BUILDING.-The term '40-year building'
means a qualified rehabilitated building (other than a
certified historic structure) which would meet the re-
quirements of section 48(g)(1)(B) if '40' were substituted
for '30' each place it appears in subparagraph (B)
thereof.

"(iii) CERTIFIED HISTORIC STRUCTURE.-The term 'cer-
tified historic structure' means a qualified rehabilitat-
ed building which meets the requirements of section
4 8(g)(3). "

(2) Subclause (II) of section 46(c)(8)(F)(ii) is amended by strik-
ing out "section 46(a)(2)(C)" and inserting in lieu thereof "sub-
section (b)(2)".

(3)(A) Paragraph (1) of section 46(e) is amended-
(i) by striking out "and the $25,000 amount specified

under subparagraphs (A) and (B) of subsection (a)(3)", and
(ii) by striking out "such items" and inserting in lieu

thereof "such qualified investment".
(B) Paragraph (2) of section 46(e) is amended by striking out

"the items described therein" and inserting in lieu thereof
"qualified investment".

(4)(A) Paragraphs (1) and (2) of section 46(f) are each amended
by striking out "no credit shall be allowed by section 38" and
inserting in lieu thereof "no credit determined under subsection
(a) shall be allowed by section 38".

(B) Paragraphs (1) and (2) of section 46(f) are each amended
by striking out "the credit allowable by section 38" each place it
appears and inserting in lieu thereof "the credit determined
under subsection (a) and allowable by section 38 ".

(C) Subparagraph (B) of section 46(f)(4) is amended by striking
out "the credit allowed by section 38" and inserting in lieu
thereof "the credit determined under subsection (a) and allowed
by section 38"

(5) Paragraph (8) of section 46(f) is amended-



(A) by striking out "the credit allowable under section
38" each place it appears and inserting in lieu thereof "the
credit determined under subsection (a) and allowable under
section 38", and

(B) by striking out "(within the meaning of subsection
(a)(7)(C))" and inserting in lieu thereof "(within the mean-
ing of the first sentence of subsection (c)(3)(B))".

(6) Paragraph (2) of section 46(g) is amended by striking out
"the limitation of subsection (a)(3)" and inserting in lieu there-
of "the limitation of section 38(c)".

(7) Paragraph (1) of section 46(h) is amended-
(A) by striking out "the credit allowable to the organiza-

tion under section 38" and inserting in lieu thereof "the
credit determined under subsection (a) and allowable to the
organization under section 38", and

(B) by striking out "the limitation contained in subsec-
tion (a)(3)" and inserting in lieu thereof "the limitation
contained in section 38(c)".

(8) Paragraphs (5) and (6) of section 47(a) are each amended
by striking out "under section 46(b)" and inserting in lieu there-
of "under section 39".

(9) Subsection (c) of section 47 is amended by striking out
"subpart A" and inserting in lieu thereof "subpart A, B, or D".

(10) Subparagraph (B) of section 48(c)(3) is amended by strik-
igout "section 46(b)" and inserting in lieu thereof "section

(11) Subparagraph (B) of section 48(d)(1) is amended by strik-
ing out "section 46(a)(6)" and inserting in lieu thereof "section
38(c)(3)(B)".

(12) Subsection (f) of section 48 is amended-
(A) by adding "and" at the end of paragraph (1),
(B) striking out ", and" at the end of paragraph (2) and

inserting in lieu thereof a period, and
(C) by striking out paragraph (3).

(13) Paragraph (1) of section 48(l) is amended by striking out
"section 46(a)(2)(C)" and inserting in lieu thereof "section
4 6(b)(2) ".

(14) Subsection (m) of section 48 is amended by striking out
"subsection (a)(2)" and inserting in lieu thereof "subsection (b)".

(15) Subsection (n) of section 48 (relating to requirements for
allowance of employee plan percentage) is hereby repealed;
except that paragraph (4) of section 48(n) of the Internal Reve-
nue Code of 1954 (as in effect before its repeal by this para-
graph) shall continue to apply in the case of any recapture
under section 47(f) of such Code of a credit allowable for a tax-
able year beginning before January 1, 1984.

(16) Subsection (o) of section 48 (defining certain credits) is
amended by striking out paragraphs (3), (4), (5), (6), and (7) and
by redesignating paragraph (8) as paragraph (3).

(17) Subsection (q) of section 48 is amended-
(A) by striking out "section 46(a)(2)" each place it appears

and inserting in lieu thereof "section 46(a)", and
(B) by striking out "section 46(a)(2)(B)" each place it ap-

pears and inserting in lieu therof "section 46(b)(1)".



(18) Subsection (r) of section 48 is amended by striking out
"section 381(c)(23)" and inserting in lieu thereof "section
381(c)(26)".

(p) TARGETED JOBS CREDIT.-

(1) Subsection (a) of section 51 (relating to amount of targeted
jobs credit) is amended to read as follows:

"(a) DETERMINATION OF AMOUNT. -For purposes of section 38, the
amount of the targeted jobs credit determined under this section for
the taxable year shall be the sum of-

"(1) 50 percent of the qualified first-year wages for such year,
and

"(2) 25 percent of the qualified second-year wages for such
year. "

(2) Subsection (g) of section 51 is amended by striking out
"the credit provided by section 44B" and inserting in lieu there-
of "the targeted jobs credit determined under this subpart".

(3) Section 51 is amended by adding at the end thereof the
following new subsection:

"(j) ELECTION To HAVE TARGETED JOBS CREDIT NOT APPLY.-
"(1) IN GENERAL.-A taxpayer may elect to have this section

not apply for any taxable year.
"(2) TIME FOR MAKING ELECTION.-An election under para-

graph (1) for any taxable year may be made (or revoked) at any
time before the expiration of the 3-year period beginning on the
last date prescribed by law for filing the return for such taxable
year (determined without regard to extensions).

"(3) MANNER OF MAKING ELECTION.-An election under para-
graph (1) (or revocation thereof) shall be made in such manner
as the Secretary may by regulations prescribe."

(4) Subsection (a) of section 52 is amended by striking out
"the credit (if any) allowable by section 44B to each such
member" and inserting in lieu thereof "the credit (if any) deter-
mined under section 51(a) with respect to each such member"

(5) Subsection (b) of section 52 is amended by striking out
"the credit (if any) allowable by section 44B" and inserting in
lieu thereof "the credit (if any) determined under section 51(a)"

(6) Subsection (c) of section 52 is amended by striking out
"credit shall be allowed under section 44B" and inserting in
lieu thereof "credit shall be allowed under section 38 for any
targeted jobs credit determined under this subpart"

(7) Paragraph (2) of section 52(d) is amended by striking out
", subject to section 53, a credit under section 44B" and insert-
ing in lieu thereof " subject to section 38(c), a credit under sec-
tion 38(a)".

(8) Section 53 (relating to limitation based on amount of tax)
is hereby repealed.

(9) The table of sections for old subpart D of part IV of sub-
chapter A of chapter 1 is amended by striking out the item re-
lating to section 53.

(q) SECTION 55.-
(1) Paragraph (1) of section 55(c) (relating to credits) is

amended-
(A) by striking out "subpart A of part IV"' and inserting

in lieu thereof "subpart A, B, or D of part IV", and



(B) by striking out "section 33(a)" each place it appears
and inserting in lieu thereof "section 27(a)'.

(2) Clause (i) of section 55(c)(2)(B) is amended by striking out
"section 33(a)" and inserting in lieu thereof "section 27(a)".

(3) Paragraph (3) of section 55(c) is amended to read as fol-
lows:

"(3) CARRYOVER AND CARRYBACK OF CERTAIN CREDITS.-In the
case of any taxable year for which a tax is imposed by this sec-
tion, for purposes of determining the amount of any carryover or
carryback to any other taxable year of any credit allowable
under section 23, 30 or 38, the amount of the limitation under
section 25, 30(g), or 38(c) (as the case may be) shall be deemed to
be- "(A) the amount of such limitation for such taxable year

(determined without regard to this paragraph), reduced (but
not below zero) by

"(B) the amount of the tax imposed by this section for the
taxable year, reduced by-

"(i) the amount of the credit allowable under section
27(a),

"(ii) in the case of the limitation under section 30(g),
the amount of such tax taken into account under this
subparagraph with respect to the limitation under sec-
tion 25, and

"(iii) in the case of the limitation under section 38(c),
the amount of such tax taken into account under this
subparagraph with respect to limitations under sec-
tions 25 and 30(g)."

(4) Paragraph (2) of section 55(f) is amended by striking out
"allowable under subpart A of part IV of this subchapter (other
than under sections 31, 39, and 43)" and inserting in lieu there-
of "allowable under subparts A, B, and D of part IV of this
subchapter".

(r) TECHNICAL AND CONFORMING AMENDMENTS TO OTHER PROVI-

SIONS.-
(1) SECTION 56.-

(A) Subsection (c) of section 56 (defining regular tax de-
duction) is amended-

(i) by striking out "subpart A of part IV other than
sections 39 and 44G" and inserting in lieu thereof
"subparts A, B, and D of part IV", and

(ii) by amending the last sentence to read as follows:
"For purposes of the preceding sentence, the amount of
the credit determined under section 38 for any taxable
year shall be determined without regard to the employ-
ee stock ownership credit determined under section 41."

(B) Subparagraph (A) of section 56(e)(1) is amended by
striking out clauses (i), (ii), (iii), and (iv) and inserting in
lieu thereof the following:

"(i) section 27 (relating to foreign tax credit), and
"(ii) section 38 (relating to general business credit),

exceed".
(2) SECTION 86.-Paragraph (1) of section 86(f) (relating to

treatment as pension or annuity for certain purposes) is amend-



ed by striking out "section 43(c)(2)" and inserting in lieu thereof
"section 32(c)(2)".
(3) SECTION 87.-Section 87 (relating to alcohol fuel credit in-

cluded in income) is amended to read as follows:

"SEC. 87. ALCOHOL FUEL CREDIT.

"Gross income includes the amount of the alcohol fuel credit de-
termined with respect to the taxpayer for the taxable year under sec-
tion 40(a)."

(4) SECTION 103.-Clause (iv) of section 103(b)(6)(F) (relating to
certain capital expenditures not taken into account) is amended
by striking out "section 44F(b)(2)(A)" and inserting in lieu there-
of "section 30(b)(2)(A)".

(5) SECTION 108.-Subparagraph (B) of section 108(b)(2) (relat-
ing to reduction of tax attributes in title 11 case or insolvency)
is amended to read as follows:

"(B) RESEARCH CREDIT AND GENERAL BUSINESS CREDIT.-

Any carryover to or from the taxable year of a discharge of
an amount for purposes of determining the amount allow-
able as a credit under-

"(i) section 30 (relating to credit for increasing re-
search activities), or

"(ii) section 38 (relating to general business credit).
For purposes of this subparagraph, there shall not be taken
into account any portion of a carryover which is attributa-
ble to the employee stock ownership credit determined
under section 41."

(6) SECTION 129.-
(A) Paragraph (2) of section 129(b) (relating to earned

income limitation) is amended by striking out "section
44A(e)(2)" and inserting in lieu thereof "section 21(d)(2)".

(B) Paragraph (1) of section 129(e) (defining dependent
care assistance) is amended by striking out "section
44A(c)(2)" and inserting in lieu thereof "section 21(b)(2)"

(C) Paragraph (2) of section 129(e) (defining earned
income) is amended by striking out "section 43(c)(2)" and
inserting in lieu thereof "section 32(c)(2)".

(7) SECTION 168.-
(A) Clause (i) of section 168(i)(1)(D), as added by section

208(a) of the Tax Equity and Fiscal Responsibility Act of
1982, is amended by striking out "subpart A of part IV"
and inserting in lieu thereof "subparts A, B, and D of part
IV"'.

(B) Clause (iii) of section 168(i)(1)(D), as added by section
208(a) of the Tax Equity and Fiscal Responsibility Act of
1982, is amended by striking out "under the last sentence of
section 53(a)" and inserting in lieu thereof "under section
25(b)(2)".

(C) Subparagraph (A) of section 168(i)(4), as added section
208(a) of the Tax Equity and Fiscal Responsibility Act of
1982, is amended by striking out "subpart A of part IV of
subchapter A of this chapter" and inserting in lieu thereof
"section 38".



(D) Clause (i) of section 168(i)(1)(D), as added by section
209(b) of the Tax Equity and Fiscal Responsibility Act of
1982, is amended by striking out "subpart A of part IV"
and inserting in lieu thereof subpartss A, B, and D of part
IV"Y.

(E) Clause (iii) of section 168(i)(1)(D), as added by section
209(b) of the Tax Equity and Fiscal Responsibility Act of
1982, is amended by striking out "under the last sentence of
section 53(a)" and inserting in lieu thereof "under section
25(b)(2)".

(8) SECTION 196.-
(A) Section 196 (relating to deduction for certain unused

investment credits) is amended to read as follows:
"SEC. 196. DEDUCTION FOR CERTAIN UNUSED BUSINESS CREDITS.

"(a) ALLOWANCE OF DEDuCTIN.-If any portion of the qualified
business credits determined for any taxable year has not, after the
application of section 38(c), been allowed to the taxpayer as a credit
under section 38 for any taxable year, an amount equal to the credit
not so allowed shall be allowed to the taxpayer as a deduction for
the first taxable year following the last taxable year for which such
credit could, under section 39, have been allowed as a credit.

"(b) TAXPAYER'S DYING OR CEASING To EXIST.-If a taxpayer dies
or ceases to exist before the first taxable year following the last tax-
able year for which the qualified business credits could, under sec-
tion 39, have been allowed as a credit, the amount described in sub-
section (a) (or the proper portion thereof) shall, under regulations
prescribed by the Secretary, be allowed to the taxpayer as a deduc-
tion for the taxable year in which such death or cessation occurs.

"(c) QUALIFIED BUSINESS CREDITS.-For purposes of this section,
the term 'qualified business credits' means-

"(1) the investment credit determined under section 46(a) (but
only to the extent attributable to property the basis of which is
reduced by section 48(q)),

"(2) the targeted jobs credit determined under section 51(a),
and

"(2) the alcohol fuels credit determined under section 40(a).
"(d) SPECIAL RULE FOR INVESTMENT TAX CREDIT.-In the case of

the investment credit determined under section 46(a) (other than a
credit to which section 48(q)(3) applies), subsection (a) shall be ap-
plied by substituting "an amount equal to 50 percent of" for "an
amount equal to"

(B) The table of sections for part VI of subchapter B of
chapter 1 is amended by striking out the item relating to
section 196 and inserting in lieu thereof-

"Sec. 196. Deduction for certain unused business credits."
(9) SECTION 21.-Subsection (e) of section 213 (relating to ex-

clusion of amounts allowed for care of certain dependents) is
amended by striking out "section 44A" and inserting in lieu
thereof "section 21 ".

(10) SECTION 280c.-
(A) Section 280C (relating to certain expenses for which

credits are allowable) is amended by striking out subsection



(a) and by redesignating subsections (b) and (c) as subsec-
tions (a) and (b), respectively.

(B) Subsection (a) of section 280C (as so redesignated) is
amended-

(i) by striking out the first sentence and inserting in
lieu thereof the following: "No deduction shall be al-
lowed for that portion of the wages or salaries paid or
incurred for the taxable year which is equal to the
amount of the credit determined for the taxable year
under section 51(a). ", and

(ii) by striking out "SECTION 44B CREDIT" in the sub-
section heading and inserting in lieu thereof "TARGET-

ED JOBS CREDIT".

(C) Subsection (b) of section 280C (as so redesignated) is
amended by striking out "44H" each place it appears and
inserting in lieu thereof "29".

(D) Paragraph (3) of section 280C(b) (as so redesignated) is
amended-

(i) by striking out "section 44F(f)(5)" and inserting in
lieu thereof "section 30(f)(5)"

(ii) by striking out 'section 44F(f)(1)(B)" and insert-
ing in lieu thereof "section 30(f)(1)(B)",

(iii) by striking out "section 44F(f)(1)" and inserting
in lieu thereof "section 30(f)(1)".

(11) SECTION 381.-Subsection (c) of section 381 is amended-
(A) by striking out paragraphs (23), (24), (26), (27), and

(30),
(B) by redesignating paragraphs (25), (28), and (29) as

paragraphs (23), (24), and (25), respectively,
(C) by striking out "44F" each place it appears in para-

graph (25) (as so redesignated) and inserting in lieu thereof
"30" and

(D) by adding at the end thereof the following new para-
graph:

"(26) CREDIT UNDER SECTION 38.-The acquiring corporation
shall take into account (to the extent proper to carry out the
purposes of this section and section 38, and under such regula-
tions as may be prescribed by the Secretary) the items required
to be taken into account for purposes of section 38 in respect of
the distributor or transferor corporation."

(12) SECTION 383.-
(A) Section 383 (as in effect on the day before the date of

the enactment of the Tax Reform Act of 1976) is amended-
(i) by striking out "with respect to any unused invest-

ment credit" and all that follows and inserting in lieu
thereof the following: "with respect to any unused busi-
ness credit of the corporation which can otherwise be
carried forward under section 39, to any unused credit
of the corporation which could otherwise be carried for-
ward under section 30(g)(2), to any excess foreign taxes
of the corporation which could otherwise be carried for-
ward under section 904(c), and to any net capital loss
of the corporation which can otherwise be carried for-
ward under section 1212. ", and



(ii) by striking out the section heading and inserting
in lieu thereof the following:

"SEC. 383. SPECIAL LIMITATIONS ON UNUSED BUSINESS CREDITS, RE-
SEARCH CREDITS, FOREIGN TAXES, AND CAPITAL LOSSES."

(B) Section 383 (as amended by the Tax Reform Act of
1976) is amended-

(i) by striking out "with respect to any unused invest-
ment credit" and all that follows and inserting in lieu
thereof the following: "with respect to any unused busi-
ness credit of the corporation under section 39, to any
unused credit of the corporation under section 30(g)(2),
to any excess foreign taxes of the corporation under sec-
tion 904(c), and to any net capital loss of the corpora-
tion under section 1212. ", and

(ii) by striking out the section heading and inserting
in lieu thereof the following:

"SEC. 383. SPECIAL LIMITATIONS ON UNUSED BUSINESS CREDITS, RE-
SEARCH CREDITS, FOREIGN TAXES, AND CAPITAL LOSSES."

(C) The table of sections for part V of subchapter C of
chapter 1 is amended by striking out the item relating to
section 383 and inserting in lieu thereof the following:

"Sec. 383. Special limitations on unused business credits, research
credits, foreign taxes, and capital losses."

(13) Paragraph (21) of section 401(a) is amended by striking
out "allowable-" and all that follows and inserting in lieu
thereof "allowable under section 41 if the employer made the
transfer described in section 41(c)(1)(B)."

(14) SECTION 404.-Subsection (i) of section 404 (relating to de-
ductibility of unused portions of employee stock ownership
credit) is amended to read as follows:

"(i) DEDUCTIBILITY OF UNUSED PORTIONS OF EMPLOYEE STOCK
OWNERSHIP CREDIT.-

"(1) UNUSED CREDIT CARRYOVERS.-If any portion of the em-
ployee stock ownership credit determined under section 41 for
any taxable year has not, after the application of section 38(c),
been allowed under section 38 for any taxable year, such portion
shall be allowed as a deduction (without regard to any limita-
tions provided under this section) for the last taxable year to
which such portion could have been allowed as a credit under
section 39.

"(2) REDUCTIONS IN CREDIT.-There shall be allowed as a de-
duction (subject to the limitations provided under this section)
an amount equal to any reduction of the credit allowed under
section 41 resulting from a final determination of such credit to
the extent such reduction is not taken into account under sec-
tion 41(c)(3). "

(15) SECTION 4 09.-
(A) Section 409 (relating to qualifications for tax credit

employee stock ownership plans), as redesignated by section
491 of this Act, is amended by striking out "44G" each
place it appears in subsections (b), (g), (i), (m), and (n) and
inserting in lieu thereof "41 ".

(B) Paragraph (1) of section 409(b), as so redesignated, is
amended by striking out "48(n)(1)(A) or".



(C) Subsection (g) of section 409, as so redesignated, is
amended by adding at the end thereof the following new
sentence: "For purposes of the preceding sentence, the refer-
ences to section 48(n)(1) and the employee plan credit shall
refer to such section and credit as in effect before the enact-
ment of the Tax Reform Act of 1984."

(D) Subparagraph (A) of section 409(i)(1), as so redesignat-
ed, is amended by striking out "48(n)(1) or".

(E) Subsection (k) of section 409, as so redesignated, is
amended by adding at the end thereof the following new
sentence: "For purposes of this subsection, the reference to
the matching employee plan credit shall refer to such credit
as in effect before the enactment of the Tax Reform Act of
1984."

(16) SECTION 527(g)(1). -Paragraph (1) of section 527(g) (relat-
ing to treatment of newsletter funds) is amended by striking out
"section 41(c)(2)" and inserting in lieu thereof "section 24(c)(2)".

(17) SECTION 642(a)(2).-Paragraph (2) of section 642(a) (relat-
ing to credit for political contributions) is amended by striking
out "section 41" and inserting in lieu thereof "section 24 ".

(18) SECTION 691(b).-Subsection (b) of section 691 (relating to
allowance of deductions and credit) is amended by striking out
"section 33" each place it appears and inserting in lieu thereof
"section 27".

(19) SECTIONS 874(a) AND 882(c)(2). -Sections 874(a) and
882(c)(2) are each amended-

(A) by striking out "32" and inserting in lieu thereof
"33" and

(B) by striking out "section 39" and inserting in lieu
thereof "section 34 ".

(20) SECTION 9ol (a).-Subsection (a) of section 901 (relating to
allowance of foreign tax credit) is amended by striking out the
last sentence and inserting in lieu thereof the following: "The
credit shall not be allowed against any tax treated as a tax not
imposed by this chapter under section 25(b)."

(21) SECTION 9o4g). -Subsection (g) of section 904 (relating to
limitation on foreign tax credit) is amended to read as follows:

"(g) COORDINATION WITH NONREFUNDABLE PERSONAL CREDITS.-
In the case of an individual, for purposes of subsection (a), the tax
against which the credit is taken is such tax reduced by the sum of
the credits allowable under subpart A of part IV of subchapter A of
this chapter."

(22) SECTION 936.-
(A) Clause (i)(I)(a) of section 936(h)(5)(C) is amended by

striking out "section 44F(b)" and inserting in lieu thereof
"section 30(b)".

(B) Clause (i)(IV)(c) of section 936(h)(5)(C) is amended-
(i) by striking out "section 44F" and inserting in lieu

thereof "section 30" and
(ii) by striking out "section 44F(f)" and inserting in

lieu thereof "section 30(f)".
(23) SECTION 1016(a)(21). -Paragraph (21) of section 1016(a)

(relating to adjustments to basis) is amended-



(A) by striking out "section 44C(e)" and inserting in lieu
thereof "section 23(e)", and

(B) by striking out "section 44C" and inserting in lieu
thereof "section 23".

(24) SECTION 1033(g)(3)(A). -Subparagraph (A) of section
1033(g)(3) (relating to election to treat outdoor advertising dis-
plays as real property) is amended by striking out "the credit
allowed by section 38 (relating to investment in certain depre-
ciable property)" and inserting in lieu thereof "the investment
credit determined under section 46(a)".

(25) SECTION 1351(i). -Subsection (i) of section 1351 (relating
to adjustments for succeeding years) is amended-

(A) by striking out "section 33" and inserting in lieu
thereof "section 27", and

(B) by striking out "section 38 (relating to investment
credit)" and inserting in lieu thereof "section 38 (relating to
general business credit)".

(26) SECTION 1366(f). -Paragraph (1) of section 1366(f) (relat-
ing to special rules) is amended by striking out "section 39"
each place it appears and inserting in lieu thereof "section 34".

(27) SECTION 1374(b).-Subsection (b) of section 1374 (relating
to amount of tax imposed on certain capital gains) is amended
by striking out "section 39" and inserting in lieu thereof "sec-
tion 34 ".

(28) SECTION 1375(c).-Paragraph (1) of section 1375(c) (relat-
ing to disallowance of credit) is amended by striking out "sec-
tion 39" and inserting in lieu thereof "section 34".

(29) SECTION 1451.-
(A) Chapter 3 (relating to withholding of tax on nonresi-

dent aliens and foreign corporations and tax-free covenant
bonds) is amended by striking out subchapter B and by re-
designating subchapter C as subchapter B.

(B) The table of subchapters for chapter 3 is amended by
striking out the items relating to subchapters B and C and
inserting in lieu thereof the following:

"SUBcHAPTER B. Application of withholding provisions."
(C) The heading of chapter 3 is amended by striking out

"AND TAX-FREE COVENANT BONDS".
(D) The table of chapters for subtitle A is amended by

striking out "and tax-free covenant bonds" in the item re-
lating to chapter 3.

(E) Section 12 is amended by striking out paragraph (6)
and by redesignating paragraphs (7) and (8) as paragraphs
(6) and (7), respectively.

(F) Subsection (f) of section 164 (as in effect before its re-
designation by the Social Security Amendments of 1983) is
amended by striking out paragraph (1) and by redesignat-
ing paragraphs (2) and (3) as paragraphs (1) and (2), respec-
tively.

(G) Subsection (a) of section 1441 is amended by striking
out "except in the cases provided for in section 1451 and".

(H) Paragraph (3) of section 1441(c) is amended by strik-
ing out "section 1451' and inserting in lieu thereof "section



1451 (as in effect before its repeal by the Tax Reform Act of
1984)".

(I) Subsection (a) of section 1442 is amended-
(i) by striking out "or section 1451 ", and
(ii) by striking out "l except that, in the case of inter-

est described in section 1451 (relating to tax-free cov-
enant bonds), the deduction and withholding shall be
at the rate specified therein".

(J) Paragraph (2) of section 6049(b) (relating to amounts
not treated as interest) is amended-

(i) by adding "and" at the end of subparagraph (C),
(ii) by striking out ", and" at the end of subpara-

graph (D) and inserting in lieu thereof a period, and
(iii) by striking out subparagraph (E).

(K) Paragraph (16) of section 7701(a) is amended by strik-
ing out "1451, ".

(30) SECTION 3507.-Subsections (b), (c), and (e) of section 3507
(relating to advanced payment of earned income credit) are each
amended by striking out "section 43" each place it appears and
inserting in lieu thereof "section 32".

(31) SECTION 6096(b).-Subsection (b) of section 6096 (defining
income tax liability) is amended by striking out "allowable
under sections 33, 37, 38, 40, 41, 42, 44, 44A, 44B, 44C, 44D,
44E, 44F, 44G, and 44H" and inserting in lieu thereof "allow-
able under part IV of subchapter A of chapter 1 (other than
subpart C thereof)".

(32) SECTION 6201(a)(4).-Paragraph (4) of section 6201(a) (re-
lating to erroneous credit under section 39 or 43) is amended-

(A) by striking out "section 39" and inserting in lieu
thereof "section 34 ",

(B) by striking out "section 43" and inserting in lieu
thereof "section 32", and

(C) by striking out "SECTION 39 OR 43" in the paragraph
heading and inserting in lieu thereof "SECTION 32 OR 34".

(33) SECTION 6211(b).-
(A) Paragraph (1) of section 6211(b) is amended by strik-

ing out "without regard to so much of the credit under sec-
tion 32 as exceeds 2 percent of the interest on obligations
described in section 1451" and inserting in lieu thereof
"without regard to the credit under section 33".

(B) Paragraph (4) of section 6211(b) is amended by strik-
ing out "section 39" and inserting in lieu thereof "section
34".

(34) SECTION 6213(h)().-Paragraph (3) of section 6213(h) is
amended by striking out "section 39" and inserting in lieu
thereof "section 32 or 34 ".

(35) SECTION 6362(c)(1).-Paragraph (1) of section 6362(c) (re-
lating to qualified resident tax which is a percentage of the
Federal tax) is amended by striking out "sections 31 and 39"
and inserting in lieu thereof "sections 31 and 34 ".

(36) SECTION 64ol(b).-Subsection (b) of section 6401 (relating
to excessive credits treated as overpayments) is amended to read
as follows:

"(b) EXCESSIVE CREDITS. -



"(1) IN GENERAL.-If the amount allowable as credits under
subpart C of part IV of subchapter A of chapter 1 (relating to
refundable credits) exceeds the tax imposed by subtitle A (re-
duced by the credits allowable under subparts A, B, and D of
such part IV), the amount of such excess shall be considered an
overpayment.

"(2) SPECIAL RULE FOR CREDIT UNDER SECTION 33.-For pur-
poses of paragraph (1), any credit allowed under section 33 (re-
lating to withholding of tax on nonresident aliens and on fc;-
eign corporations) for any taxable year shall be treated as a
credit allowable under subpart C of part IV of subchapter A of
chapter 1 only if an election under subsection (g) or (h) of sec-
tion 6013 is in effect for such taxable year."

(37) SECTION 6411.-
(A) So much of subsection (a) of section 6411 as precedes

paragraph (2) thereof (relating to tentative carryback and
refund adjustments) is amended to read as follows:

"(a) APPLICATION FOR ADJUSTMENT.-A taxpayer may file an ap-
plication for a tentative carryback adjustment of the tax for the
prior taxable year affected by a net operating loss carryback provid-
ed in section 172(b), by a business credit carryback provided in sec-
tion 39, by a research credit carryback provided in section 30(g)(2) or
by a capital loss carryback provided in section 1212(a)(1), from any
taxable year. The application shall be verified in the manner pre-
scribed by section 6065 in the case of a return of such taxpayer and
shall be filed, on or after the date of filing for the return for the
taxable year of the net operating loss, net capital loss, or unused
business credit from which the carryback results and within a
period of 12 months after such taxable year or, with respect to any
portion of a research credit carryback or a business credit carryback
attributable to a net operating loss carryback or a net capital loss
carryback from a subsequent taxable year, within a period of 12
months from the end of such subsequent taxable year (or, with re-
spect to any portion of a business credit carryback attributable to a
research credit carryback from a subsequent taxable year within a
period of 12 months from the end of such subsequent taxable year),
in the manner and form required by regulations prescribed by the
Secretary. The applications shall set forth in such detail and with
such supporting data and explanation as such regulations shall re-
quire-

"(1) The amount of the net operating loss, net capital loss,
unused research credit, or unused business credit;".

(B) Subsections (b) and (c) of section 6411 are each
amended by striking out "unused investment credit, unused
work incentive program credit, unused new employee credit,
unused research credit, or unused employee stock ownership
credit" each place it appears and inserting in lieu thereof
"unused research credit, or unused business credit".

(38) SECTIONS 6420(g)(2), ETC.-Sections 6420(g)(2), 6421(i)(3),
and 6427(i)(3) are each amended by striking out "section 39"
and inserting in lieu thereof "section 34 ".

(39) SECTION 6603(p).-Section 6603 is amended by striking
out subsection (p) and by redesignating subsection (q) as subsec-
tion (p).



(40) SECTION 6613(d)()(C).-Subparagraph (C) of section
6613(d)(4) (defining credit carryback) is amended to read as fol-
lows:

"(C) CREDIT CARRYBACK DEFINED.-For purposes of this
paragraph, the term 'credit carryback' means any business
carryback under section 39 and any research credit carry-
back under section 30(g)(2)."

(41) SECTION 7871.-Subparagraph (A) of section 7871(a)(6) is
amended by striking out "section 41(c)(4)" and inserting in lieu
thereof "section 24(c)(4)".

(42) SECTION 9502(d).-Paragraph (3) of section 9502(d) (relat-
ing to transfers from the Airport and Airway Trust Fund on ac-
count of certain section 39 credits) is amended-

(A) by striking out "section 39" and inserting in lieu
thereof "section 34 ", and

(B) by striking out "SECTION 39 CREDITS" in the heading
and inserting in lieu thereof "SECTION 34 CREDITS ".

(43) SECTION 9503(c).-Clause (ii) of section 9503(c)(2)(A) (relat-
ing to transfers from the Highway Trust Fund for certain repay-
ments and credits) is amended by striking out "section 39" and
inserting in lieu thereof "section 34 ".

SEC. 475. EFFECTIVE DATES.
(a) GENERAL RuLE.-The amendments made by this title shall

apply to taxable years beginning after December 31, 1983, and to
carrybacks from such years.

(b) TAX-FREE COVENANT BoND.-The amendments made by sub-
sections (i) and (r)(29) of section 474 shall not apply with respect to
obligations issued before January 1, 1984.

(c) CLARIFICATION OF EFFECT OF AMENDMENTS ON INVESTMENT
TAX CREDIT.-Nothing in the amendments made by section 474(o)
shall be construed as reducing the amount of any credit allowable
for qualified investment in taxable years beginning before January
1, 1984.

Subtitle G-Miscellaneous Simplification
Provisions

SEC. 481. PREFERRED STOCK ELIGIBLE UNDER SECTION 1244.

(a) GENERAL RuLE.-Subsections (c)(1) and (d)(2) of section 1244
(relating to losses on small business stock) are each amended by
striking out "common stock" and inserting in lieu thereof "stock"

(b) EFFECTIVE DATE.-The amendment made by subsection (a)
shall apply to stock issued after the date of the enactment of this
Act in taxable years ending after such date.
SEC. 482. MEDICAL CARE DEDUCTION ALLOWED FOR LODGING AWAY FROM

HOME IN CERTAIN CASES.
(a) IN GENERAL.-Subsection (d) of section 213 (relating to defini-

tions for purposes of the deduction for medical, dental, etc., ex-
penses), as amended by section 423(b), is amended by redesignating
paragraphs (2), (3), (4), (5), (6), and (7) as paragraphs (3), (4), (5), (6),
(7), and (8), respectively, and by inserting after paragraph (1) the fol-
lowing new paragraph:



"(2) AMOUNTS PAID FOR CERTAIN LODGING AWAY FROM HOME
TREATED AS PAID FOR MEDICAL CARE.-Amounts paid for lodg-
ing (not lavish or extravagant under the circumstances) while
away from home primarily for and essential to medical care re-
ferred to in paragraph (1)(A) shall be treated as amounts paid
for medical care if-

"(A) the medical care referred to in paragraph (1)(A) is
provided by a physician in a licensed hospital (or in a med-
ical care facility which is related to, or the equivalent of, a
licensed hospital), and

"(B) there is no significant element of personal pleasure,
recreation, or vacation in the travel away from home.

The amount taken into account under the preceding sentence
shall not exceed $50 for each night for each individual."

(b) TECHNICAL AMENDMENT.-

(1) Paragraph (7) of section 213(d), as redesignated by subsec-
tion (a), is amended by striking out "paragraph (5)" and insert-
ing in lieu thereof '"paragraph (6)".

(2) Paragraph (6) of section 152(e), as amended by section 423
of this Act, is amended by striking out "section 213(d)(4)" and
inserting in lieu thereof "section 213(d)(5)".

(c) EFFECTIVE DATE.-The amendments made by this section shall
apply to taxable years beginning after December 31, 1983.

Subtitle H-Repeal of Certain Obsolete
Provisions

SEC. 491. TERMINATION OF RULES RELATING TO QUALIFIED BOND PUR-
CHASE PLANS AND RETIREMENT BONDS WITH RESPECT TO
BONDS ISSUED AFTER DECEMBER 31, 1983.

(a) QUALIFIED BOND PURCHASE PLANS.-Section 405 (relating to
qualified bond purchase plans) is hereby repealed.

(b) RETIREMENT BoNDS.-Section 409 (relating to retirement
bonds) is hereby repealed.

(c) EXISTING BONDS MAY BE ROLLED OVER INTO QUALIFIED EM-

PLOYER PLANS.-
(1) Subparagraph (A) of section 405(d)(3) (as in effect before its

repeal by subsection (a)) is amended to read as follows:
"(A) IN GENERAL. -If-

"(i) any qualified bond is redeemed,
"(ii) any portion of the excess of the proceeds from

such redemption over the basis of such bond is trans-
ferred to an individual retirement plan which is main-
tained for the benefit of the individual redeeming such
bond, or to a qualified trust (as defined in section
402(a)(5)(D)(iii)) for the benefit of such individual, and

"(iii) such transfer is made on or before the 60th day
after the individual received the proceeds of such re-
demption,

then gross income shall not include the proceeds to the
extent so transferred and the transfer shall be treated as a
rollover contribution described in section 408(d)(3). "



(2) Subsection (e) of section 402 (relating to tax on lump-sum
distributions) is amended by adding at the end thereof the fol-
lowing new paragraph:

"(5) SPECIAL RULE WHERE PORTION OF LUMP-SUM DISTRIBU-

TION ATTRIBUTABLE TO ROLLOVER OF BOND PURCHASED UNDER

QUALIFIED BOND PURCHASE PLAN.-If any portion of a lump-sum
distribution is attributable to a transfer described in section
405(d)(3)(A)(ii) (as in effect before its repeal by the Tax Reform
Act of 1984), paragraphs (1) and (3) of this subsection and para-
graph (2) of subsection (a) shall not apply to such portion."

(d) TECHNICAL AND CONFORMING AMENDMENTS.-

(1) Paragraph (2) of section 55(f) (defining regular tax) is
amended by striking "409(c), ".

(2) Paragraph (7) of section 62 (defining adjusted gross
income) is amended-

(A) by striking out "the deductions allowed by section 404
and section 405(c)" and inserting in lieu thereof "the deduc-
tion allowed by section 404 ", and

(B) by striking out "ANNUITY, AND BOND PURCHASE" in
the heading and inserting in lieu thereof "AND ANNUITY".

(3) Paragraph (1) of section 72(o) is amended by striking out
"402, 403, and 405" and inserting in lieu thereof "402 and 403".

(4) Paragraph (4) of section 72(o) is amended by striking out
"408(d)(3), and 409(b)(3)(C)" and inserting in lieu thereof "and
408(d)(3)".

(5) Subparagraph (D) of section 172(d)(4) is amended by strik-
ing out "or section 405(c)"

(6) Paragraph (2) of section 219(d) is amended by striking out
"405(d)(3), 408(d)(3), or 409(b)(3)(C)" and inserting in lieu thereof
"or 408(d)(3)"

(7) Paragraph (1) of section 219(e) is amended by striking out
the last sentence.

(8) Paragraph (3) of section 219(e) is amended by striking out
subparagraph (C), by adding "and" at the end of subparagraph
(B) and by redesignating subparagraph (D) as subparagraph (C).

(9) Clause (iv) of section 402(a)(5)(D) is amended by striking
out subclause (III) and by redesignating subclauses (IV) and (V)
as subclauses (I1) and (IV), respectively.

(10) Clause (i) of section 402(a)(5)(F), as amended by this Act,
is amended by striking out ", (II), or (II)" and inserting in lieu
thereof "or (II)"

(11) Clause (ii) of section 402(a)(5)(F), as amended by this Act,
is amended by striking out "(IV) or (M)" and inserting in lieu
thereof "(III) or (IV)".

(12) The last sentence of section 403(b)(1) is amended by strik-
ing out "or 409(b)(3)(C)"

(13) Subsection (a) of section 406 is amended by striking out ",
an annuity plan described in section 403(a), or a bond purchase
plan described in section 405(a)" and inserting in lieu thereof
"or an annuity plan described in section 403(a)"

(14) Paragraph (3) of section 406(a) is amended by striking out
", 403(a), or 405(a)" and inserting in lieu thereof "or 403(a)".

(15) Subsection (d) of section 406 is amended-



(A) by striking out "sections 404 and 405(c)" and insert-
ing in lieu thereof "section 404 ",

(B) by striking out "annuity, or bond purchase" and in-
serting in lieu thereof "or annuity", and

(C) by striking out "(or section 405(c))" in paragraph (2)
thereof

(16) Paragraph (1) of section 407(a) is amended by striking out
an annuity plan described in section 403(a), or a bond pur-

chase plan described in section 405(a)" and inserting in lieu
thereof "or an annuity plan described in section 403(a)".

(17) Subparagraph (B) of section 407(a)(1) is amended by strik-
ing out ", 403(a), or 405(a)" and inserting in lieu thereof "or403(a)".

(18) Subsection (d) of section 407 is amended-
(A) by striking out "sections 404 and 405(c)" and insert-

ing in lieu thereof "section 404 ",
(B) by striking out "annuity, or bond purchase" and in-

serting in lieu thereof "or annuity", and
(C) by striking out "(or section 405(c))" in paragraph (2)

thereof
(19) Paragraph (1) of section 408(a) is amended by striking out

"403(b)(8), 405(d)(3), or 409(b)(3)(C)" and inserting in lieu thereof
"or 403(b)(8)".

(20) Clause (i) of section 408(d)(3)(A) is amended by striking
out "or retirement bond".

(21) Subparagraph (B) of section 408(d)(3) is amended by strik-
ing out ", individual retirement annuity, or a retirement bond"
and inserting in lieu thereof "or an individual retirement an-nuity ".(22) Clause (ii) of section 408(d)(3)(D) (relating to partial roll-
overs) is amended by striking out "bond, ".

(23) Paragraph (6) of section 408(d) is amended-
(A) by striking out ", individual retirement annuity, or

retirement bond" and inserting in lieu thereof "or an indi-
vidual retirement annuity'" and

(B) by striking out ", annuity, or bond" and inserting in
lieu thereof "or annuity".

(24) Subparagraph (E) of section 408(k)(3) is amended by strik-
ing out ". 403(a), or 405(a)" and inserting in lieu thereof "or
402(a)".(25) Paragraph (2) of section 412(a) is amended by striking out
"or 405(a)".

(26) Subsection (h) of section 414 is amended by striking out
"or 405(a)".

(27) Subsection (1) of section 414 is amended by striking out
"or 405".

(28) Paragraph (2) of section 415(a) is amended by striking out
subparagraph (D), by striking out "or" at the end of subpara-
graph (C), by adding "or" at the end of subparagraph (B), and
by striking out "405(a), ".

(29) Subparagraph (A) of section 415(b)(2) is amended by strik-
ing out "408(d)(3), and 409(b)(3)(C)" and inserting in lieu thereof
"and 408(d)(3)".



(30) Subparagraph (B) of section 415(b)(2) is amended by strik-
ing out "408(d)(3) and 409(b)(3)(C)" and inserting in lieu thereof
"and 408(d)(3)".
(31) Paragraph (2) of section 415(c) is amended by striking out

"405(d)(3), 408(d)(3), and 409(b)(3)(C)" and inserting in lieu
thereof "and 408(d)(3)".
(32) Paragraph (1) of section 415(k) is amended by striking out

subparagraphs (C) and (H), by redesignating subparagraphs (D),
(E), (F), and (G) as subparagraphs (C), (D), (E), and (F), respec-
tively, by striking out ", or' at the end of subparagraph (F) (as
so redesignated) and inserting in lieu thereof a period, and by
adding "or" at the end of subparagraph (E) (as so redesignated).
(33) Paragraph (2) of section 457(e) is amended by striking out

subparagraph (C) and by redesignating subparagraphs (D) and
(E) as subparagraphs (C) and (D), respectively.

(34) Subsection (e) of section 2039 is amended-
(A) by striking out paragraph (3),
(B) by striking out ", or" at the end of paragraph (2) and

inserting in lieu thereof a period,
(C) by adding "or" at the end of paragraph (1),
(D) by striking out "405(d)(3), 408(d)(3), or 409(b)(3)(C)"

and inserting in lieu thereof "or 408(d)(3)", and
(E) by striking out ", annuity, or bond" each place it ap-

pears and inserting in lieu thereof "or annuity".
(35) Paragraph (5) of section 2517(a) is amended by striking

out ", an individual retirement annuity described in section
408(b), or a retirement bond described in section 409(a)" and in-
serting in lieu thereof "or an individual retirement annuity de-
scribed in section 408(b)".
(36) Paragraph (5) of section 3121(a) is amended by striking

out subparagraph (C) and by redesignating subparagraphs (D)
through (G) as subparagraphs (C) through (F), respectively.
(37) Paragraph (5) of section 3306(b) is amended by striking

out subparagraph (C) and by redesignating subparagraphs (D)
through (G) as subparagraphs (C) through (F), respectively.
(38) Paragraph (12) of section 3401(a) is amended by striking

out subparagraph (C) and by redesignating subparagraph (D) as
subparagraph (C).
(39) Subsection (e) of section 209 of the Social Security Act is

amended by inserting "(as in effect before the enactment of the
Tax Reform Act of 1984)" after "Internal Revenue Code of
1954" in paragraph (4) thereof

(40) Subsection (a) of section 4972 is amended by striking out
the last sentence and inserting in lieu thereof "This section ap-
plies only to plans which include a trust described in section
401(a) or which are described in section 403(a). "

(41) Subsection (a) of section 4973 is amended-
(A) by striking out paragraph (3),
(B) by striking out "or" at the end of paragraph (2),
(C) by adding "or" at the end of paragraph (1),
(D) by striking out ", annuities, or bonds" and inserting

in lieu thereof "or annuities", and
(E) by striking out ", annuity, or bond" and inserting in

lieu thereof "or annuity"



(42) Subparagraph (A) of section 4973(b)(1) is amended by
striking out "408(d)(3), and 409(b)(3)(C)" and inserting in lieu
thereof "and 408(d)(3)".

(43) The last sentence of section 4973(b) is amended by strik-
ing out ", individual retirement annuity, or bond" and insert-
ing in lieu thereof "or the individual retirement annuity".

(44) Paragraph (1) of section 4973(c) is amended by striking
out ", 408(d)(3)(A)(iii), or 409(b)(3)(C)" and inserting in lieu
thereof "or 408(d)(3)(A)(iii)".

(45) The last sentence of section 4975(d) is amended by strik-
ing out ", individual retirement annuity, or an individual re-
tirement bond (as defined in section 408 or 409)" and inserting
in lieu thereof "or an individual retirement annuity (as defined
in section 408)".

(46) Paragraph (1) of section 4975(e) is amended-
(A) by striking out "or 405(a)",
(B) by striking out "or a retirement bond described in sec-

tion 409",
(C) by striking out "annuity, or bond" and inserting in

lieu thereof "or annuity "and
(D) by striking out "account, or bond" and inserting in

lieu thereof "or account".
(47) Section 6047 is amended by striking out subsection (c)

and by redesignating subsections (d), (e), and (f) as subsections
(c), (d), and (e), respectively.

(48) Subsection (e) of section 6058 is amended by striking out
paragraph (2) and by redesignating paragraphs (3) and (4) as
paragraphs (2) and (3), respectively.

(49) Clause (i) of section 6104(a)(1)(B) is amended by striking
out ", 403(a), or 405(a)" and inserting in lieu thereof "or
403(a)".

(50) Subsection (f) of section 6652 is amended by striking out
"and bond purchase *

(51) Section 7207 is amended by striking out "or (c)".
(52) Subsection (c) of section 7476 is amended by striking out

paragraph (3), by striking out ", or" at the end of paragraph (2)
and inserting in lieu thereof a period, and by adding " or" at
the end of paragraph (1).

(53) Paragraph (37) of section 7701(a) is amended by striking
out subparagraph (C), by striking out ", and" at the end of sub-
paragraph (B) and inserting in lieu thereof a period, and by
adding "and" at the end of subparagraph (A).

(54) The table of sections of subpart A of part I of subchapter
D of chapter 1 is amended by striking out the items relating to
sections 405 and 409.

(55) The section heading for section 4973 is amended by strik-
ing out "CERTAIN INDIVIDUAL RETIREMENT ANNUITIES, AND
CERTAIN RETIREMENT BONDS" and inserting in lieu thereof
"AND CERTAIN INDIVIDUAL RETIREMENT ANNUITIES".

(56) The table of sections for chapter 43 is amended by strik-
ing out "certain individt al retirement annuities, and certain re-
tirement bonds" in the item relating to section 4973 and insert-
ing in lieu thereof "and certain individual retirement annu-
ities ".



(57) The section heading for section 6047 is amended by strik-
ing out "AND BOND PURCHASE"

(58) The table of sections for subpart B of part III of subchap-
ter A of chapter 61 is amended by striking out "and bond pur-
chase" in the item relating to section 6047.

(59) The first sentence of section 3107 of title 31, United
States Code, is amended by inserting before the period "' as in
effect before the enactment of the Tax Reform Act of 1984 ".

(e) SECTION 409A REDESIGNATED AS SECTION 409.-
(1) The section heading for section 409A is amended by strik-

ing out "SEC. 409A. "and inserting in lieu thereof "SEC. 409.".
(2)" Subsection (c)(1)(A)(i) of old section 44G is amended by

striking out "section 409A" and inserting in lieu thereof "sec-
tion 409".
(3) Paragraph (6) of old section 44G(c) is amended by striking

out "section 409A(l)" and inserting in lieu thereof "section
409(l)".

(4) Paragraph (22) of section 401(a) is amended by striking out
"section 409A " and inserting in lieu thereof "section 409".

(5) Paragraph (23) of section 401(a) is amended by striking out
"section 409A(h)" each place it appears and inserting in lieu
thereof "section 409(h)".

(6) Clause (ii) of section 415(c)(6)(B) is amended by striking out
"section 409A " and inserting in lieu thereof "section 409".

(7) Paragraph (7) of section 4975(e) is amended-
(A) by striking out "section 409A(h)" and inserting in lieu

thereof "section 409(h)",
(B) by striking out "section 409A(e)(4)" and inserting in

lieu thereof "section 409(e)(4)" and
(C) by striking out "section 409A(e)" and inserting in lieu

thereof "section 409(e)".
(8) Paragraph (8) of section 4975(e) is amended by striking out

"section 409A(1)" and inserting in lieu thereof "section 409(l)".
(9) Paragraphs (1) and (3) of section 6699(a) are each amended

by striking out "section 409A" and inserting in lieu thereof
"section 409".

(10) The table of sections for subpart A of part I of subchapter
D of chapter I is amended by striking out "Sec. 409A" and in-
serting in lieu thereof "Sec. 409".

(f) EFFECTIVE DATES. -
(1) IN GENERAL.-The amendments and repeals made by sub-

sections (a), (b), and (d) shall apply to obligations issued after
December 31, 1983.

(2) SUBSECTION (c).-The amendment made by subsection (c)
shall apply to redemptions after the date of the enactment of
this Act in taxable years ending after such date.
(3) SUBSECTION (e).-The amendments made by subsection (e)

shall take effect on January 1, 1984.
(4) BONDS UNDER QUALIFIED BOND PURCHASE PLANS MAY BE

REDEEMED AT ANY TIME.-Notwithstanding-
(A) subparagraph (D) of section 405(b)(1) of the Internal

Revenue Code of 1954 (as in effect before its repeal by this
section), and
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(B) the terms of any bond described in subsection (b) of
such section 405,

such a bond may be redeemed at any time after the date of the
enactment of this Act in the same manner as if the individual
redeeming the bond had attained age 591.

(5) TREATMENT OF TAX IMPOSED UNDER SECTION 409(c).-For

purposes of section 26(b) of the Internal Revenue Code of 1954
(as amended by this Act), any tax imposed by section 409(c) of
such Code (as in effect before its repeal by this section) shall be
treated as a tax imposed by section 408(f) of such Code.

SEC. 492. REPEAL OF RULES RELATING TO GAINS FROM DISPOSITION OF
PROPERTY USED IN FARMING WHERE FARM LOSSES OFFSET
NONFARM INCOME.

(a) IN GENERAL. -Section 1251 (relating to gain from disposition
of property used in farming where farm losses offset nonfarm
income) is hereby repealed.

(b) TECHNICAL AND CONFORMING AMENDMENTS.-

(1) SECTION 170.-
(A) The second sentence of section 170(e)(1) (relating to

certain contributions of ordinary income and capital gain
property) is amended by striking out "1251(c), ".

(B) Subparagraph (C) of section 170(e)(3) (relating to spe-
cial rule for certain contributions of inventory and other
property) is amended by striking out "1251, ".

(2) SECTION 341.-Paragraph (12) of section 341(e) (relating to
nonapplication of section 1245(a)) is amended by striking out
"1251(c), ".

(3) SECTION 453b.-The second sentence of section 453B(d)(2)
(relating to liquidations to which section 337 applies) is amend-
ed by striking out "1251(c), ".

(4) SECTION 751.-The second sentence of subsection (c) of sec-
tion 751 (defining unrealized receivables) is amended-

(A) by striking out "farm recapture property (as defined
in section 1251(e)(1)), ", and

(B) by striking out "1251(c),".
(5) SECTION 1252.-The second sentence of section 1252(a)(1)

(relating to gains from disposition of farm land) is amended by
striking out ", except that this section shall not apply to the
extent section 1251 applies to such gain".

(c) CLERICAL AMENDMENT.-The table of sections for part IV of
subchapter P of chapter I is amended by striking out the item relat-
ing to section 1251.

(d) EFFECTIVE DATE.-The amendments made by this section
shall apply to taxable years beginning after December 31, 1983.



TITLE V-EMPLO YEE BENEFIT
PRO VISIONS

Subtitle A- Welfare Benefit Plans

SEC. 511. TREATMENT OF FUNDED WELFARE BENEFIT PLANS.
(a) GENERAL RULE.-Part I of subchapter D of chapter 1 (relating

to pension, profit sharing, stock bonus plans, etc.) is amended by
adding at the end thereof the following new subpart:

"Subpart D-Treatment of Welfare Benefit
Funds

"Sec. 419. Treatment of funded welfare benefit plans.

"Sec. 419A. Qualified asset account; limitation on additions to account.

"SEC. 419. TREATMENT OF FUNDED WELFARE BENEFIT PLANS.

"(a) GENERAL RuLE. -Contributions paid or accrued by an em-
ployer to a welfare benefit fund-

"(1) shall not be deductible under section 162 or 212, but
"(2) if they testify the requirements of either of such sections,

shall (subject to the limitation of subsection (b)) be deductible
under this section for the taxable year in which paid.

"(b) LIMITATION.-The amount of the deduction allowable under
subsection (a)(2) for any taxable year shall not exceed the welfare
benefit fund's qualified cost for the taxable year.

"(C) QUALIFIED CosT.-For purposes of this section-
"(1) IN GENERAL.-Except as otherwise provided in this sub-

section, the term 'qualified cost' means, with respect to any tax-
able year, the sum of-

"(A) the qualified direct cost for such taxable year, and
"(B) subject to the limitation of section 419A(b), any ad-

dition to a qualified asset account for the taxable year.
"(2) REDUCTION FOR FUNDS AFTER-TAX INCOME.-In the case

of any welfare benefit fund, the qualified cost for any taxable
year shall be reduced by such fund's after-tax income for such
taxable year.

"(3) QUALIFIED DIRECT COST.-
"(A) IN GENERAL.-The term 'qualified direct cost' means,
with respect to any taxable year, the aggregate amount
which would have been allowable as a deduction to the em-
ployer with respect to the benefits provided during the tax-
able year, if-

"(i) such benefits were provided directly by the em-
ployer, and

"(ii) the employer used the cash receipts and dis-
bursements method of accounting.

"(B) TIME WHEN BENEFITS PROVIDED.-For purposes of

subparagraph (A), a benefit shall be treated as provided
when such benefit would be includible in the gross income
of the employee if provided directly by the employer (or



would be so includible but for any provision of this chapter
excluding such benefit from gross income).

"(C) 60-MONTH AMORTIZATION OF CHILD CARE FACILI-

TIES.-
"(i) IN GENERAL.-In determining qualified direct

costs with respect to any child care facility for purposes
of subparagraph (A), in lieu of depreciation the adjust-
ed basis of such facility shall be allowable as a deduc-
tion ratably over a period of 60 months beginning with
the month in which the facility is placed in service.

"(ii) CHILD CARE FACILITY.-The term 'child care fa-
cility' means any tangible property which qualifies
under regulations prescribed by the Secretary as a
child care center primarily for children of employees of
the employer; except that such term shall not include
any property-

"(I) not of a character subject to depreciation; or
"(II) located outside the United States.

"(4) AFTER-TAX INCOME.-

"(A) IN GENERAL.-The term 'after-tax income' means,
with respect to any taxable year, the gross income of the
welfare benefit fund reduced by the sum of-

"(i) the deductions allowed by this chapter which are
directly connected with the production of such gross
income, and

"(ii) the tax imposed by this chapter on the fund for
the taxable year.

"(B) TREATMENT OF CERTAIN AMOUNTS.-In determining
the gross income of any welfare benefit fund-

"(i) contributions and other amounts received from em-
ployees shall be taken into account, but

"(ii) contributions from the employer shall not be
taken into account.

"(5) ITEM ONLY TAKEN INTO ACCOUNT ONCE.-No item may be
taken into account more than once in determining the qualified
cost of any welfare benefit fund.

"(d) CARRYOVER OF EXCESS CONTRIBUTIONS. -If-

"(1) the amount of the contributions paid (or deemed paid
under this subsection) by the employer during any taxable year
to a welfare benefit fund, exceeds.

"(2) the limitation of subsection (b),
such excess shall be treated as an amount paid by the employer to
such fund during the succeeding taxable year.

"(e) WELFARE BENEFIT FUND.-For purposes of this section-
"(1) IN GENERAL.-The term 'welfare benefit fund' means any

fund-
"(A) which is part of a plan of an employer, and
"(B) through which the employer provides welfare bene-

fits to employees or their beneficiaries.
"(2) WELFARE BENEFIT.-The term 'welfare benefit' means

any benefit other than a benefit with respect to which-
"(A) section 83(h) applies,
"(B) section 404 applies (determined without regard to

section 404(b)(2)),



"(C) section 404A applies, or
"(D) an election under section 463 applies.

"(2) FUND.-The term 'fund' means-
"(A) any organization described in paragraph (7), (9), (17),

or (20) of section 501(c),
"(B) any trust, corporation, or other organization not

exempt from the tax imposed by this chapter, and
"(C) to the extent provided in regulations, any account

held for an employer by any person.
"(f) METHOD OF CONTRIBUTIONS, ETC., HA VING THE EFFECT OF A

PLAN. -If-
"(1) there is no plan, but
"(2) there is a method or arrangement of employer contribu-

tions or benefits which has the effect of a plan,
this section shall apply as if there were a plan.

"(g) EXTENSION TO PLANS FOR INDEPENDENT CONTRACTORS. -If

any fund would be a welfare benefit fund (as modified by subsection
(/) but for the fact that there is no employee-employer relationship-

"(1) this section shall apply as if there were such a plan, and
"(2) any reference in this section to the employer shall be

treated as a reference to the person for whom services are pro-
vided, and any reference in this section to an employee shall be
treated as a reference to the person providing the services.

"Sec. 419A. QUALIFIED ASSET ACCOUNT; LIMITATION ON ADDITIONS TO AC-
COUNT.

"(a) GENERAL RULE.-For purposes of this subpart, the term
'qualified asset account' means any account consisting of assets set
aside to provide for the payment of-

"(1) disability benefits,
"(2) medical benefits,
"(3) SUB or severance pay benefits, or
"(4) life insurance benefit.

"(b) LIMITATION ON ADDITIONS TO ACCOUNT.-No addition to any
qualified asset account may be taken into account under section
419(c)(1)(B) to the extent such addition results in the amount in
such account exceeding the account limit.

"(c) ACCOUNT LIMIT.-For purposes of this section-
"(1) IN GENERAL.-Except as otherwise provided in this sub-

section, the account limit for any qualified asset account for
any taxable year is the amount reasonably and actuarially nec-
essary to fund-

"(A) claims incurred but unpaid (as of the close of such
taxable year) for benefits referred to in subsection (a), and

"(B) administrative costs with respect to such claims.
"(2) ADDITIONAL RESERVE FOR POST-RETIREMENT MEDICAL AND

LIFE INSURANCE BENEFITS.-The account limit for any taxable
year may include a reserve funded over the working lives of the
covered employees and actuarially determined on a level basis
(using assumptions that are reasonable in the aggregate) as nec-
essary for-

"(A) medical benefits provided for retired employees (de-
termined on the basis of current medical costs), or

"(B) life insurance benefits provided to retired employees



"(3) AMOUNT TAKEN INTO ACCOUNT FOR SUB OR SEVERENCE
PAY BENEFITS. -

"(A) IN GENERAL.-The account limit for any taxable
year with respect to SUB or severance pay benefits is 75 per-
cent of the sum of-

"(i) the average annual qualified direct costs for
SUB or severance pay benefits for any 2 of the immedi-
ately preceding 7 taxable years (as selected by the
fund), and

"(ii) the average annual administrative costs during
such 2 preceding taxable years allocable to SUB or sev-
erance pay benefits.

"(B) SPECIAL RULE FOR CERTAIN NEW PLANS.-In the case
of any new plan for which SUB or severance pay benefits
are not available to any key employee, the Secretary shall,
by regulations, provide for an interim amount to be taken
into account under paragraph (1).

"(4) LIMITATION ON AMOUNTS TO BE TAKEN INTO ACCOUNT.-

"(A) DISABILITY BENEFITS.-For purposes of paragraph
(1), disability benefits payable to any individual shall not
be taken into account to the extent such benefits are pay-
able at an annual rate in excess of the lower of-

"(i) 75 percent of such individual's average compen-
sation for his high 3 years (within the meaning of sec-
tion 415(b)(3)), or

"(ii) the limitation in effect under section
415(b)(1)(A).

"(B) LIMITATION ON SUB OR SEVERANCE PAY BENEFITS.-

For purposes of paragraph (3), any SUB or severance pay
benefit payable to any individual shall not be taken into
account to the extent such benefit is payable at an annual
rate in excess of 150 percent of the limitation in effect
under section 415(c)(1)(A).

"(5) SPECIAL LIMITATION WHERE NO ACTUARIAL CERTIFICA-

TION. -
"(A) IN GENERAL.-Unless there is an actuarial certifica-

tion of the account limit determined under paragraph (1)
for any taxable year, the account limit for such taxable
year shall not exceed the sum of the safe harbor limits for
such taxable year.

"(B) SAFE HARBOR LIMITS.-

"(i) SHORT-TERM DISABILITY BENEFITS.-In the case
of short-term disability benefits, the safe harbor limit
for any taxable year is 17.5 percent of the sum of-

"(I) the qualified direct costs for the immediately
preceding taxable year with respect to such bene-
fits, and

"(II) the administrative costs for such preceding
taxable year allocable to such benefits.

"(ii) MEDICAL BENEFITS.-In the case of medical ben-
efits, the safe harbor limit for any taxable year is 35
percent of the sum of-
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"(I) the qualified direct costs for the immediately
preceding taxable year with respect to medical ben-
efits, and

"(II) the administrative costs for such preceding
taxable year allocable to medical benefits.

"(iii) SUB OR SEVERANCE PAY BENEFITS.-In the case
of SUB or severance pay benefits, the safe harbor limit
for any taxable year is the amount determined under
paragraph (3).

"(iv) LONG-TERM DISABILITY OR LIFE INSURANCE BEN-

EFITS.-In the case of any long-term disability benefit
or life insurance benefit, the safe harbor limit for any
taxable year shall be the amount prescribed by regula-
tions.

"(d) REQUIREMENT OF SEPARATE ACCOUNTS FOR POST-RETIRE-
MENT MEDICAL OR LIFE INSURANCE BENEFITS PROVIDED TO KEY

EMPLOYEES. -

"(1) IN GENERAL.-In the case of any employee who is a key
employee-

"(A) a separate account shall be established for any medi-
cal benefits or life insurance benefits provided with respect
to such employee after retirement, and

"(B) medical benefits and life insurance benefits provided
with respect to such employee after retirement may only be
paid from such separate account.

"(2) COORDINATION WITH SECTION 415.-For purposes of sec-
tion 415, any amount attributable to medical benefits allocated
to an account established under paragraph (1) shall be treated
as an annual addition to a defined contribution plan for pur-
poses of section 415(c).

"(3) KEY EMPLOYEE.--For purposes of this section, the term
'key employee' means any employee who, at any time during the
plan year or any preceding plan year, is or was a key employee
as defined in section 416(i).

"(e) SPECIAL LIMITATIONS ON RESERVES FOR MEDICAL BENEFITS

OR LIFE INSURANCE BENEFITS PROVIDED TO RETIRED EMPLOYEES.-

"(1) BENEFITS MUST BE NONDISCRIMINATORY. -No reserve may
be taken into account under subsection (c)(2) for medical bene-
fits or life insurance benefits provided to retired employees
unless the plan meets the requirements of section 505(b)(1) with
respect to such benefits.

"(2) TAXABLE LIFE INSURANCE BENEFITS NOT TAKEN INTO AC-

COUNT.-No life insurance benefit may be taken into account
under subsection (c)(2) to the extent-

"(A) such benefit is includible in gross income under sec-
tion 79, or

"(B) such benefit would be includible in gross income
under section 101(b) (determined by substituting '$50,000'
for '$5,000').

"(f) DEFINITIONS AND OTHER SPECIAL RULES. -For purposes of
this section-

"(1) SUB OR SEVERANCE PAY BENEFIT.-The term 'SUB or sev-

erance pay benefit' means-



"(A) any supplemental unemployment compensation bene-
fit (as defined in section 501(c)(17)(D)), and

"(B) any severance pay benefit.
"(2) MEDICAL BENEFIT.-The term 'medical benefit' means a

benefit which consists of the providing (directly or through in-
surance) of medical care (as defined in section 213(d)).

"(3) LIFE INSURANCE BENEFIT.-The term 'life insurance bene-
fit'includes any other death benefit.

"(4) VALUATION.-For purposes of this section, the amount of
the qualified asset account shall be the value of the assets in
such account (as determined under regulations).

"(5) HIGHER LIMIT IN CASE OF COLLECTIVELY BARGAINED

PLANs.-Not later than July 1, 1985, the Secretary shall by reg-
ulations provide for special account limits in the case of any
qualified asset account under a welfare benefit fund established
under a collective bargaining agreement.

"(6) EXCEPTION FOR 10-OR-MORE EMPLOYER PLANS.-

"(A) IN GENERAL.-This subpart shall not apply in the
case of any welfare benefit fund which is part of a 10 or
more employer plan. The preceding sentence shall not apply
to any plan which maintains experience-rating arrange-
ments with respect to individual employers.

"(B) 10 OR MORE EMPLOYER PLAN.-For purposes of sub-
paragraph (A), the term '10 or more employer plan' means a
plan-

"(i) to which more than 1 employer contributes, and
"(ii) to which no employer normally contributes more

than 10 percent of the total contributions contributed
under the plan by all employers.

"(7) ADJUSTMENTS FOR EXISTING EXCESS RESERVES. -
"(A) INCREASE IN ACCOUNT LIMIT.-The account limit for

any of the first 4 taxable years to which this section applies
shall be increased by the applicable percentage of any exist-
ing excess reserves.

"(B) APPLICABLE PERCENTAGE.-For purposes of subpara-
graph (A)-
"In the case ofk The applicable

percentage is:
The first taxable year to which this section applies ............... 80
The second taxable year to which this section applies ........... 60
The third taxable year to which this section applies ............. 40
The fourth taxable year to which this section applies ........... 20.

"(C) EXISTING EXCESS RESERVE.-For purposes of this
paragraph, the term 'existing excess reserve' means the
excess (if any) of-

"(i) the amount of assets set aside for purposes de-
scribed in subsection (a) as of the close of the first tax-
able year ending after the date of the enactment of the
Tax Reform Act of 1984, over

"(ii) the account limit which would have applied
under this section to such taxable year if this section
had applied to such taxable year.

"(g) EMPLOYER TAXED ON INCOME OF WELFARE BENEFIT FUND IN
CERTAIN CASES.-



"(1) IN GENERAL.-In the case of any welfare benefit fund
which is not an organization described in paragraph (7), (9),
(17), or (20) of section 501(c), the employer shall include in gross
income for any taxable year an amount equal to such fund's
deemed unrelated income for the fund's taxable year ending
within the employer's taxable year.

"(2) DEEMED UNRELATED INCOME. -For purposes of paragraph
(1), the deemed unrelated income of any welfare benefit fund re-
ferred to in paragraph (1) shall be the amount which would
have been its unrelated business taxable income under section
512(a)(3) if such fund were an organization described in para-
graph (7), (9), (17), or (20) of section 501(c).

"(h) AGGREGATION RULEs.-For purposes of this subpart-
"(1) AGGREGATION OF FUNDS.-At the election of the employer,

2 or more welfare benefit funds of such employer may be treated
as 1 fund.

"(2) TREATMENT OF RELATED EMPLOYERS.-Rules similar to
the rules of subsections (b), (c), (m), and (n) of section 414 shall
apply.

"(i) REGULATIONS. -The Secretary shall prescribe such regulations
as may be appropriate to carry out the purposes of this subpart.
Such regulations may provide that the plan administrator of any
welfare benefit fund which is part of a plan to which more than 1
employer contributes shall submit such information to the employers
contributing to the fund as may be necessary to enable the employers
to comply with the provisions of this section."

(b) AMENDMENTS TO TAX ON UNRELATED BUSINESS INCOME. -
(1) EXTENSION OF SECTION 512(A)(3) TO SUPPLEMENTAL UNEM-

PLOYMENT BENEFIT AND GROUP LEGAL TRUSTS.-

(A) Paragraph (3) of section 512(a) (relating to special
rules applicable to organizations described in section 501(c)
(7) or (9)) is amended by striking out "section 501(c) (7) or
(9)" each place it appears (including in the paragraph
heading) and inserting in lieu thereof "paragraph (7), (9),
(17), or (20) of section 501(c)"

(B) Clause (ii) of section 512(a)(3)(B) is amended by strik-
ing out "section 501(c)(9)" and inserting lieu thereof '"para-
graph (9), (17), or (20) of section 501(c)".

(2) LIMITATION ON DEDUCTION FOR SET-4SIDE. -Paragraph (3)
of section 512(a) is amended by adding at the end thereof the
following new subparagraph:

"(E) LIMITATION ON AMOUNT OF SETASIDE IN THE CASE OF

ORGANIZATIONS DESCRIBED IN PARAGRAPH (9), (17), OR (20)

OF SECTION 501(C).-
"(i) IN GENERAL.-In the case of any organization de-

scribed in paragraph (9), (17), or (20) of section 501(c), a
set-aside for any purpose specified in clause (ii) of sub-
paragraph (B) may be taken into account under sub-
paragraph (B) only to the extent that such set-aside
does not result in an amount of assets set aside for
such purpose in excess of the account limit determined
under section 419A(c) for the taxable year (not taking
into account any reserve for medical benefits provided
to retired employees).



"(ii) No SET ASIDE FOR FACILITIES.-No set aside for
assets used in the provision of benefits described in
clause (ii) of subparagraph (B) shall be taken into ac-
count.

"(iii) TREATMENT OF EXISTING RESERVES FOR MEDI-

CAL BENEFITS OR LIFE INSURANCE BENEFITS PROVIDED

TO RETIRED EMPLOYEES.-

"(I) Clause (i) shall not apply to any income at-
tributable to an existing reserve for medical or life
insurance benefits for retired employees.

"(II) For purposes of subclause (I), the term 'ex-
isting reserve for medical benefits or life insurance
benefits for retired employees' means the amount
of assets set aside as of the close of the last plan
year ending before the date of the enactment of the
Tax Reform Act of 1984 for purposes of providing
medical benefits or life insurance benefits to re-
tired employees.

"(III) All payments during taxable years to
which this subparagraph applies of medical bene-
fits or life insurance benefits to retired employees
shall be charged against the reserve referred to in
subclause (II).

"(iv) TREATMENT OF TAX EXEMPT ORGANIZATIONS.-
This paragraph shall not apply to any organization if
substantially all of the contributions to such organiza-
tion are made by employers who were exempt from tax
under this chapter throughout the 5-taxable year
period ending with the taxable year in which the con-
tributions are made."

(c) TAX ON CERTAIN FUNDED WELFARE BENEFIT PLANS.-

(1) IN GENERAL.-Chapter 43 (relating to qualified pension,
etc., plans) is amended by adding at the end thereof the follow-
ing new section:

"SEC. 4976. TAXES WITH RESPECT TO FUNDED WELFARE BENEFIT PLANS.

"(a) GENERAL RULE.-If-
"(1) an employer maintains a welfare benefit fund, and
"(2) there is a disqualified benefit provided during any tax-

able year,
there is hereby imposed on such employer a tax equal to 100 percent
of such disqualified benefit.

"(b) DISQUALIFIED BENEFIT.-For purposes of subsection (a), the
term 'disqualified benefit' means-

"(1) any medical benefit or life insurance benefit provided
with respect to a key employee other than from a separate ac-
count established for such owner under section 419A(d), and

"(2) any medical or life insurance benefit provided with re-
spect to a retired employee unless the plan meets the require-
ments of section 505(b)(1) with respect to such benefit, and

"(3) any portion of such fund reverting to the benefit of the
employer.



"(c) DEFINITIONS.-For purposes of this section, the terms used in
this section shall have the same respective meanings as when used
in subpart D of part I of subchapter D of chapter 1."

(2) CONFORMING AMENDMENT.-The table of sections for chap-
ter 43 (relating to qualified pension, etc., plans) is amended by
adding at the end thereof the following new item:

"Sec. 4977. Taxes with respect to funded welfare benefit plans."
(d) CLERICAL AMENDMENT.-The table of subparts for part I of

subchapter D of chapter 1 is amended by adding at the end thereof
the following new item:

"Subpart D. Treatment of welfare benefit funds."
(e) EFFECTIVE DATES.-

(1) IN GENERAL.-Except as otherwise provided in this subsec-
tion, the amendments made by this section shall apply to con-
tributions paid or accrued after December 31, 1985, in taxable
years ending after such date.

(2) SPECIAL RULE FOR COLLECTIVE BARGAINING AGREEMENTS.-

In the case of plan maintained pursuant to 1 or more collective
bargaining agreements-

(A) between employee representatives and 1 or more em-
ployers, and

(B) in effect on July 1, 1985 (or ratified on or before such
date),

the amendments made by this section and section 514 shall not
apply to years beginning before the date on which the last of
the collective bargaining agreements relating to the plan termi-
nates (determined without regard to any extension thereof
agreed to after July 1, 1985).

(3) SPECIAL RULE FOR PARAGRAPH (2).-For purposes of para-
graph (2), any plan amendment made pursuant to a collective
bargaining agreement relating to the plan which amends the
plan solely to conform to any requirement added by this section
shall not be treated as a termination of such collective bargain-
ing agreement.

(4) SPECIAL EFFECTIVE DATE FOR CONTRIBUTIONS OF FACILI-

TIES. -Notwithstanding paragraphs (1) and (2), the amendments
made by this section shall apply in the case of-

(A) any contribution after June 22, 1984, of a facility to a
welfare benefit fund, and

(B) any other contribution after June 22, 1984, to a wel-
fare benefit fund to be used to acquire a facility.

(5) BINDING CONTRACT EXCEPTION TO PARAGRAPH (4).-Para-

graph (4) shall not apply to any facility-
(A) which is acquired pursuant to a binding contract in

effect on June 22, 1984, and at all times thereafter, or
(B) any facility the construction of which began before

June 22, 1984.
SEC. 512. TREATMENT OF UNFUNDED DEFERRED BENEFITS.

(a) GENERAL RULE. -Subsection (b) of section 404 (relating to
method of contributions, etc., having the effect of a plan) is amend-
ed to read as follows:

"(b) METHOD OF CONTRIBUTIONS, ETC., HA VING THE EFFECT OF A

PLAN, UNFUNDED DEFERRED BENEFITS. -



"(1) METHOD OF CONTRIBUTIONS, ETC., HAVING THE EFFECT OF

A PLAN. -If-

"(A) there is no plan, but
"(B) there is a method or arrangement of employer contri-

butions or compensation which has the effect of a stock
bonus, pension, profit-sharing, or annuity plan, or other
plan deferring the receipt of compensation (including a
plan described in paragraph (2)),

subsection (a) shall apply if there were such a plan.
"(2) PLANS PROVIDING UNFUNDED DEFERRED BENEFITS.-

"(A) IN GENERAL.-For purposes of this section, any plan
providing for deferred benefits (other than compensation)
for employees, their spouses, or their dependents shall be
treated as a plan deferring the receipt of compensation. In
the case of such a plan, for purposes of this section, the de-
termination of when an amount is includible in gross
income shall be made without regard to any provisions of
this chapter excluding such benefits from gross income.

"(B) EXCEPTION FOR CERTAIN BENEFITS. -Subparagraph
(A) shall not apply to-

"(i) any benefit provided through a welfare benefit
fund (as defined in section 419(e)), or

"(ii) to any benefit with respect to which an election
under section 463 applies."

(b) CROSS REFERENCE.-Subsection (j) of section 162 (relating to
cross references) is amended by adding at the end thereof the follow-
ing new paragraph:

"(3) For special rules relating to-
"(A) funded welfare benefit plans, see section 419, and
"(B) deferred compensation and other deferred benefits,

see section 404."
(c) EFFECTIVE DATE.-
(1) IN GENERAL.-Except as provided in paragraph (2), the amend-

ments made by this section shall apply to amounts paid or incurred
after the date of the enactment of this Act in taxable years ending
after such date.

(2) EXCEPTION FOR CERTAIN EXTENDED VACATION PAY PLANS.-In
the case of any extended vacation pay plan maintained pursuant to
a collective bargaining agreement-

(A) between employee representatives and 1 or more employers,
and

(B) in effect on June 22, 1984,
the amendments made by this section shall not apply before the
date on which such collective bargaining agreement terminates
(determined without regard to any extension thereof agreed to
after June 22, 1984). For purposes of the preceding sentence, any
plan amendment made pursuant to a collective bargaining
agreement relating to the plan which amends the plan solely to
conform to any requirement added by this section shall not be
treated as a termination of such collective bargaining agree-
ment.



SEC. 513. ADDITIONAL REQUIREMENTS FOR TAX-EXEMPT STATUS OF CER-
TAIN ORGANIZATIONS.

(a) GENERAL RULE.-Part I of subchapter F of chapter 1 (relating
to exempt organizations) is amended by adding at the end thereof
the following new section:
"SEC. 505. ADDITIONAL REQUIREMENTS FOR ORGANIZATIONS DESCRIBED

IN PARAGRAPH (9), (17), OR (20) OF SECTION 501(c).

"(a) CERTAIN REQUIREMENTS MUST BE MET IN THE CASE OF OR-
GANIZATIONS DESCRIBED IN PARAGRAPH (9), (17), OR (20) OF SECTION
501(c).-

"(1) VOLUNTARY EMPLOYEES' BENEFICIARY ASSOCIATIONS,

ETC.-An organization described in paragraph (9) or (20) of sub-
section (c) of section 501 which is part of a plan of an employer
shall not be exempt from tax under section 501(a) unless such
plan meets the requirements of subsection (b) of this section.

"() EXCEPTION FOR COLLECTIVE BARGAINING AGREEMENTS.-
Paragraph (1) shall not apply to any organization which is part
of a plan maintained pursuant to 1 or more collective bargain-
ing agreements between 1 or more employee organizations and 1
or more employers.

"(b) NONDISCRIMINATION REQUIREMENTS.-
"(1) IN GENERAL.-Except as provided in paragraph (2), a

plan meets the requirements of this subsection only if-
"(A) each class of benefits under the plan is provided

under a classification of employees which is set forth in the
plan and which is found by the Secretary not to be dis-
criminatory in favor of employees who are highly compen-
sated individuals, and

"(B) in the case of each class of benefits, such benefits do
not discriminate in favor of employees who are highly com-
pensated employees.

A life insurance, disability, severance pay, or supplemental un-
employment compensation benefit shall not be considered to fail
to meet the requirements of subparagraph (B) merely because
the benefits available bear a uniform relationship to the total
compensation, or the basic or regular rate of compensation, of
employees covered by the plan.

"(2) EXCLUSION OF CERTAIN EMPLOYEES.-For purposes of
paragraph (1), there may be excluded from consideration-

"(A) employees who have not completed 3 years of service,
"(B) employees who have not attained age 21,
"(C) seasonal employees or less than half-time employees,
"(D) employees not included in the plan who are included

in a unit of employees covered by an agreement between em-
ployee representatives and 1 or more employers which the
Secretary finds to be a collective bargaining agreement if
the class of benefits involved was the subject of good faith
bargaining between such employee representatives and such
employer or employers, and

'(E) employees who are nonresident aliens and who re-
ceive no earned income (within the meaning of section
911(d)(2)) from the employer which constitutes income from
sources within the United States (within the meaning of
section 861(a)(3)).



"(3) APPLICATION OF SUBSECTION WHERE OTHER NONDISCRIM-

INATION RULES PROVIDED.-In the case of any benefit for which
a provision of this chapter other than this subsection provides
nondiscrimination rules, paragraph (1) shall not apply but the
requirements of this subsection shall be met only if the nondis-
crimination rules so provided are satisfied with respect to such
benefit.

"(4) AGGREGATION RULES.-For purposes of this subsection-
"(A) AGGREGATION OF PLANS.-At the election of the em-

ployer, 2 or more plans of such employer may be treated as
1 plan.

"(B) TREATMENT OF RELATED EMPLOYERS.-Rules similar
to the rules of subsections (b), (c), (m), and (n) of section 414
shall apply. For purposes of the preceding sentence, section
414(n) shall be applied without regard to paragraph (5).

"(5) HIGHLY COMPENSATED INDIVIDUAL.-FOr purposes of this
subsection, the term 'highly compensated individual' has the
meaning given such term by section 105(h)(5). For purposes of
the preceding sentence, section 105(h)(5) shall be applied by sub-
stituting '10 percent' for '25 percent'.

"(C) REQUIREMENT THAT ORGANIZATION NOTIFY SECRETARY THAT

IT Is APPLYING FOR TAX-EXEMPT STATUS.-

"(1) IN GENERAL.-An organization shall not be treated as an
organization described in paragraph (9), (17), or (20) of section
501(c)-

"(A) unless it has given notice to the Secretary, in such
manner as the Secretary may by regulations prescribe, that
it is applying for recognition of such status, or

"(B) for any period before the giving of such notice, if
such notice is given after the time prescribed by the Secre-
tary by regulations for giving notice under this subsection.

"(2) SPECIAL RULE FOR EXISTING ORGANIATIONS.-In the case
of any organization in existence on the date of the enactment of
the Tax Reform Act of 1984, the time for giving notice under
paragraph (1) shall not expire before the date I year after such
date of the enactment."

(b) CLERICAL AMENDMENT.-The table of sections for part I of sub-
chapter F of chapter 1 is amended by adding at the end thereof the
following new item:

"Sec. 505. Additional requirements for organizations described in
paragraph (9), (17), or (20) of section 501(c)."

(c) EFFECTIVE DATE.-
(1) IN GENERAL.-The amendments made by this section shall

apply to years beginning after December 31, 1984.
(2) TREATMENT OF CERTAIN BENEFITS IN PAY STATUS AS OF

JANUARY 1, 1985.-For purposes of determining whether a plan
meets the requirements of section 505(b) of the Internal Revenue
Code of 1954 (as added by subsection (a)), there may (at the elec-
tion of the employer) be excluded from consideration all disabil-
ity or severance payments payable to individuals who are in pay
status as of January 1, 1985. The preceding sentence shall not
apply to any payment to the extent such payment is increased by
any plan amendment adopted after June 22, 1984.



Subtitle B-Provisions Relating to Pension
Plans

SEC. 521. REQUIRED DISTRIBUTIONS.
(a) QUALIFIED PENSION PLANS. -

(1) IN GENERAL.-Paragraph (9) of section 401(a) (relating to
required distributions), as in effect before the amendments
made by section 242 of the Tax Equity and Fiscal Responsibil-
ity Act of 1982, is amended to read as follows:

"(9) REQUIRED DISTRIBUTIONS. -
"(A) IN GENERAL.-A trust shall not constitute a quali-

fied trust under this subsection unless the plan provides
that the entire interest of each employee-

"(i) will be distributed to such employee not later
than the required beginning date, or

"(ii) will be distributed, beginning not later than the
required beginning date, in accordance with regula-
tions, over the life of such employee or over the lives of
such employee and a designated beneficiary (or over a
period not extending beyond the life expectancy of such
employee or the life expectancy of such employee and a
designated beneficiary).

"(B) REQUIRED DISTRIBUTION WHERE EMPLOYEE DIES

BEFORE ENTIRE INTEREST IS DISTRIBUTED.-
"(i) WHERE DISTRIBUTIONS HAVE BEGUN UNDER SUB-

PARAGRAPH (A)(ii).-A trust shall not constitute a
qualified trust under this section unless the plan pro-
vides that if-

"(I) the distribution of the employee's interest
has begun in accordance with subparagraph (A)(ii),
and

"(II) the employee dies before his entire interest
has been distributed to him,

the remaining portion of such interest will be distribut-
ed at least as rapidly as under the method of distribu-
tions being used under subparagraph (A)(ii) as of the
date of his death.

"(ii) 5-YEAR RULE FOR OTHER CASES.-A trust shall
not constitute a qualified trust under this section
unless the plan provides that, if an employee dies
before the distribution of the employee's interest has
begun in accordance with subparagraph (A)(ii), the
entire interest of the employee will be distributed
within 5 years after the death of such employee.

"(iii) EXCEPTION TO 5-YEAR RULE FOR CERTAIN

AMOUNTS PAYABLE OVER LIFE OF BENEFICIARY. -If-

"(I) any portion of the employee's interest is pay-
able to (or for the benefit of) a designated benefici-
ary,

"(II) such portion will be distributed (in accord-
ance with regulations) over the life of such desig-



nated beneficiary (or over a period not extending
beyond the life expectancy of such beneficiary), and

"(III) such distributions begin not later than 1
year after the date of the employee's death or such
later date as the Secretary may by regulations pre-
scribe,

for purposes of clause (ii), the portion referred to in
subclause (I) shall be treated as distributed on the date
on which such distributions begin.

"(iv) SPECIAL RULE FOR SURVIVING SPOUSE OF EM-

PLOYEE.-If the designated beneficiary referred to in
clause (iii)(I) is the surviving spouse of the employee-

"(I) the date on which the distributions are re-
quired to begin under clause (iii)(III) shall not be
earlier than the date on which the employee would
have attained age 701/2, and

"(II) if the surviving spouse dies before the dis-
tributions to such spouse begin, this subparagraph
shall be applied as if the surviving spouse were the
employee.

"(C) REQUIRED BEGINNING DATE.-For purposes of this
paragraph, the term 'required beginning date means April
I of the calendar year following the later of-

"(i) the calendar year in which the employee attains
age 7012, or

"(ii) the calendar year in which the employee retires.
Except as provided in section 409A(d), clause (ii) shall not
apply in the case of an employee who is a 5-percent owner
(as defined in section 416) with respect to the plan year
ending in the calendar year in which the employee attains
70'2.

"(D) LIFE EXPECTANCY.-For purposes of this paragraph,
the life expectancy of an employee and the employee's
spouse (other than in the case of a life annuity) may be re-
determined but not more frequently than annually.

"(E) DESIGNATED BENEFICIARY.-For purposes of this
paragraph, the term 'designated beneficiary' means any in-
dividual designated as a beneficiary by the employee.

"(F) TREATMENT OF PAYMENTS TO CHILDREN.-Under reg-
ulations prescribed by the Secretary, for purposes of this
paragraph, any amount paid to a child shall be treated as
if it had been paid to the surviving spouse if such amount
will become payable to the surviving spouse upon such
child reaching majority (or other designated event permit-
ted under regulations)."

(2) REPEAL OF SECTION 242.-Section 242 of the Tax Equity
and Fiscal Responsibility Act of 1982 is hereby repealed.

(b) INDIVIDUAL RETIREMENT ACCOUNTS AND ANNUITIES.-

(1) INDIVIDUAL RETIREMENT ACCOUNTS.-Section 408(a) (relat-
ing to individual retirement accounts) is amended by striking
out paragraphs (6) and (7) and inserting in lieu thereof the fol-
lowing new paragraph:

"(6) Under regulations prescribed by the Secretary, rules simi-
lar to the rules of section 401(a)(9) (relating to required distribu-



tions) shall apply to the distribution of the entire interest of an
individual for whose benefit the trust is maintained."

(2) INDIVIDUAL RETIREMENT ANNUITIES. -Section 408(b) (relat-
ing to individual retirement annuities) is amended by striking
out paragraphs (3) and (4), by redesignating paragraph (5) as
paragraph (4), and by inserting after paragraph (2) the follow-
ing new paragraph:

"(3) Under regulations prescribed by the Secretary, rules simi-
lar to the rules of section 401(a)(9) (relating to required distribu-
tions) shall apply to the distribution of the entire interest of the
owner.

(c) SPECIAL RULE FOR CUSTODIAL AccouNTs.-Paragraph (7) of
section 403(b) (relating to custodial accounts for regulated invest-
ment company stock) is amended by adding at the end thereof the
following new subparagraph:

"(D) DISTRIBUTION REQUIREMENTS.-For purposes of de-
ter-mining when the interest of an employee in a custodial
account must be distributed, such account shall be treated
in the same manner as an annuity contract."

(d) EFFECTIVE DATES.-
(1) IN GENERAL.-The amendments made by this section shall

apply to years beginning after December 31, 1984.
(2) REPEAL OF SECTION 242 OF TEFRA.-The amendment made

by subsection (a)(2) shall take effect as if included in the Tax
Equity and Fiscal Responsibility Act of 1982.

(3) TRANSITION RULE.-A trust forming part of a plan shall
not be disqualified under paragraph (9) of section 4 01(a) of the
Internal Revenue Code of 1954, as amended by subsection (a)(1),
by reason of distributions under a designation (before January
1, 1984) by any employee in accordance with a designation de-
scribed in section 242(b)(2) of the Tax Equity and Fiscal Respon-
sibility Act of 1982 (as in efffect before the amendments made
by this Act).

(4) SPECIAL RULE FOR GOVERNMENTAL PLANS.-In the case of
a governmental plan (within the meaning of section 414(d) of
the Internal Revenue Code of 1954), paragraph (1) shall be ap-
plied by substituting "1986" for "1984 ".

(5) SPECIAL RULE FOR COLLECTIVE BARGAINING AGREEMENTS.-

In the case of a plan maintained pursuant to one or more col-
lective bargaining agreements ratified on or before the date of
the enactment of this Act between employee representatives and
one or more employers, the amendments made by this section
shall not apply to years beginning before the earlier of-

(A) the date on which the last of the collective bargain-
ing agreements relating to the plan terminates (determined
without regard to any extension thereof agreed to after the
date of the enactment of this Act), or

(B) January 1, 1988.
For purposes of subparagraph (A), any plan amendment made pur-
suant to a collective bargaining agreement relating to the plan
which amends the plan solely to conform to any requirement added
by this section shall not be treated as a termination of such collec-
tive bargaining agreement.
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SEC. 522. ROLLOVER OF CERTAIN PARTIAL DISTRIBUTIONS PERMITTED.

(a) GENERAL RULE.-
(1) QUALIFIED TRUSTS.-Clause (i) of section 402(a)(5)(A) (relat-

ing to rollover amounts) is amended to read as follows-
"(i) any portion of the balance to the credit of an employ-

ee in a qualified trust is paid to him, ".
(2) QUALIFIED ANNUITIES. -Clause (i) of section 403(a)()(A)

(relating to rollover amounts) is amended to read as follows:
"(i) any portion of the balance to the credit of an employ-

ee in an employee annuity described in paragraph (1) is
paid to him, ".

(3) SECTION 403(b) ANNUITIES. -Clause (i) of section
403(b)(8)(A) (relating to rollover amounts) is amended to read as
follows:

"(i) any portion of the balance to the credit of an employ-
ee in an annuity contract described in paragraph (1) is paid
to him, ".

() SPECIAL RULES FOR ROLLOVERS OF PARTIAL DISTRIBUTIONS.-
Paragraph (5) of section 402(a) is amended by redesignating sub-
paragraphs (D) and (E) as subparagraphs (E) and (F), respectively,
and by inserting after subparagraph (C) the following new subpara-
graph:

"(D) SPECIAL RULES FOR PARTIAL DISTRIBUTIONS.-
"(i) REQUIREMENTS. -Subparagraph (A) shall apply

to a partial distribution only if-
"(I) such distribution is of an amount equal to

at least 50 percent of the balance to the credit of
the employee in a qualified trust (determined im-
mediately before such distribution and without
regard to subsection (e)(4)(C)),
"(1) such distribution is not one of a series of

periodic payments, and
"(III) the employee elects (at such time and in

such manner as the Secretary shall by regulations
prescribe) to have subparagraph (A) apply to such
partial distribution.

"(ii) PARTIAL DISTRIBUTIONS MAY BE TRANSFERRED
ONLY TO INDIVIDUAL RETIREMENT PLANS.-In the case
of a partial distribution, a plan described in subclause
(IV) or (V) of subparagraph (E)(iv) shall not be treated
as an eligible retirement plan.

"(iii) DENIAL OF 10-YEAR AVERAGING AND CAPITAL
GAINS TREATMENT FOR SUBSEQUENT DISTRIBUTIONS.-If
an election under clause (i) is made with respect to any
partial distribution paid to any employee-

"(I) paragraph (2) of this subsection,
"(II) paragraphs (1) and (3) of subsection (e), and
"(I) paragraph (2) of section 4 03(a),

shall not apply to any distribution (paid after such
partial distribution) of the balance to the credit of such
employee under the plan under which such partial dis-
tribution was made (or under any other plan which,
under subsection (e)(4)(C), would be aggregated with
such plan).



"(iv) SPECIAL RULE FOR UNREALIZED APPRECIATION.-
If an election under clause (i) is made with respect to
any partial distribution, the second and third sentences
of paragraph (1) shall not apply to such distribution."

(c) PARTIAL DISTRIBUTIONS PAID TO SPOUSE OF EMPLOYEE AFTER

EMPLOYEE'S DEATH ELIGIBLE FOR ROLLOVER. -Paragraph (7) of sec-
tion 402(a) (relating to rollover where spouse receives lump-sum dis-
tribution at death of employee) is amended to read as follows:

"(7) ROLLOVER WHERE SPOUSE RECEIVES DISTRIBUTIONS AFTER

DEATH OF EMPLOYEE.-If any distribution attributable to an
employee is paid to the spouse of the employee after the employ-
ee's death, paragraph (5) shall apply to such distribution in the
same manner as if the spouse were the employee. ".

(d) TECHNICAL AND CONFORMING AMENDMENTS.-

(1) The following provisions are each amended by striking out
"qualifying rollover distribution" each place it appears and in-
serting in lieu thereof "qualified total distribution"-

(A) section 402(a)(5)(B),
(B) section 402(a)(5)(E)(i) (as redesignated by subsection

(b)), and
(C) section 402(a)(6)(E)(i).

(2) Subparagraph (B) of section 402(a)(5) is amended by
adding at the end thereof the following new sentence: "In the
case of any partial distribution, the maximum amount trans-
ferred to which subparagraph (A) applies shall not exceed the
portion of such distribution which is includible in gross income
(determined without regard to subparagraph (A))."
(3) Clause (ii) of section 402(a)(5)(E) (as redesignated by subsec-

tion (b)) is amended by striking out "gross income" and insert-
ing in lieu thereof "gross income (determined without regard to
this paragraph)".

(4) Clause (v) of subparagraph (E) of section 402(a)(5) (as re-
designated by subsection (b)) is amended to read as follows:

"(v) PARTIAL DISTRIBUTION.-The term 'partial distribu-
tion' means any distribution to an employee of any portion
of the balance to the credit of such employee in a qualified
trust; except that such term shall not include any distribu-
tion which is a qualified total distribution."

(5) Subparagraph (F) of section 402(a)(5) (as redesignated by
subsection (b)) is amended by striking out "subparagraph
(D)(iv)" each place it appears and inserting in lieu thereof "sub-
paragraph (E)(iv)".

(6) Paragraph (6) of section 402(a) is amended by striking out
'paragraph (5)(D)(i)" each place it appears and inserting in lieu
thereof '"paragraph (5)(E)(i)"

(7) Clauses (iii) and (iv) of section 402(a)(6)(D) are each
amended by striking out "employee contributions" and inserting
in lieu thereof "employee contributions" (or, in the case of a
partial distribution, the amount not includible in gross
income)".

(8) Clause (i) of section 402(a)(6)(E) is amended by striking out
'"paragraph (5) (D)(i)(II)" and inserting in lieu thereof '"para-
graph (5)(D) or (5)(E)(i)(II)".



(9) Subparagraph (B) of section 403(a)(4) is amended by strik-
ing out "(B) through (E)" and inserting in lieu thereof "(B)
through (F)".

(10) Subparagraph (B) of section 403(b)(8) is amended to read
as follows:

"(B) SPECIAL RULES FOR PARTIAL DISTRIBUTIONS.-

"(i) IN GENERAL-In the case of any distribution
other than a total distribution, rules similar to the
rules of clauses (i) and (ii) of section 402(a)(5)(D) shall
apply.

"(ii) TOTAL DISTRIBUTION. -For purposes of subpara-
graph (A), the term 'total distribution' means one or
more distributions from an annuity contract described
in paragraph (1) which would constitute a lump-sum
distribution within the meaning of section 402(e)(4)(A)
(determined without regard to subparagraphs (B) and
(H) of section 402(e)(4)) if such annuity contract were
described in subsection (a), or 1 or more distributions of
accumulated deductible employee contributions (within
the meaning of section 72(o)(5)).

"(iii) AGGREGATION OF ANNUITY CONTRACTS.-For

purposes of this paragraph, all annuity contracts de-
scribed in paragraph (1) purchased by an employer
shall be treated as a single contract, and section
402(e)(4)(C) shall not apply."

(11) Subparagraph (C) of section 403(b)(8) is amended by strik-
ing out "(D)(v), and (E)(i)" and inserting in lieu thereof "(F)(i)".

(12) Clause (ii) of section 408(d)(3)(A) is amended by striking
out "rollover contribution from an employee's trust" and insert-
ing in lieu thereof "rollover contribution of a qualified total
distribution (as defined in section 402(a)(5)(E)(i)) from an em-
ployee's trust".

(13) Subparagraph (C) of section 409(b)(3) is amended by strik-
ing out the second sentence and inserting in lieu thereof the fol-
lowing new sentences: "This subparagraph does not apply in the
case of a transfer to such an employee's trust or such an annu-
ity unless no part of the value of such proceeds is attributable
to any source other than a qualified rollover contribution. For
purposes of the preceding sentence, the term 'qualified rollover
contribution' means any rollover contribution of a qualified
total distribution (as defined in section 402(a)(5)(E)(i)) which is
from such an employee's trust or annuity plan (other than an
annuity plan or a trust forming part of a plan under which the
individual was an employee within the meaning of section
401(c)(1) at the time contributions were made on his behalf
under such plan), and which did not qualify as a rollover con-
tribution by reason of section 402(a)(7)."

(e) EFFECTIVE DATE.-The amendments made by this section shall
apply to distributions made after the date of the amendment of this
Act, in taxable years ending after such date.



SEC. 523. TREATMENT OF DISTRIBUTIONS WHERE SUBSTANTIALLY ALL
CONTRIBUTIONS ARE EMPLOY YEE CONTRIBUTIONS.

(a) IN GENERAL.-Subsection (e) of section 72 (relating to amounts
not received as annuities) is amended by adding at the end thereof
the following new paragraph:

"(7) SPECIAL RULES FOR PLANS WHERE SUBSTANTIALLY ALL

CONTRIBUTIONS ARE EMPLOYEE CONTRIBUTIONS.-
"(A) IN GENERAL.-In the case of any plan or contract to

which this paragraph applies, subparagraph (D) of para-
graph (5) shall not apply to any amount received from such
plan or contract.

"(B) PLANS O CONTRACTS TO WHICH THIS PARAGRAPH AP-

PLIE.-This paragraph shall apply to any trust or con-
tract-

"(i) which is described in clause (i) or subclause (I),
(II), or (III) of clause (ii) of paragraph (5)(D), and

"(ii) with respect to which 85 percent of the total con-
tributions during a representative period are derived
from employee contributions.

"(C) SPECIAL RULE FOR CERTAIN FEDERAL PLANS.-If the
Federal Government or an instrumentality thereof main-
tains more than 1 plan, subparagraph (B) shall be applied
by aggregating all such plans which are actively adminis-
tered by the Federal Government or such instrumentality.

(b) CONFORMING AMENDMENTS. -
(1) Subparagraph (D) of section 72(e)(5) (relating to contracts

under qualified plans) is amended by striking out "This" and
inserting in lieu thereof "Except as provided in paragraph (7),
this ".

(2) Paragraph (3) of section 72(p) (defining qualified employer
plan) is amended by inserting "other than a plan described in
subsection (e)(7)" after "section 219(e)(3)".

(c) EFFECTIVE DATE.-The amendments made by this section shall
apply to any amount received or loan made after the 90th day after
the date of the enactment of this Act.

SEC. 524. PROVISIONS RELATING TO TOP-HEA VY PLANS.

(a) DEFINITION OF KEY EMPLOYEE. -
(1) IN GENERAL. -Clause (i) of section 416(i)(1)(A) (defining key

employee) is amended by inserting "having an annual compen-
sation greater than 150 percent of the amount in effect under
section 415(c)(1)(A) for any such plan year" after "employer".

(2) EFFECTIVE DATE.-The amendment made by this subsec-
tion shall apply to plan years beginning after December 31,
1983.

(b) ACCRUED BENEFIT OF INDIVIDUAL NOT EMPLOYED WITHIN

LAST 5 YEARS DISREGARDED.-
(1) IN GENERAL.-Paragraph (4) of section 416(g) (relating to

other special rules) is amended by adding at the end thereof the
following new subparagraph:

"(E) BENEFITS NOT TAKEN INTO ACCOUNT IF EMPLOYEE

NOT EMPLOYED FOR LAST 5 YEARS.-If any individual has
not received any compensation from any employer main-

taining the plan (other than benefits under the plan) at any



time during the 5-year period ending on the determination
date, any accrued benefit for such individual (and the ac-
count of such individual) shall not be taken into account."

(2) EFFECTIVE DATE.-The amendment made by this subsec-
tion shall apply to plan years beginning after December 31,
1984.

(c) SALARY REDUCTION ARRANGEMENTS MAY BE TAKEN INTO

ACCOUNT. -
(1) IN GENERAL. -Paragraph (2) of section 416(c) (relating to

minimum benefits for defined contribution plans) is amended
by striking out subparagraph (C).

(2) EFFECTIVE DATE.-The amendment made by this subsec-
tion shall apply to plan years beginning after December 31,
1984.

(d) CERTAIN GOVERNMENTAL PLANS EXEMPT FROM ToP-HEAVY
PLAN RULES.-

(1) IN GENERAL. -Paragraph (10)(B) of section 401(a) (relating
to plan requirements regarding top-heavy plans) is amended by
adding at the end thereof the following new clause:

"(iii) EXEMPTION FOR GOVERNMENTAL PLANS.-
This subparagraph shall not apply to any govern-
mental plan.'

(2) EFFECTIVE DATE.-The amendment made by this subsec-
tion shall apply to plan years beginning after December 31,
1983.

(e) QUALIFICATION REQUIREMENTS MODIFIED IF REGULATIONS NOT
ISSUED. -

(1) IN GENERAL.-If the Secretary of the Treasury or his dele-
gate does not publish final regulations under section 416 of the
Internal Revenue Code of 1954 (as in effect on the day before
the date of the enactment of this Act) before January 1,. 1985,
the Secretary shall publish before such date plan amendment
provisions which may be incorporated in a plan to meet the re-
quirements of section 401(a)(10)(B)(ii) of such Code.

(2) EFFECT OF INCORPORATION.-If a plan is amended to in-
corporate the plan amendment provisions described in para-
graph (1), such plan shall be treated as meeting the require-
ments of section 401(a)(10)(B)(ii) of the Internal Revenue Code of
1954 during the period such amendment is in effect but not
later than 6 months after the final regulations described in
paragraph (1) are published.

(3) FAILURE BY SECRETARY TO PUBLISH.-If the Secretary of
the Treasury or his delegate does not publish plan amendment
provisions described in paragraph (1), the plan shall be treated
as meeting the requirements of section 401(a)(10)(B) of the Inter-
nal Revenue Code of 1954 if-

(A) such plan is amended to incorporate such require-
ments by reference, except that

(B) in the case of any optional requirement under section
416 of such Code, if such amendment does not specify the
manner in which such requirement will be met, the employ-
er shall be treated as having elected the requirement with
respect to each employee which provides the maximum
vested accrued benefit for such employee.



SEC. 525. REPEAL OF ESTATE TAX EXCLUSION FOR QUALIFIED PENSION
PLAN BENEFITS.

(a) IN GENERAL.-Section 2039 (relating to inclusion in the gross
estate of annuities) is amended by striking out subsections (c), (d),
(e), (f), and (g) and inserting in lieu thereof the following new sub-
section:

"(C) EXCEPTION OF CERTAIN ANNUITY INTERESTS CREATED BY

COMMUNITY PROPERTY LA WS.-
"(1) IN GENERAL. -In the case of an employee on whose behalf

contributions or payments were made by his employer or former
employer under a trust, plan, or contract to which this subsec-
tion applies, if the spouse of such employee predeceases such em-
ployee, then notwithstanding any provision of law, there shall
be excluded from the gross estate of such spouse the value of
any interest of such spouse in such trust, plan, or contract, to
the extent such interest-

"(A) is attributable to such contributions or payments,
and

"(B) arises solely by reason of such spouse's interest in
community income under the community property laws of a
State.

"(2) TRUSTS, PLANS, AND CONTRACTS TO WHICH SUBSECTION AP-

PLIES.-This subsection shall apply to-
"(A) any trust, plan, or contract which at the time of the

decedent's separation from employment (by death or other-
wise), or if earlier, at the time of termination of the plan-

"(i) formed part of a plan which met the require-
ments of section 401(a), or

"(ii) was purchased pursuant to a plan described in
section 403(a), or

"(B) a retirement annuity contract purchased for an em-
ployee by an employer which is-

"(i) an organization referred to in clause (ii) or (vi) of
section 170(b)(1)(A), or

"(ii) a religious organization (other than a trust)
exempt from taxation under section 501(a).

"(3) AMOUNT CONTRIBUTED BY EMPLOYEE.-For purposes of
this subsection-

"(A) contributions or payments made by the decedent's
employer or former employer under a trust, plan, or con-
tract described in paragraph (2)(A) shall not be considered
to be contributed by the decedent, and

"(B) contributions or payments made by the decedent's
employer or former employer toward the purchase of an an-
nuity contract described in paragraph (2)(B) shall not be
considered to be contributed by the decedent to the extent
excludable from gross income under section 403(b)."

(b) EFFECTIVE DATES.-
(1) IN GENERAL.-The amendments made by this section shall

apply to the estates of decedents dying after December 31, 1984.
(2) EXCEPTION FOR PARTICIPANTS IN PAY STATUS. -The

amendments made by this section shall not apply to the estate

of any decedent who-
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(A) was a participant in any plan who was in pay status
on December 31, 1984, and

(B) irrevocably elected the form of the benefit before the
date of the enactment of this Act.

(3) PAY STATUS RULE EXTENDED TO $100,000 LIMITATION.-Sub-

section (c) of section 245 of the Tax Equity and Fiscal Responsi-
bility Act of 1982 is amended by inserting ", except that such
amendments shall not apply to the estate of any decedent who
was a participant in any plan who was in pay status on Decem-
ber 31, 1982, and irrevocably elected before January 1, 1983, the
form of benefit".

SEC. 526. AFFILIATED SERVICE GROUPS, EMPLOYEE LEASING ARRANGE-
MENTS, AND COLLECTIVE BARGAINING AGREEMENTS.

(a) ATTRIBUTION RULES FOR AFFILIATED SERVICE GROUPS.-
(1) IN GENERAL.-Subparagraph (B) of section 414(m)(6), as in

effect for taxable years beginning after December 31, 1983, is
amended by striking out "section 267(c)" and inserting in lieu
thereof "section 318(a)".

(2) EFFECTIVE DATE.-The amendment made by this subsec-
tion shall apply to taxable years beginning after December 31,
1984.

(b) EMPLOYEE LEASING EXCEPTION ONLY APPLIES TO NON-EM-
PLOYEES. -

(1) IN GENERAL.-Paragraph (2) of section 414(n) (defining
leased employee) is amended by striking out "any person" in the
material preceding subparagraph (A) and inserting in lieu
thereof "any person who is not an employee of the recipient
and".

(2) EFFECTIVE DATE.-The amendment made by this subsec-
tion shall apply to taxable years beginning after December 31,
1983.

(c) DETERMINATION OF WHETHER THERE IS A COLLECTIVE BAR-

GAINING A GREEMENT.-

(1) IN GENERAL.-Subsection (a) of section 7701 (relating to
definitions) is amended by adding at the end thereof the follow-
ing new paragraph:

"(46) DETERMINATION OF WHETHER THERE IS A COLLECTIVE

BARGAINING AGREEMENT.-In determining whether there is a
collective bargaining agreement between employee representa-
tives and 1 or more employers, the term 'employee representa-
tives'shall not include any organization more than one-half of
the members of which are employees who are owners, officers, or
executives of the employer."

(2) EFFECTIVE DATE.-The amendment made by this subsec-
tion shall take effect on April 1, 1984.

(d) ADDITIONAL REGULATIONS.-

(1) IN GENERAL. -Section 414 (relating to definitions and spe-
cial rules) is amended by adding at the end thereof the follow-
ing new subsection:

"(o) REGULATIONS. -The Secretary shall prescribe such regulations
(which may provide rules in addition to the rules contained in sub-
sections (m) and (n)) as may be necessary to prevent the avoidance of



any employee benefit requirement listed in subsection (m)(4) or (n)(3)
through the use of-

"(1) separate organizations,
"(2) employee leasing, or
"(3) other arrangements."
(2) CONFORMING AMENDMENT.-Subsection (m) of section 414

is amended by striking out paragraph (6).
(3) EFFECTIVE DATE.-The amendments made by this subsec-

tion shall take effect on the date of the enactment of this Act.

SEC. 527. PROVISIONS RELATING TO CASH OR DEFERRED ARRANGEMENTS.
(a) PARTICIPATION AND DISCRIMINATION STANDARDS. -Subpara-

graph (A) of section 401(k)(3) is amended to read as follows:
"(A) A cash or deferred arrangement shall not be treated

as a qualified cash or deferred arrangement unless-
"(i) those employees eligible to benefit under the ar-

rangement satisfy the provisions of subparagraph (A)
or (B) of section 410(b)(1), and

"(ii) the actual deferral percentage for highly com-
pensated employees (as defined in paragraph (4)) for
such year bears a relationship to the actual deferral
percentage for all other eligible employees for such plan
year which meets either of the following tests:

"(I) The actual deferral percentage for the group
of highly compensated employees is not more than
the actual deferral percentage of all other eligible
employees multiplied by 1.5.

"(II) The excess of the actual deferral percentage
for the group of highly compensated employees over
that of all other eligible employees is not more
than 3 percentage points, and the actual deferral
percentage for the group of highly compensated em-
ployees is not more than the actual deferral per-
centage of all other eligible employees multiplied
by 2.5.

If 2 or more plans which include cash or deferred ar-
rangements are considered as 1 plan for purposes of
section 401(a)(4) or 410(b), the cash or deferred arrange-
ments included in such plans shall be treated as I ar-
rangement for purposes of this subparagraph.

The deferral percentage taken into account under this sub-
paragraph for any employee who is a participant under 2 or
more cash or deferred arrangements of the employer shall
be the sum of the deferral percentages for such employee
under each of such arrangements."

(b) APPLICATION TO PRE-ERISA MONEY PURCHASE PLAN. -

(1) GENERAL RULE.-Paragraphs (1) and (2) of section 401(k)
(relating to cash or deferred arrangements) are each amended
by inserting "(or a pre-ERISA money purchase plan)" after
"stock bonus plan".

(2) DEFINITION OF PRE-ERISA MONEY PURCHASE PLAN.-Subsec-

tion (k) of section 401 is amended by adding at the end thereof
the following new paragraph:



"(5) PRE-ERISA MONEY PURCHASE PLAN.-For purposes of this
subsection, the term 'pre-ERISA money purchase plan' means a
pension plan-

"(A) which is a defined contribution plan (as defined in
section 414(i)),

"(B) which was in existence on June 27, 1974, and
which, on such date, included a salary reduction ar-
rangement, and

"(C) under which neither the employee contributions
nor the employer contributions may exceed the levels
provided for by the contribution formula in effect
under the plan on such date."

(3) TECHNICAL AMENDMENT. -Subparagraph (B) of section
401(k)(2) is amended by striking out ", hardship or the attain-
ment of age 5912," and inserting in lieu thereof "(or in the case
of a profit sharing or stock bonus plan, hardship or the attain-
ment of age 5912)".

(c) EFFECTIVE DATES.-
(1) SUBSECTION (a).-

(A) IN GENERAL.-Except as provided in subparagraph
(B), the amendment made by subsection (a) shall apply to
plan years beginning after December 31, 1984.

(B) EXCEPTION FOR CERTAIN EXISTING PLANS.-The

amendment made by subsection (a) shall not apply to any
plan-

(i) which was maintained by a State on June 8, 1984,
and

(ii) with respect to which a determination letter had
been issued by the Secretary on December 6, 1982.

(2) SUBSECTION (b). -
(A) IN GENERAL.-The amendments made by this section

shall apply with respect to plan years beginning after the
date of the enactment of this Act.

(B) TRANSITIONAL RULE.-Rules similar to the rules
under section 135(c)(2) of the Revenue Act of 1978 shall
apply with respect to any pre-ERISA money purchase plan
(as defined in section 401(k)(5) of the Internal Revenue Code
of 1954) for plan years beginning after December 31, 1979,
and on or before the date of the enactment of this Act.

SEC. 528. TREATMENT OF CERTAIN MEDICAL, ETC., BENEFITS UNDER SEC-
TION 415.

(a) GENERAL RULE.-Section 415 (relating to limitations on bene-
fits and contributions under qualified plan) is amended by adding
at the end thereof the following new subsection:

"(1) TREATMENT OF CERTAIN MEDICAL BENEFITS.-
"(1) IN GENERAL.-For purposes of this section, contributions

allocated to any individual medical account which is part of a
defined benefit plan shall be treated as an annual addition to a
defined contribution plan for purposes of subsection (c).

"(2) INDIVIDUAL MEDICAL BENEFIT ACCOUNT.-For purposes of
paragraph (1), the term 'individual medical benefit account'
means any separate account-



"(A) which is established for a participant under a de-
fined benefit plan, and

"(B) from which benefits described in section 401(h) are
payable solely to such participant, his spouse, or his de-
pendents."

(b) REQUIREMENT THAT SEPARATE ACCOUNT BE MAINTAINED FOR
5-PERCENT OwNER.-Subsection (h) of section 401 (relating to medi-
cal, etc., benefits for retired employees and their spouses and de-
pendents) is amended by striking out "and" at the end of paragraph
(4), by striking out the period at the end of paragraph (5) and insert-
ing in lieu thereof ", and", and by adding at the end thereof the
following new paragraph:

"(6) in the case of an employee who is a 5-percent owner, a
separate account is established and maintained for such bene-
fits payable to such employee (and his spouse and dependents)
and such benefits (to the extent attributable to plan years begin-
ning after March 31, 1984, for which the employee is a 5-percent
owner) are only payable to such employee (and his spouse and
dependents) from such separate account.

For purposes of paragraph (6), the term '5-percent owner' means any
employee who, at any time during the plan year or any preceding
plan year during which contributions were made on behalf of such
employee, is or was a 5-percent owner (as defined in section
416(i)(1)(B))."

(c) EFFECTIVE DATE.-The amendments made by this section shall
apply to years beginning after March 31, 1984.
SEC. 529. CERTAIN ALIMONY TREATED AS COMPENSATION.

(a) IN GENERAL.-Paragraph (1) of section 219(f) (defining compen-
sation) is amended by adding at the end thereof the following new
sentence: "The term 'compensation' shall include any amount in-
cludible in the individual's gross income under paragraph (1) of sec-
tion 71(a) (relating to decree of divorce or separate maintenance)."

(b) CONFORMING AMENDMENT.-Subsection (b) of section 219 is
amended by striking out paragraph (4).

(c) EFFECTIVE DATE.-The amendments made by this section shall
apply to taxable years beginning after December 31, 1984.

Subtitle C-Tax Treatment of Fringe Benefits

SEC. 531. EXCLUSION OF CERTAIN FRINGE BENEFITS FROM GROSS INCOME.

(a) EXCLUSION OF CERTAIN FRINGES BENEFITS.-

(1) IN GENERAL.-Part III of subchapter B of chapter 1 (relat-
ing to items specifically excluded from gross income) is amend-
ed by redesignating section 132 as section 133 and by inserting
after section 131 the following new section:

"SEC. 132. CERTAIN FRINGE BENEFITS.
"(a) EXCLUSION FROM GROSS INCoME.-Gross income shall not in-

clude any fringe benefit which qualifies as a-
"(1) no-additional-cost service,
"(2) qualified employee discount,
"(3) working condition fringe, or
"(4) de minimis fringe.



"(b) No-ADDITIONAL-COST SERVICE DEFINED.-For purposes of this
section, the term 'no-additional-cost service' means any service pro-
vided by an employer to an employee for use by such employee if-

"(1) such service is offered for sale to customers in the ordi-
nary course of the line of business of the employer in which the
employee is performing services, and

"(2) the employer incurs no substantial additional cost (in-
cluding forgone revenue) in providing such service to the em-
ployee (determined without regard to any amount paid by the
employee for such service).

"(c) QUALIFIED EMPLOYEE DISCOUNT DRFINED.-For purposes of
this section-

"(1) QUALIFIED EMPLOYEE DISCOUNT.-The term 'qualified em-
ployee discount' means any employee discount with respect to
qualified property or services to the extent such discount does
not exceed-

"(A) in the case of property, the gross profit percentage of
the price at which the property is being offered by the em-
ployer to customers, or

"(B) in the case of services, 20 percent of the price at
which the services are being offered by the employer to cus-
tomers.

"(2) GROSS PROFIT PERCENTAGE. -
"(A) IN GENERAL.-The term 'gross profit percentage'

means the percent which-
"(i) the excess of the aggregate sales price of property

sold by the employer to customers over the aggregate
cost of such property to the employer, is of

"(ii) the aggregate sale price of such property.
"(B) DETERMINATION OF GROSS PROFIT PERCENTAGE.-

Gross profit percentage shall be determined on the basis
of-

"(i) all property offered to customers in the ordinary
course of the line of business of the employer in which
the employee is performing services (or a reasonable
classification of property selected by the employer), and

"(ii) the employer's experience during a representative
period.

"(3) EMPLOYEE DISCOUNT DEFINED.-The term 'employee dis-
count' means the amount by which-

"(A) the price at which the property or services are pro-
vided to the employee by the employer, is less than

"(B) the price at which such property or services are being
offered by the employer to customers.

"(4) QUALIFIED PROPERTY OR SERVICES.-The term 'qualified
property or services' means any property (other than real proper-
ty and other than personal property of a kind held for invest-
ment) or services which are offered for sale to customers in the
ordinary course of the line of business of the employer in which
the employee is peforming services.

"(d) WORKING CONDITION FRINGE DEFINED.-For purposes of this
section, the term 'working condition fringe' means any property or
services provided to an employee of the employer to the extent that,



if the employee paid for such property or services, such payment
would be allowable as a deduction under section 162 or 167.

"(e) DE MINIMIS FRINGE DEFINED.-For purposes of this section-
"(1) IN GENERAL.-The term 'de minimis fringe' means any

property or service the value of which is (after taking into ac-
count the frequency with which similar fringes are provided by
the employer to the employer's employees) so small as to make
accounting for it unreasonable or administratively impractica-
ble.

"(2) TREATMENT OF CERTAIN EATING FACILITIES.-The oper-
ation by an employer of any eating facility for employees shall
be treated as a de minimis fringe if-

"(A) such facility is located on or near the business prem-
ises of the employer, and

"(B) revenue derived from such facility normally equals
or exceeds the direct operating costs of such facility.

The preceding sentence shall apply with respect to any officer,
owner, or highly compensated employee only if access to the fa-
cility is available on substantially the same terms to each
member of a group of employees which is defined under a rea-
sonable classification set up by the employer which does not dis-
criminate in favor of officers, owners, or highly compensated
employees.

"(f) CERTAIN INDIVIDUALS TREATED AS EMPLOYEES FOR PURPOSES

OF SUBSECTIONS (a)(1) AND (2).-For purposes of paragraphs (1) and
(2) of subsection (a)-

"(1) RETIRED AND DISABLED EMPLOYEES AND SURVIVING

SPOUSE OF EMPLOYEE TREATED AS EMPLOYEE.-With respect to a
line of business of an employer, the term 'employee' includes-

"(A) any individual who was formerly employed by such
employer in such line of business and who separated from
service with such employer in such line of business by
reason of retirement or disability, and

"(B) any widow or widower of any individual who died
while employed by such employer in such line of business or
while an employee within the meaning of subparagraph
(A).

"(2) SPOUSE AND DEPENDENT CHILDREN. -

"(A) IN GENERAL.-Any use by the spouse or a dependent
child of the employee shall be treated as use by the employ-
ee."(B) DEPENDENT CHILD.-For purposes of subparagraph
(A), the term 'dependent child' means any child (as defined
in section 151(e(3)) of the employee-

"(i) who is a dependent of the employee, or
"(ii) both of whose parents are deceased.

For purposes of the preceding sentence, any child to whom
section 152(e) applies shall be treated as the dependent of
both parents.

"(g) SPECIAL RULES RELATING TO EMPLOYER.-For purposes of
this section-

"(1) CONTROLLED GROUPS, ETC.-All employees treated as em-
ployed by a single employer under subsection (b), (c), or (m) of



section 414 shall be treated as employed by a single employer for
purposes of this section.

"(2) RECIPROCAL AGREEMENTS.-For purposes of paragraph (1)
of subsection (a), any service provided by an employer to an em-
ployee of another employer shall be treated as provided by the
employer of such employee if-

"(A) such service is provided pursuant to a written agree-
ment between such employers, and

"(B) neither of such employers incurs any substantial ad-
ditional cost (including forgone revenue) in providing such
service or pursuant to such agreement.

"(h) SPECIAL RULES.-
"(1) ExcLusioNs UNDER SUBSECTION (a) (1) AND (2) APPLY TO

OFFICERS, ETC., ONLY IF NO DISCRIMINATION. -Paragraphs (1)
and (2) of subsection (a) shall apply with respect to any fringe
benefit described therein provided with respect to any officer,
owner, or highly compensated employee only if such fringe bene-
fit is available on substantially the same terms to each member
of a group of employees which is defined under a reasonable
classification set up by the employer which does not discrimi-
nate in favor of officers, owners, or highly compensated employ-
ees.

"(2) SPECIAL RULE FOR LEASED SECTIONS OF DEPARTMENT
STORES. -

"(A) IN GENERAL.-For purposes of paragraph (2) of sub-
section (a), in the case of a leased section of a department
store-

"(i) such section shall be treated as part of the line of
business of the person operating the department store,
and

"(ii) employees in the leased section shall be treated
as employees of the person operating the department
store.

"(B) LEASED SECTION OF DEPARTMENT STORE.-For pur-

poses of subparagraph (A), a leased section of a department
store is any part of a department store where over-the-
counter sales of property are made under a lease or similar
arrangement where it appears to the general public that in-
dividuals making such sales are employed by the person op-
erating the department store.

"(3) A UTO SALESMEN. -
"(A) IN GENERAL.-For purposes of subsection (a)(3),

qualified automobile demonstration use shall be treated as
a working condition fringe.

"(B) QUALIFIED AUTOMOBILE DEMONSTRATION USE.-For
purposes of subparagraph (A), the term 'qualified automo-
bile demonstration use means any use of an automobile by
a full-time automobile salesman in the sales area in which
the automobile dealer's sales office is located if-

"(i) such use in provided primarily to facilitate the
salesman's performance of services for the employer,
and

"(ii) there are substantial restrictions on the personal
use of such automobile by such salesman.



"(4) PARKING.-The term 'working condition fringe' includes
parking provided to an employee on or near the business prem-
ises of the employer.

"(5) ON-PREMISES GYMS AND OTHER ATHLETIC FACILITIES.-

"(A) IN GENERAL.-Gross income shall not include the
value of any on-premises athletic facility provided by an
employer to his employees.

"(B) ON-PREMISES ATHLETIC FACILITY.-For purposes of
this paragraph, the term 'on-premises athletic facility'
means any gym or other athletic facility-

"(i) which is located on the premises of the employer,
"(ii) which is operated by the employer, and
"(iii) substantially all the use of which is by employ-

ees of the employer, their spouses, and their dependent
children (within the meaning of subsection (f)).

"(i) CUSTOMERS NOT To INCLUDE EMPLOYEES.-For purposes of
this section (other than subsection (c)(2)(B)), the term 'customers'
shall only include customers who are not employees.

"() SECTION NOT To APPLY TO FRINGE BENEFITS EXPRESSLY PRO-

VIDED FOR ELSEWHERE.-This section (other than subsection (e))
shall not apply to any fringe benefits of a type the tax treatment of
which is expressly provided for in any other section of this chapter.

"(k) REGULATIONS. -The Secretary shall prescribe such regula-
tions as may be necessary or appropriate to carry out the purposes of
this section."

(2) CLERICAL AMENDMENT.-The table of sections for such
part III is amended by striking out the item relating to section
132 and inserting in lieu thereof the following:

"Sec. 132. Certain fringe benefits.
"Sec. 133. Cross references to other Acts."

(b) CAFETERIA PLAN.-

(1) DEFINITION OF CAFETERIA PLAN. -Paragraph (1) of section
125(d) (defining cafeteria plan) is amended to read as follows:

"(1) IN GENERAL.-The term 'cafeteria plan' means a written
plan under which-

"(A) all participants are employees, and
"(B) the participants may choose among 2 or more bene-

fits consisting of cash and statutory nontaxable benefits."
(2) DEFINITION OF STATUTORY NONTAXABLE BENEFIT. -

(A) IN GENERAL. -Subsection (f) of section 125 is amended
to read as follows:

"(f) STATUTORY NONTAXABLE BENEFITS DEFINED.-For purposes of
this section, the term 'statutory nontaxable benefit' means any bene-
fit which, with the application of subsection (a) is not includible in
the gross income of the employee by reason of an express provision of
this chapter (other than section 117, 124, 127, or 132). Such term in-
cludes any group term life insurance which is includible in gross
income only because it exceeds the dollar limitation of section 79. "

(B) CONFORMING AMENDMENT.-Subsection (c) of section
125 is amended by striking out "nontaxable benefits" each
place it appears and inserting in lieu thereof "statutory
nontaxable benefits ".



(3) EXCEPTION FOR KEY EMPLOYEES.-Subsection (b) of section
125 (relating to exception for highly compensated participants)
is amended to read as follows:

(b) EXCEPTION FOR HIGHLY COMPENSATED PARTICIPANTS AND KEY

EMPLOYEES. -

(1) HIGHLY COMPENSATED PARTICIPANTS.-In the case of a
highly compensated participant, subsection (a) shall not apply
to any benefit attributable to a plan year for which the plan
'discriminates in favor of-

(A) highly compensated individuals as to eligibility to
participate, or

(B) highly compensated participants as to contributions
and benefits.

(2) KEY EMPLOYEES.-In the case of a key employee (within
the meaning of section 416(i)(1)), subsection (a) shall not apply
to any benefit attributable to a plan for which the statutory
nontaxable benefits provided to key employees exceed 25 percent
of the aggregate of such benefits provided for all employees
under the plan. For purposes of the preceding sentence, statuto-
ry nontaxable benefits shall be determined without regard to
the last sentence of subsection (f).

(3) YEAR OF INCLUSION.-For purposes of determining the tax-
able year of inclusion, any benefit described in paragraph (1) or
(2) shall be treated as received or accrued in the taxable year of
the participant or key employee in which the plan year ends.

(4) REPORTING REQUIREMENTS.-
(A) Section 125 (relating to cafeteria plans) is amended by

redesignating subsection (h) as subsection (i) and by insert-
ing after subsection (g) the following new subsection:

"(h) REPORTING REQUIREMENTS.-
"(1) IN GENERAL.-Each employer maintaining a cafeteria

plan during any taxable year which begins after December 31,
1984, and to which this section applies shall file a return (at
such time and in such manner as the Secretary shall by regula-
tions prescribe) with respect to such plan showing for such
year-

"(A) the number of employees of the employer,
"(B) the number of employees participating under the

plan,
"(C) the total cost of the plan during the taxable year,

and
"(D) the name, address, and taxpayer identification

number of the employer and the type of business in which
the employer is engaged.

"(2) RECORDKEEPING REQUIREMENT. -Each employer main-
taining a cafeteria plan during any year shall keep such records
as may be necessary for purposes of determining whether the re-
quirements of this section are met.

"(3) ADDITIONAL INFORMATION WHEN REQUIRED BY THE SECRE-

TARY.-Any employer-
"(A) who maintains a cafeteria plan during any year for

which a return is required under paragraph (1), and
"(B) who is required by the Secretary to file an addition-

al return for such year,



shall file such additional return. Such additional return shall
be filed at such time and in such manner as the Secretary shall
prescribe and shall contain such information as the Secretary
shall prescribe. ".

(B) Subsection (f) of section 6652 is amended-
(i) by striking out "or 6047 (relating to information

relating to certain trusts and annuity and bond pur-
chase plans)" and inserting in lieu thereof ", 6047 (re-
lating to information relating to certain trusts and an-
nuity and bond purchase plans), or 125(h) (relating to
information with respect to cafeteria plans)" and

(ii) by striking out "DEFERRED COMPENSATION.-" in
the subsection heading and inserting in lieu thereof
"DEFERRED COMPENSATION; ETC.-".

(5) EXCEPTION FOR CERTAIN CAFETERIA PLANS AND BENE-

FITS.-

(A) GENERAL TRANSITIONAL RULE.-Any cafeteria plan in
existence on February 10, 1984, which failed as of such date
and continued to fail thereafter to satisfy the rules relating
to section 125 under proposed Treasury regulations, and
any benefit offered under such a cafeteria plan which
failed as of such date and continued to fail thereafter to
satisfy the rules of section 105, 106, 120, or 129 under pro-
posed Treasury regulations, will not fail to be a cafeteria
plan under section 125 or a nontaxable benefit under sec-
tion 105, 106, 120, or 129 solely because of such failures.
The preceding sentence shall apply only with respect to caf-
eteria plans and benefits provided under cafeteria plans
before the earlier of-

(i) January 1, 1985, or
(ii) the effective date of any modification to provide

additional benefits after February 10, 1984.
(B) SPECIAL TRANSITION RULE FOR ADVANCE ELECTION

BENEFIT BANKS.-Any benefit offered under a cafeteria plan
in existence on February 10, 1984, which failed as of such
date and continued to fail thereafter to satisfy the rules of
section 105, 106, 120, or 129 under proposed Treasury regu-
lations because an employee was assured of receiving (in
cash or any other benefit) amounts available but unused for
covered reimbursement during the year without regard to
whether he incurred covered expenses, will not fail to be a
nontaxable benefit under such applicable section solely be-
cause of such failure. The preceding sentence shall apply
only with respect to benefits provided under cafeteria plans
before the earlier of-

(i) July 1, 1985, or
(ii) the effective date of any modification to provide

additional benefits after February 10, 1984.
Except as provided in Treasury regulations, the special
transition rule is available only for benefits with respect to
which, after December 31, 1984, contributions are fixed
before the period of coverage and taxable cash is not avail-
able until the end of such period of coverage.



(C) PLANS FOR WHICH SUBSTANTIAL IMPLEMENTATION

COSTS WERE INCURRED.-For purposes of this paragraph,
any plan with respect to which substantial implementation
costs had been incurred before February 10, 1984, shall be
treated as in existence on February 10, 1984.

(6) STUDY OF EFFECTS OF CAFETERIA PLANS ON HEALTH CARE

COSTS.-

(A) STUDY.-The Secretary of Health and Human Serv-
ices, in cooperation with the Secretary of the Treasury,
shall conduct a study of the effects of cafeteria plans
(within the meaning of section 125 of the Internal Revenue
Code of 1954) on the containment of health care costs.

(B) REPORT.-The Secretary of Health and Human Serv-
ices, in cooperation with the Secretary of the Treasury,
shall submit a report on the study conducted under sub-
paragraph (A) to the Committee on Ways and Means of the
House of Representatives and the Committee on Finance of
the Senate by no later than April 1, 1985.

(c) CLARIFICATION THAT FRINGE BENEFITS NOT COVERED BY STAT-

UTORY EXCLUSION INCLUDED IN GROSS INCOME. -Paragraph (1) of
section 61(a) (defining gross income) is amended by striking out
"commissions, and similar items" and inserting in lieu thereof
"commissions, fringe benefits, and similar items".

(d) CONFORMING AMENDMENTS TO EMPLOYMENT TAXES.-

(1) SOCIAL SECURITY TAXES.-

(A) Subsection (a) of section 3121 (defining wages) is
amended-

(i) by striking out "all remuneration paid in any
medium" in the material preceding paragraph (1) and
inserting in lieu thereof "all remuneration (including
benefits) paid in any medium ", and

(ii) by striking out "or" at the end of paragraph (18),
by striking out the period at the end of paragraph (19)
and inserting in lieu thereof " or", and by inserting
after paragraph (19) the following new paragraph:

"(20) any benefit provided to or on behalf of an employee if at
the time such benefit is provided it is reasonable to believe that
the employee will be able to exclude such benefit from income
under section 117 or 132."

(B) Section 209 of the Social Security Act is amended-
(i) by striking out "all remuneration paid in any

medium" in the material preceding subsection (a) and
inserting in lieu thereof "all remuneration (including
benefits) paid in any medium ", and

(ii) by striking out "or" at the end of subsection (q),
by striking out the period at the end of subsection (r)
and inserting in lieu thereof '" or" and by inserting
after subsection (r) the following new subsection:

"(s) Any benefit provided to or on behalf of an employee if at
the time such benefit is provided it is reasonable to believe that
the employee will be able to exclude such benefit from income
under section 117 or 132 of the Internal Revenue Code of 1954."



(2) RAILROAD RETIREMENT TAX.-Subsection (e) of section 3231
(defining compensation) is amended by adding at the end
thereof the following new paragraph:

"(5) The term 'compensation' shall not include any benefit
provided to or on behalf of an employee if at the time such ben-
efit is provided it is reasonable to believe that the employee will
be able to exclude such benefit from income under section 117 or
132."

(3) UNEMPLOYMENT TAx.-Subsection (b) of section 3306 (de-
fining wages) is amended-

(A) by striking out "all remuneration paid in any
medium" in the material preceding paragraph (1) and in-
serting in lieu thereof "all remuneration (including bene-
fits) paid in any medium", and

(B) by striking out "or" at the end of paragraph (14), by
striking out the period at the end of paragraph (15) and in-
serting in lieu thereof ", or", and by inserting after para-
graph (15) the following new paragraph:

"(16) any benefit provided to or on behalf of an employee if at
the time such benefit is provided it is reasonable to believe that
the employee will be able to exclude such benefit from income
under section 117 or 132."

(4) WITHHOLDING.-Subsection (a) of section 3401 (defining
wages) is amended-

(A) by striking out "all remuneration paid in any
medium" in the material preceding paragraph (1) and
inserting in lieu thereof "all remuneration (including bene-
fits) paid in any medium", and

(B) by striking out "or" at the end of paragraph (18), by
striking out the period at the end of paragraph (19) and in-
serting in lieu thereof " or" and by adding at the end
thereof the following new paragraph:

"(20) any benefit provided to or on behalf of an employee if at
the time such benefit is provided it is reasonable to believe that
the employee will be able to exclude such benefit from income
under section 117 or 132."

(5) METHOD OF COLLECTING TAX FROM NON-CASH FRINGE BENE-

FITs.-Section 3501 (relating to collection and payment of taxes)
is amended-

(A) by striking out "The taxes" and inserting in lieu
thereof the following:

"(a) GENERAL RULE.-The taxes ", and
(B) by adding at the end thereof the following new sub-

section:
"(b) TAXES WITH RESPECT TO NON-CASH FRINGE BENEFITS.-The

taxes imposed by this subtitle with respect to non-cash fringe bene-
fits shall be collected (or paid) by the employer at the time and in
the manner prescribed by the Secretary by regulations."

(e) ELECTION WITH RESPECT TO CERTAIN EXISTING LINES OF BUSI-
NESS. -

(1) IN GENERAL.-Chapter 43 (relating to qualified pension,
etc., plans), as amended by this Act, is amended by adding at
the end thereof the following new section:



"SEC. 4977. TAX ON CERTAIN FRINGE BENEFITS PROVIDED BY AN
EMPLO YER.

"(a) IMPOSITION OF TAx.-In the case of an employer to whom an
election under this section applies for any calendar year, there is
hereby imposed a tax for such calendar year equal to 30 percent of
the excess fringe benefits.

"(b) EXCESS FRINGE BENEFITS.-For purposes of subsection (a), the
term 'excess fringe benefits' means, with respect to any calendar
year-

"(1) the aggregate value of the fringe benefits provided by the
employer during the calendar year which were not includible in
gross income under paragraphs (1) and (2) of section 132(a), over

"(2) 1 percent of the aggregate amount of compensation-
"(A) which was paid by the employer during such calen-

dar year to employees, and
"(B) was includible in gross income for purposes of

chapter 1.
"(C) EFFECT OF ELECTION ON SECTION 132(a). -If-

"(1) an election under this section is in effect with respect to
an employer for any calendar year, and

"(2) as of January 1, 1984, substantially all of the employees
of the employer were entitled to employee discounts or services
provided by the employer in 1 line of business,

for purposes of paragraphs (1) and (2) of section 132(a) (but not for
purposes of section 132(g)(2)), all employees of any line of business of
the employer which was in existence on January 1, 1984, shall be
treated as employees of the line of business referred to in paragraph
(2).

"(d) PERIOD OF ELECTION.-An election under this section shall
apply to the calendar year for which made and all subsequent cal-
endar years unless revoked by the employer.

"(e) TREATMENT OF AFFILIATED GRouP.-For purposes of this sec-
tion, all members of the same affiliated group of corporations (as
defined in section 1504) shall be treated as 1 corporation. "

(2) CLERICAL AMENDMENT.-The table of sections for chapter
43 is amended by adding at the end thereof the following new
item:

"Sec. 4977. Tax on certain fringe benefits provided by an employer."

(f) DETERMINATION OF LINE OF BUSINESS IN CASE OF AFFILIATED

GROUP OPERATING RETAIL DEPARTMENT STORES.-If-
(1) as of October 5, 1983, the employees of one member of an

affiliated group (as defined in section 1504 of the Internal Reve-
nue Code of 1954 without regard to subsections (b)(2) and (b)(4)
thereof) were entitled to employee discounts at the retail depart-
ment stores operated by another member of such affiliated
group, and

(2) the primary business of the affiliated group is the oper-
ation of retail department stores,

then, for purpose of applying section 132(a)(2) of the Internal Reve-
nue Code of 1954, with respect to discounts provided for such em-
ployees at the retail department stores operated by such other
member, the employer shall be treated as engaged in the same line
of business as such other member.



(g) MORATORIUM ON ISSUANCE OF REGULATIONS RELATING TO FAC-

ULTY Ho USING.-

(1) IN GENERAL.-Any regulation providing for the inclusion
in gross income under section 61 of the Internal Revenue Code
of 1954 of the excess (if any) of the fair market value of quali-
fied campus lodging over the greater of-

(A) the operating costs paid or incurred in furnishing
such lodging, or

(B) the rent received for such lodging,
shall not be issued before January 1, 1986.

(2) QUALIFIED CAMPUS LODGING.-For purposes of this subsec-
tion, the term "qualified campus lodging" means lodging which
is-

(A) located on (or in close proximity to) a campus of an
educational institution (described in section 170(b)(1)(A)(ii)
of the Internal Revenue Code of 1954), and

(B) provide by such institution to an employee of such in-
stitution, or to a spouse or dependent (within the meaning
of section 152 of such Code) of such employee.

(3) APPLICATION OF SUBSECTION.-This subsection shall apply
with respect to lodging furnished after December 31, 1983, and
before January 1, 1986.

(h) EFFECTIVE DATE.-The amendments made by this section
shall take effect on January 1, 1985.
SEC. 532. EXCLUSION OF CERTAIN REDUCTIONS IN TUITION FROM GROSS

INCOME.
(a) IN GENERAL.-Section 117 (relating to scholarships and fellow-

ship grants) is amended by adding at the end thereof the following
new subsection:

"(d) QUALIFIED TUITION REDUCTIONS.-
"(1) IN GENERAL.-Gross income shall not include any quali-

fied tuition reduction.
"(2) QUALIFIED TUITION REDUCTION. -For purposes of this sub-

section, the term 'qualified tuition reduction' means the amount
of any reduction in tuition provided to an employee of an orga-
nization described in section 170(b)(1)(A)(ii) for the education
(below the graduate level) at such organization (or another orga-
nization described in section 170(b)(1)(A)(ii)) of-

"(A) such employee, or
"(B) any person treated as an employee (or whose use is

treated as an employee use) under the rules of section 132(f).
"(3) REDUCTION MUST NOT DISCRIMINATE IN FAVOR OF HIGHLY

COMPENSATED, ETC.-Paragraph (1) shall apply with respect to
any qualified tuition reduction provided with respect to any of-
ficer, owner, or highly compensated employee only if such reduc-
tion is available on substantially the same terms to each
member of a group of employees which is defined under a rea-
sonable classification set up by the employer which does not dis-
criminate in favor of officers, owners, or highly compensated
employees."

(b) EFFECTIVE DATE.-The amendment made by this section shall
apply to qualified tuition reductions (as defined in section 117(d)(2)



of the Internal Revenue Code of 1954) for education furnished after
June 30, 1985, in taxable years ending after such date.

Subtitle D-Employee Stock Ownership Plans

SEC. 541. NONRECOGNITION OF GAIN ON STOCK SOLD TO EMPLOYEE STOCK
OWNERSHIP PLANS OR CERTAIN COOPERATIVES IF QUALI-
FIED REPLA CEMENTS PROPERTY A CQUIRED.

(a) IN GENERAL.-Part III of subchapter 0 of chapter 1 (relating to
nontaxable exchanges), as amended by this Act, is amended by
adding at the end thereof the following new section:
"SEC. 1042. SALES OF STOCK TO STOCK OWNERSHIP PLANS OR CERTAIN CO.

OPERATIVES.
"(a) NONRECOGNITION OF GAIN.-If-

"(1) the taxpayer elects the application of this section with re-
spect to any sale of qualified securities,

"(2) the taxpayer purchases qualified replacement property
within the replacement period, and

"(3) the requirements of subsection (b) are met with respect to
such sale,

then the gain (if any) on such sale shall be recognized only to the
extent that the amount realized on such sale exceeds the cost to the
taxpayer of such qualified replacement property.

"(b) REQUIREMENTS TO QUALIFY FOR NONRECOGNITION.-A sale of
qualified securities meets the requirements of this subsection if-

"(1) SALE TO EMPLOYEE ORGANIATIONS.-The qualified secu-
rities are sold to-

"(A) an employee stock ownership plan (as defined in sec-
tion 4975(e)(7)), or

"(B) an eligible worker-owned cooperative.
"(2) EMPLOYEES MUST OWN 30 PERCENT OF STOCK AFTER

SALE.-The plan or cooperative referred to in paragraph (1)
owns, immediately after the sale, at least 30 percent of the total
value of the qualified securities outstanding as of such time.

"(3) PLAN MAINTAINED FOR BENEFIT OF EMPLOYEES.-No por-
tion of the assets of the plan or cooperative attributable to
qualified securities acquired by the plan or cooperative de-
scribed in paragraph (1) accure under such plan, or are allo-
cated by such cooperative, for the benefit of-

"(A) the taxpayer,
"(B) any person who is a member of the family of the tax-

payer (within the meaning of section 267(c)()), or
"(C) any other person who owns (after application of sec-

tion 318(a)) more than 25 percent in value of any class of
outstanding qualified securities.

"(4) WRITTEN STATEMENT REQUIRED.-
"(A) IN GENERAL.-The taxpayer files with the Secretary

the written statement described in subparagraph (B).
"(B) STATEMENT.-A statement is described in this sub-

paragraph if it is a verified written statement of-
"(i) the employer whose employees are covered by the

plan described in paragraph (1), or
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"(ii) any authorized officer of the cooperative de-
scribed in paragraph (1),

consenting to the application of section 4978(a) with respect
to such employer or cooperative.

"(c) DEFINITIONS; SPECIAL RULES. -For purposes of this section.-
"(1) QUALIFIED SECURITIES.-The term 'qualified securities'

means employer securities (as defined in section 409A(l))
which-

"(A) are issued by a domestic corporation that has no se-
curities outstanding that are readily tradable on an estab-
lished securities market,

"(B) at the time of the sale described in subsection (a)(1),
have been held by the taxpayer for more than 1 year, and

"(C) were not received by the taxpayer in-
"(i) a distribution from a plan described in section

401(a), or
"(ii) a transfer pursuant to an option or other right

to acquire stock to which section 83, 422, 422A, 423, or
424 applies.

"(2) ELIGIBLE WORKER-OWNED COOPERATIVE.-The term 'eligi-
ble worker-owned cooperative' means any organization-

"(A) to which part I of subchapter T applies,
"(B) a majority of the membership of which is composed

of employees of such organization,
"(C) a majority of the voting stock of which is owned by

members,
"(D) a majority of the board of directors of which is elect-

ed by the members on the basis of 1 person 1 vote, and
"(E) a majority of the allocated earnings and losses of

which are allocated to members on the basis of-
"(i) patronage,
"(ii) capital contributions, or
"(iii) some combination of clauses (i) and (ii).

"(3) REPLACEMENT PERIOD.-The term 'replacement period'
means the period which begins 3 months before the date on
which the sale of qualified securities occurs and which ends 12
months after the date of such sale.

"(4) QUALIFIED REPLACEMENT PROPERTY.-The term 'qualified
replacement property' means any securities (as defined in sec-
tion 165(g)(2)) issued by a domestic corporation which does not,
for the taxable year in which such stock is issued, have passive
investment income (as defined in section 1362(d)(3)(D)) that ex-
ceeds 25 percent of the gross receipts of such corporation for
such taxable year.

"(5) SECURITIES ACQUIRED BY UNDERWRITER.-No acquisition
-of securities by an underwriter in the ordinary course of his
trade or business as an underwriter, whether or not guaranteed,
shall be treated as a sale for purposes of subsection (a).

"(6) TIME FOR FILING ELECTION.-An election under subsec-
tion (a) shall be filed not later than the last day prescribed by
law (including extensions thereof) for filing the return of tax
imposed by this chapter for the taxable year in which the sale
occurs.



"(d) BASIS OF QUALIFIED REPLACEMENT PROPERTY.-The basis of
the taxpayer in qualified replacement property purchased by the tax-
payer during the replacement period shall be reduced by the amount
of gain not recognized by reason of such purchase and the applica-
tion of subsection (a). If more than one item of qualified replace-
ment property is purchased, the basis of each of such items shall be
reduced by an amount determined by multiplying the total gain not
recognized by reason of such purchase and the application of subsec-
tion (a) by a fraction-

"(1) the numerator of which is the cost of such item of proper-
ty, and

"(2) the denominator of which is the total cost of all such
items of property.

"(e) STATUTE OF LIMITATINs.-If any gain is realized by the tax-
payer on the sale or exchange of any qualified securities and there is
in effect an election under subsection (a) with respect to such gain,
then-

"(1) the statutory period for the assessment of any deficiency
with respect to such gain shall not expire before the expiration
of 3 years from the date the Secretary is notified by the taxpayer
(in such manner as the Secretary may by regulations prescribe)
of-

"(A) the taxpayer's cost of purchasing qualified replace-
ment property which the taxpayer claims results in nonrec-
ognition of any part of such gain,

"(B) the taxpayer's intention not to purchase qualified re-
placement property within the replacement period, or

"(C) a failure to make such purchase within the replace-
ment period, and

"(2) such deficiency may be assessed before the expiration of
such 3-year period notwithstanding the provisions of any other
law or rule of law which would otherwise prevent such assess-
ment."

(b) CONFORMING AMENDMENTS. -

(1) Section 1223 (relating to holding period of property) is
amended by redesignating paragraph (13) as paragraph (14) and
by inserting after paragraph (12) the following:

"(13) In determining the period for which the taxpayer has
held qualified replacement property (within the meaning of sec-
tion 1042(b)) the acquisition of which resulted under section
1042 in the nonrecognition of any part of the gain realized on
the sale of qualified securities (within the meaning of section
1042(b)), there shall be included the period for which such
qualified securities had been held by the taxpayer."

(2) Subsection (a) of section 1016 (relating to adjustments to
basis), as amended by this Act, is amended-

(A) by striking out "and" at the end of paragraph (25),
(B) by striking out the period at the end of paragraph (26)

and inserting in lieu thereof ", and", and
(C) by adding at the end thereof the following new para-

graph:
"(27) in the case of qualified replacement property, the acqui-

sition of which resulted under section 1042 in the nonrecogni-



tion of any part of the gain realized on the sale or exchange of
any property, to the extent provided in section 1042(c)."
(3) The table of sections for part III of subchapter 0 of chap-

ter 1 is amended by adding at the end thereof the following new
item:

"Sec. 1042. Sales of stock to employees."

(c) EFFECTIVE DATE.-The amendments made by this section shall
apply to sales of securities in taxable years beginning after the date
of enactment of this Act.
SEC. 542. DEDUCTIBILITY OF CERTAIN DIVIDEND DISTRIBUTIONS FROM EM-

PLO YEE STOCK OWNERSHIP PLANS.

(a) DEDuCTION. -Section 404 (relating to deductions for employer
contributions to an employees' trust) is amended by adding at the
end thereof the following new subsection:

"(k) DIVIDENDS PAID DEDUCTIONS.-In addition to the deductions
provided under subsection (a), there shall be allowed as a deduction
to a corporation the amount of any dividend paid in cash by such
corporation during the taxable year with respect to the stock of such
corporation if-

"(1) such stock is held on the record date for the dividend by
a tax credit employee stock ownership plan (as defined in sec-
tion 409A) or an employee stock ownership plan (as defined in
section 4975(e)(7)) which is maintained by such corporation or
by any other corporation that is a member of a controlled group
of corporations (within the meaning of section 409A(1)(4)) that
includes such corporation, and

"(2) in accordance with the plan provisions-
"(A) the dividend is paid in cash to the participants in

the plan, or
"(B) the dividend is paid to the plan and is distributed

in cash to participants in the plan not later than 90 days
after the close of the plan year in which paid."

(b) DENIAL OF PARTIAL ExCLusIoN.-Section 116 (relating to par-
tial exclusion of dividends) is amended by adding at the end thereof
the following new subsection:

"(e) DIVIDENDS FROM EMPLOYEE STOCK OWNERSHIP PLANS.-Sub-
section (a) shall not apply to any dividend described in section
404(k). "

(c) NO WITHHOLDING ON DIVIDEND DISTRIBUTION. -Subparagraph
(B) of section 3405(d)(1) (relating to designated distributions) is
amended-

(1) by striking out "and" at the end of clause (i),
(2) by striking out the period at the end of clause (ii) and in-

serting in lieu thereof ", or", and
(3) by adding at the end thereof the following new clause:

"(iii) any distribution described in section 404(k)(2)."
(d) EFFECTIVE DATE.-The amendments made by this section

shall apply to taxable years beginning after the date of enactment of
this Act.
SEC. 543. EXCLUSION OF INTEREST ON LOANS USED TO FINANCE ACQUISI-

TION OF EMPLOYER SECURITIES BY AN ESOP.

(a) IN GENERAL.-Part III of subchapter B of chapter 1 (relating
to items excluded from gross income), as amended by this Act, is



amended by redesignating section 133 as section 134 and by insert-
ing after section 131 the following new section:

"SEC. 133. INTEREST ON CERTAIN LOANS USED TO ACQUIRE EMPLOYER SE-
CURITIES.

"(a) IN GENERAL.-Gross income does not include 50 percent of
the interest received by-

"(1) a bank (within the meaning of section 581),
"(2) an insurance company to which subchapter L applies, or
"(3) a corporation actively engaged in the business of lending

money,
with respect to a securities acquisition loan.

"(b) SECURITIES ACQUISITION LOAN.-
"(1) IN GENERAL.-For purposes of this section, the term 'secu-

rities acquisition loan' means any loan to a corporation, or to
an employee stock ownership plan, to the extent that the pro-
ceeds are used to acquire employer securities (within the mean-
ing of section 409A(1)) for the plan.

"(2) LOANS BETWEEN RELATED PERSONS.-The term 'securities
acquisition loan'shall not include-

"(A) any loan made between corporations which are mem-
bers of the same controlled group of corporations, or

"(B) any loan made between an employee stock ownership
plan and any person that is-

"(i) the employer of any employees who are covered by
the plan; or

"(ii) a member of a controlled group of corporations
which includes such employer.

"(3) CONTROLLED GROUP OF CORPORATIONS.-For purposes of
this paragraph, the term 'controlled group of corporations' has
the meaning given such term by section 409A(l)(4).

"(C) EMPLOYEE STOCK OWNERSHIP PLAN. -For purposes of this sec-
tion, the term 'employee stock ownership plan' has the meaning
given to such term by section 4975(e)(7). "

(b) CONFORMING AMENDMENT.-The table of sections for part III
of subchapter B of chapter 1 is amended by striking out the item
relating to section 133 and inserting in lieu thereof the following:
"Sec. 133. Interest on certain loans used to acquire employer securities.
"Sec. 134. Cross references to other Act."

(c) EFFECTIVE DATE.-The amendments made by this section shall
apply to loans used to acquire employer securities after the date of
the enactment of this Act.
SEC. 544. ASSUMPTION OF ESTATE TAX LIABILITY BY EMPLOYER STOCK

OWNERSHIP PLAN OR COOPERATIVE RECEIVING EMPLOYER
SECURITIES

(a) IN GENERAL.-Subchapter C of chapter 11 (relating to miscel-
laneous estate tax provisions) is amended by adding at the end
thereof the following new section:

"SEC. 2210. LIABILITY FOR PA YMENT IN CASE OF TRANSFER OF EMPLOYER
SECURITIES TO AN EMPLOYEE STOCK OWNERSHIP PLAN OR A
WORKER-OWNED COOPERATIVE.

"(a) IN GENERAL. -If-
"(1) employer securities-



"(A) are acquired from the decedent by an employee stock
ownership plan or by an eligible worker-owned cooperative
from any decedent,

"(B) pass from the decedent to such a plan or cooperative,
or

"(C) are transferred by the executor to such a plan or co-
operative, and

"(2) the executor elects the application of this section and
files the agreements described in subsection (e) before the due
date (including extensions) for filing the return of tax imposed
by section 2001,

then the executor is relieved of liability for payment of that portion
of the tax imposed by section 2001 which such employee stock own-
ership plan or cooperative is required to pay under subsection (b).

"(b) PAYMENT OF TAX BY EMPLOYEE STOCK OWNERSHIP PLAN OR
COOPERATIVE.-

"(1) IN GENERAL.-An employee stock ownership plan or eligi-
ble worker-owned cooperative-

"(A) which has acquired employer securities from the de-
cedent, or to which such securities have passed from the de-
cedent or been transferred by the executor, and

"(B) with respect to which an agreement described in sub-
section (e)(1) is in effect,

shall pay that portion of the tax imposed by section 2001 with
respect to the taxable estate of the decedent which is described
in paragraph (2).

"(2) AMOUNT OF TAX TO BE PAID.-The portion of the tax im-
posed by section 2001 with respect to the taxable estate of the
decedent that is referred to in paragraph (1) is equal to the
lesser of-

"(A) the value of the employer securities described in sub-
section (a)(1) which is included in the gross estate of the de-
cedent, or

"(B) the tax imposed by section 2001 with respect to such
taxable estate reduced by the sum of the credits allowable
against such tax.

"(C) INSTALLMENT PA YMENTS.-

"(1) IN GENERAL. -If-
"(A) the executor of the estate of the decedent (without

regard to this section) elects to have the provisions of sec-
tion 6166 (relating to extensions of time for payment of
estate tax where estate consists largely of interest in closely
held business) apply to payment of that portion of the tax
imposed by section 2001 with respect to such estate which is
attributable to employer securities, and

"(B) the plan administrator or the cooperative provides to
the executor the agreement described in subsection (e)(1),

then the plan administrator or the cooperative may elect, before
the due date (including extensions) for filing the return of such
tax, to pay all or part of the tax described in subsection (b)(2) in
installments under the provisions of section 6166.

"(2) INTEREST ON INSTALLMENTS.-In determining the 4-per-
cent portion for purposes of section 66010)-



"(A) the portion of the tax imposed by section 2001 with
respect to an estate for which the executor is liable, and

"(B) the portion of such tax for which an employee stock
ownership plan or an eligible worker-owned cooperative is
liable,

shall be aggregated.
"(d) GUARANTEE OF PAYMENTS.-Any employer-

"(1) whose employees are covered by an employee stock owner-
ship plan, and

"(2) who has entered into an agreement described in subsec-
tion (e)(2) which is in effect,
shall guarantee (in such manner as the Secretary may prescibe)
the payment of any amount such plan is required to pay under
subsection (b), including any interest payable under section 6601
which is attributable to such amount.

"(e) AGREEMENTS.-The agreements described in this subsection
are as follows:

"(1) A written agreement signed by the plan administra-
tor, or by any authorized officer of the eligible worker-
owned cooperative, consenting to the application of subsec-
tion (b) to such plan or cooperative.

"(2) A written agreement signed by the employer whose em-
ployees are covered by the plan described in subsection (b) con-
senting to the application of subsection (d).

"(f) EXEMPTION FROM TAX ON PROHIBITED TRANSACTIONS.-The

assumption under this section by an employee stock ownership plan
of any portion of the liability for the tax imposed by section 2001
shall be treated as a loan described in section 4975(d)(3).

"(g) DEFINITIONS.-For purposes of this section-
"(1) EMPLOYER SECURITIES.-The term 'employer securities'

has the meaning given such term by section 409A(1).
"(2) EMPLOYEE STOCK OWNERSHIP PLAN.-The term 'employee

stock ownership plan' has the meaning given such term by sec-
tion 4975(e)(7).

"(3) ELIGIBLE WORKER-OWNED COOERATrE.-The term 'eligi-
ble worker-owned cooperative' has the meaning given to such
term by section 1041(b)(2).

"(4) PLAN ADMINISTRATOR. -The term 'plan administrator'
has the meaning given such term by section 414(g)."

(b) CONFORMING AMENDMENTS.-

(1) Section 2002 (relating to liability for payment of estate
tax) is amended to read as follows:

"SEC. 2002. LIABILITY FOR PA YMENT.
"Except as provided in section 2210, the tax imposed by this chap-

ter shall be paid by the executor."
(2) The table of sections for subchapter C of chapter 11 is

amended by adding at the end thereof the following:
"Sec. 2210. Liability for payment in case of transfer of employer secu-

rities to an employee stock ownership plan or a
worker-owned cooperative."

(3) Section 6018 (relating to estate tax returns) is amended by
adding at the end thereof the following new subsection:



"(c) ELECTION UNDER SECTION 2210.-In all cases in which sub-
section (a) requires the filing of a return, if an executor elects the
applications of section 2210-

"(1) RETURN BY EXECUTOR.-The return which the executor is
required to file under the provisions of subsection (a) shall be
made with respect to that portion of estate tax imposed by sub-
title B which the executor is required to pay.

"(2) RETURN BY PLAN ADMINISTRATOR. -The plan administra-
tor of an employee stock ownership plan or the eligible worker-
owned cooperative, as the case may be, shall make a return
with respect to that portion of the tax imposed by section 2001
which such plan or cooperative is required to pay under section
2210(b)."

(4) Subsection U) of section 6166 (relating to cross references)
is amended by adding at the end thereof the following new
paragraph:

"(6) PAYMENT OF ESTATE TAX BY EMPLOYEE STOCK OWNERSHIP
PLAN OR ELIGIBLE WORKER-OWNED COOPERATIVE.-For provision
allowing plan administrator or eligible worker-owned coopera-
tive to elect to pay a certain portion of the estate tax in install-
ments under the provisions of this section, see section 2210(c)."

(d) EFFECTIVE DATE.-The amendments made by this section
shall apply to those estates of decedents which are required to file
returns on a date (including any extensions) after the date of enact-
ment of this Act.
SEC. 545. EXCISE TAX ON CERTAIN DISPOSITIONS OF EMPLOYER SECURI-

TIES BY EMPLOYEE STOCK OWNERSHIP PLANS AND CERTAIN
COOPERATIVES.

(a) IN GENERAL.-Chapter 43 (relating to excise taxes on qualified
pension plans), as amended by this Act, is amended by adding at
the end thereof the following new section:
"SEC. 4978. TAX ON CERTAIN DISPOSITIONS BY EMPLOYEE STOCK OWNER-

SHIP PLANS AND CERTAIN COOPERATIVES.
"(a) TAX ON DISPOSITIONS OF SECURITIES To WHICH SECTION 1042

APPLIES BEFORE CLOSE OF MINIMUM HOLDING PERIOD.-If during
the 3-year period after the date on which the employee stock owner-
ship plan or eligible worker-owned cooperative acquired any quali-
fied securities in a sale to which section 1042 applied, such plan or
cooperative disposes of any qualified securities and-

"(1) the total number of shares held by such plan or coopera-
tive after such disposition is less then the total number of
qualified securities held immediately after such sale, or

"(2) except to the extent provided in regulations, the value of
qualified securities held by such plan or cooperative after such
disposition is less than 30 percent of the total value of all quali-
fied securities as of such disposition,

there is hereby imposed a tax on the disposition equal to the amount
determined under subsection (b).

"(b) AMOUNT OF TAX.-
"(1) IN GENERAL.-The amount of the tax imposed by para-

graph (1) shall be equal to 10 percent of the amount realized on
the disposition.



"(2) LIMITATION.-The amount realized taken into account
under paragraph (1) shall not exceed that portion allocable to
qualified securities acquired in the sale to which section 1042
applied (determined as if such securities were disposed of before
any other securities).

"(3) DISTRIBUTIONS TO EMPLOYEES.-The amount realized on any
distribution to an employee for less than fair market value shall be
determined as if the qualified security had been sold to the employ-
ee at fair market value.

"(C) LIABILITY FOR PAYMENT OF TAXES.-The tax imposed by this
subsection shall be paid by-

"(1) the employer, or
"(2) the eligible worker-owned cooperative,

that made the written statement described in section 1042(a)(2)(B).
"(d) SECTION NOT To APPLY TO CERTAIN DISPOSITIONS.-

"(1) CERTAIN DISTRIBUTIONS TO EMPLOYEES.-This section shall
not apply with respect to any distribution of qualified securities (or
sale of such securities) which is made by reason of-

"(A) the death of the employee,
"(B) the retirement of the employee after the employee

has attained 591/2 years of age,
"(C) the disability of the employee (within the meaning of

section 72(m)(5)), or
"(D) the separation of the employee from service for any

period which results in a 1-year break in service (within the
meaning of section 411(a)(6)(A)).

"(2) CERTAIN REORGANIZATIONS.-In the case of any exchange
of qualified securities in any reorganization described in section
368(a)(1) for stock of another corporation, such exchange shall
not be treated as a disposition for purposes of this section.

"(e) DEFINITIONS AND SPECIAL RULES.-For purposes of this sec-
tion-

"(1) EMPLOYEE STOCK OWNERSHIP PLAN.-

"(A) IN GENERAL.-The term 'employee stock ownership
plan' has the meaning given to such term by section
4975(e)(7).

"(B) TAX CREDIT EMPLOYEE STOCK OWNERSHIP PLANS.-
The term 'employee stock ownership plan' includes any tax
credit employee stock ownership plan (within the meaning
of section 409A).

"(2) QUALIFIED SECURITIES.-The term 'qualified securities'
has the meaning given to such term by section 1042(b)(1).

"(3) ELIGIBLE WORKER-OWNED COOPERATIVE.-The term 'eligi-
ble worker-owned cooperative' has the meaning given to such
term by section 1042(b)(1).

"(4) DISposImON.-The term 'disposition' includes any distri-
bution."

(b) CONFORMING AMENDMENT.-The table of sections for chapter
43 is amended by adding at the end thereof the following new item:

"Sec. 4978. Tax on certain dispositions and allocations by employee
stock ownership plans and certain cooperatives."

(c) EFFECTIVE DATE.-The amendments made by this section shall
apply to taxable years beginning after the date of enactment of this
Act.



Subtitle E-Miscellaneous

SEC. 55L TREATMENT OF CERTAIN DISTRIBUTIONS FROM A QUALIFIED
TERMINAL TED PLAN.

(a) IN GENERAL. -For purposes of the Internal Revenue Code 1954,
if-

(1) a distribution was made from a qualified terminated plan
to an employee on December 16, 1976, and on January 6, 1977,
such employee transferred all of the property received in such
distribution to an individual retirement account (within the
meaning of section 408(a) of such Code) established for the bene-
fit of such employee, and

(2) the remaining balance to the credit of such employee in
such qualified terminated plan was distributed to such employ-
ee on January 21, 1977, and all the property received by such
employee in such distribution was transferred by such employee
to such individual retirement account on January 21, 1977,

then such distributions shall be treated as qualifying rollover distri-
butions (within the meaning of section 40 2 (a)(5) of such Code) and
shall not be includible in the gross income of such employee for the
taxable year in which paid.

(b) QUALIFIED TERMINATED PLAN.-For purposes of this section,
the term "qualified terminated plan" means a pension plan-

(1) with respect to which a notice of sufficiency was issued by
the Pension Benefit Guaranty Corporation on December 2, 1976,
and

(2) which was terminated by corporate action on February 20,
1976.

(c) REFUND OR CREDIT OF OVERPAYMENT BARRED BY STATUTE OF
LIMITATIONS.--Notwithstanding section 6613(a) of the Internal Rev-
enue Code of 1954 or any other period of limitation or lapse of time,
a claim for credit or refund of overpayment of the tax imposed by
such Code which arises by reason of this section may be filed by any
person at any time within the 1-year period beginning on the date of
enactment of this Act. Sections 6613(b) and 6514 of such Code shall
not apply to any claim for credit or refund filed under this subsec-
tion within such 1-year period.
SEC. 552. PARTIAL TERMINATION FOR CERTAIN PENSION PLANS.

For purposes of section 411(d)(3) of the Internal Revenue Code of
1954 (relating to minimum vesting standards in the case of partial
terminations), a partial termination shall not be treated as occur-
ring if-

(1) the partial termination is a result of a decline in plan par-
ticipation which-

(A) occurs by reason of the completion of the Trans-
Alaska Oil Pipeline construction project, and

(B) occurred after December 81, 1975, and before January
1, 1980, with respect to participants employed in Alaska,

(2) no discrimination prohibited by section 401(a)(4) of such
Code occurred with respect to such partial termination, and
(3) the plan administrator establishes to the satisfaction of

the Secretary of the Treasury or his delegate that the benefits of
this section will not accrue to the employers under the plan.



SEC. 553. DISTRIBUTION REQUIREMENTS FOR ACCOUNTS AND ANNUITIES
OF AN INSURER IN A REHABILITATION PROCEEDING.

(a) IN GENERAL.-For purposes of sections 401(a)(9), 408(a) (6) and
(7), and 408(b) (3) and (4) of the Internal Revenue Code of 1954-

(1) a trust, custodial account, or annuity or other contract
forming part of a pension or profit-sharing plan, or a retirement
annuity, or

(2) a grantor of an individual retirement account or an indi-
vidual retirement annuity,

shall not be treated as failing to meet the requirements of such sec-
tions if such account, annuity, or contract was issued by an insur-
ance company which, on March 15, 1984, was a party to a rehabili-
tation proceeding under the applicable State insurance law.

(b) LIMITATIoN.-Subsection (a) shall apply only during the period
during which-

(1) the insurance company continues to be a party to the pro-
ceeding described in subsection (a), and

(2) distributions under the trust, custodial account, or annu-
ity or other contract may not be made by reason of such proceed-
ing.

SEC. 554. EXTENSION OF TIME FOR REPAYMENT OF QUALIFIED REFUNDING
LOANS.

Paragraph (2) of section 236(c) of the Tax Equity and Fiscal Re-
sponsibility Act of 1982 is amended by adding at the end thereof the
following new subparagraph:

"(D) SPECIAL RULE FOR NON-KEY EMPLOYEES.-In the case
of a non-key employee (within the meaning of section
416(i)(2) of the Internal Revenue Code of 1954), this para-
graph shall be applied by substituting 'January 1, 1985' for
'August 14, 1983' each place it appears."

SEC. 555. TECHNICAL AMENDMENTS TO THE INCENTIVE STOCK OPTION
PRO VISIONS.

(a) DETERMINATION OF FAIR MARKET VALUE.-
(1) IN GENERAL. -Subsection (c) of section 422A (relating to

special rules) is amended by adding at the end thereof of the
following new paragraph:

"(10) FAIR MARKET VALUE.-For purposes of this section, the
fair market value of stock shall be determined without regard
to any restriction other than a restriction which, by its terms,
will never lapse. ".

(2) INCENTIVE STOCK OPTION AS AN ITEM OF TAX PREFER-
ENCE.-Paragraph (10) of section 57(a) (relating to items of tax
preference) is amended by adding at the end thereof the follow-
ing new sentence: "For purposes of this paragraph, the fair
market value of a share of stock shall be determined without
regard to any restriction other than a restriction which, by its
terms, will never lapse."

(b) MODIFICATION OF INCENTIVE STOCK OPTIONS. -Subparagraph
(B) of section 425(h)(3) (relating to modifications) is amended by
striking out "422A(b)(5), ".

(c) EFFECTIVE DATES.-
(1) FAIR MARKET VALUE.-The amendment made by subsec-

tion (a) shall apply to options granted after March 20, 1984,



except that such subsection shall not apply to any incentive
stock option granted before September 20, 1984, pursuant to a
plan adopted or corporate action taken by the board of directors
of the grantor corporation before May 15, 1984.

(2) ITEMS OF TAX PREFERENCE.-The amendment made by
subsection (b) shall apply to options exercised after March 20,
1984. In the case of an option issued after March 20, 1984, pur-
suant to a plan adopted or corporate action taken by the board
of directors of the grantor corporation before May 15, 1984, the
preceding sentence shall be applied by substituting "December
31, 1984 "for "March 20, 1984 ".

(3) MoDIFIcATIONs.-The amendment made by subsection (c)
shall apply with respect to modifications of options after March
20, 1984.

SEC. 556. TIME FOR MAKING CERTAIN SECTION 83(b) ELECTIONS.
In the case of any transfer of property in connection with the per-

formance of services after June 30, 1976, and on or before November
18, 1982, the election permitted by section 83(b) of the Internal Reve-
nue Code of 1954 may be made, notwithstanding paragraph (2) of
such section 83(b), with the income tax return for the first taxable
year ending after the date of the enactment of this Act, if-

(1) the amount paid for such property was not less than its
fair market value at the time of transfer (determined without
regard to any restriction other than a restriction which by its
terms will never lapse), and

(2) the election is consented to by the person transferring such
property.

The election shall contain that information required by the Secre-
tary of the Treasury or his delegate for elections permitted by such
section 83(b). The period for assessing any tax attributable to a
transfer of property which is the subject of an election made pursu-
ant to this section shall not expire before the date which is 3 years
after the date such election was made.
SEC. 557. EMPLOYER AND EMPLOYEE BENEFIT ASSOCIATION TREATED AS

RELATED PERSONS UNDER SECTION 1239.
(a) GENERAL RuLE.-Section 1239 (relating to gain from sale of

depreciable property between certain related taxpayers) is amended
by adding at the end thereof the following new subsection:

"(d) EMPLOYER AND RELATED EMPLOYEE AssOcIATION. -For pur-
poses of subsection (a), the term 'related person' also includes-

"(1) an employer and any person related to the employer
(within the meaning of subsection (b)), and

"(2) a welfare benefit fund (within the meaning of section
419(e)) which is controlled directly or indirectly by persons re-
ferred to in paragraph (1)."

(b) EFFECTIVE DATE.-The amendment made by subsection (a)
shall apply to sales or exchanges after the date of the enactment of
this Act in taxable years ending after such date.
SEC. 558. ELIMINATION OF RETROACTIVE APPLICATION OF AMENDMENTS

MADE BY MULTIEMPLO YER PENSION PLAN AMENDMENTS A CT
OF 1980.

(a) IN GENERAL. -



(1) LIABILITY.-Any withdrawal liability incurred by an em-
ployer pursuant to part 1 of subtitle E of title IV of the Employ-
ee Retirement Income Security Act of 1974 (29 U.S.C. 1381 et
seq.) as a result of the complete or partial withdrawal of such
employer from a multiemployer plan before September 26, 1980,
shall be void.

(2) REFUNDS.-Any amounts paid by an employer to a plan
sponsor as a result of such withdrawal liability shall be refund-
ed by the plan sponsor to the employer with interest (in accord-
ance with section 401(a)(2)), less a reasonable amount for ad-
ministrative expenses incurred by the plan sponsor (other than
legal expenses incurred with respect to the plan) in calculating,
assessing, and refunding such amounts.

(b) CONFORMING AMENDMENTS.-

(1) EMPLOYEE RETIREMENT INCOME SECURITY ACT OF 1974.-

(A) Sections 4211 (b) and (c), 4217(a), and 4235(a) of the
Employee Retirement Income Security Act of 1974 (29
USC. 1391 (b) and (c), 1397(a), and 14 15(a)) are amended
by striking out "April 28, 1980" each place it appears and
inserting in lieu thereof "September 25, 1980".

(B) Sections 4211 (b) and (c), 4217(a), 4219(c)(1)(C)(iii), and
4402(e) of such Act (29 U.S.C. 1391 (b) and (c), 1397(a),
1399(c)(1)(C)(iii), and 1461(e)) are amended by striking out
"April 29, 1980" each place it appears and inserting in lieu
thereof "September 26, 1980".

"(C) Section 4402(f)(1) of such Act (29 U.S.C. 1461(f)(1)) is
amended by striking out "April 29, 1985" and inserting in
lieu thereof "September 26, 1985".

(2) MULTIEMPLOYER PENSION PLAN AMENDMENTS ACT OF
1980.-Section 108(d) of the Multiemployer Pension Plan
Amendments Act of 1980 (29 USC. 1385 note) is amended-

(A) by striking out "April 29, 1982" in paragraph (1) and
inserting in lieu thereof "September 26, 1982"; and

(B) by striking out "April 29, 1980" each place it appears
in paragraphs (2) and (3) and inserting in lieu thereof "Sep-
tember 26, 1980".

(c) No INCREASE IN LIABILITY.-The amendments made by this
section shall not be construed to increase the liability incurred by
any employer pursuant to part I of subtitle E of title IV of the Em-
ployee Retirement Income Security Act of 1974 (29 U.S.C. 1381 et
seq.), as in effect immediately before the amendments made by sub-
section (b), as a result of the complete or partial withdrawal of such
employer from a multiemployer plan prior to September 26, 1980.

(d) SPECIAL RULE FOR CERTAIN BINDING AGREEMENTS.-In the
case of an employer who, on September 26, 1980, has a binding
agreement to withdraw from a multiemployer plan, subsection (a)(1)
shall be applied by substituting "December 31, 1980"for "September
26, 1980".
SEC. 559. TELECOMMUNICATION EMPLOYEES.

(a) EMPLOYEE PROTECTION. -Notwithstanding any provisions of
the divestiture interchange agreement to the contrary, in the case of
any change in employment on or after January 1, 1985, by a covered
employee, the recognition of service credit, and enforcement of such
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recognition, shall be governed in the same manner and to same
extent as provided under the divestiture interchange agreement for a
change in employment by a covered employee during calendar year
1984.

(b) EMPLOYEES COVERED.-For purposes of this section, a covered
employee is an individual-

(1) who is an employee of an entity subject to the modified
final judgment,

(2) who is serving in an eligible position, and
(3) who-

(A) on December 31, 1983, was an employee of any such
entity serving in an eligible position, or

(B) was a former employee with rehire or recall rights on
such date and is rehired during the period of the employ-
ee 's rehire or recall rights.

(c) DEFINITIONs.-For purposes of this section-
(1) The term "service credit" means service credit for benefit

accrual, vesting, and eligibility for benefits under any pension
plan, or any other employee benefits, including the interchange
and treatment of associated benefit obligations and assets.

(2) The term "change in employment" means the commence-
ment of employment of a covered employee by an entity subject
to the modified final judgment after the termination of employ-
ment (with or without break in service) of such individual from
an eligible position within another entity subject to the modi-
fied final judgment.

(3) The term "eligible position " means any position (A) which
is not a supervisory position, within the meaning of section
2(11) of the National Labor Relations Act (29 U.S.C. 152(11)) or
(B) the annual base pay rate for which is not more than
$50,000, adjusted by the percentage increase in the consumer
price index since December 31, 1983.

(4) The term "modified final judgment" means the judgment
of the United States District Court for the District of Columbia
in the case, United States against Western Electric, et alia, No.
82-0192, as modified.

(5) The term "entity subject to the modified final judgment"
means-

(A) any carrier divested as a result of the modified final
judgment,

(B) the corporation owning such carrier before divestiture,
(C) any other communications common carrier owned, in

whole or in part, by such corporation on December 31, 1983,
or

(D) any Interchange Company (as defined in the divesti-
ture interchange agreement) excluding any subsidiary of
such company other than any such subsidiary-

(i) which was established as of December 31, 1983,
and

(ii) which participates in a defined benefit pension
plan maintained by such Interchange Company.

(6) The term "divestiture interchange agreement" refers to the
agreement between entities subject to the modified final judg-



meant which was executed as of November 1, 1983, and which
provides for mutual reciprocal recognition of service credit.

(7) The term "consumer price index" means the Consumer
Price Index (all items-United States city average) published
monthly by the Bureau of Labor Statistics.

(d) COORDINATION WITH OTHER BENEFIT-RELATED PROVISIONS.-

Nothing in this section shall be construed to limit benefits which
would otherwise be available to any individual, whether provided
under the modified final judgment, under applicable law, or other-
wise.
SEC. 560. STUDY OF EMPLOYEE WELFARE BENEFIT PLANS.

(a) IN GENERAL.-The Secretary of the Treasury shall make a
study of the problems relating to the use of employee welfare benefit
plans for the provision of benefits to current and retired employees.
Such study shall include a study of the need for participation, vest-
ing, and funding standards.

(b) REPORT.-A report of the study conducted under subsection (a),
together with such recommendations for legislation as the Secretary
deems appropriate, shall be made to the Congress by not later than
February 1, 1985.

TITLE I-TAX-EXEMPT BOND PRO VISIONS

Subtitle A-Mortgage Subsidy Bonds

SEC. 611. 4-YEAR EXTENSION OF MORTGAGE SUBSIDY BOND AUTHORITY.
(a) GENERAL RULE. -Subparagraph (B) of section 103A(c)(1) (defin-

ing qualified mortgage bond) is amended by striking out "December
31, 1983" each place it appears and inserting in lieu thereof "De-
cember 31, 1987".

(b) REPORTING, ETC., REQUIREMENTS FOR MORTGAGE SUBSIDY

BONDS. -
(1) IN GENERAL.-Subsection () of section 103A (relating to

other requirements) is amended by adding at the end thereof
the following new paragraphs:

"(3) INFORMATION REPORTING REQUIREMENT. -

"(A) IN GENERAL.-An issue meets the requirements of
this subsection only if the issuer submits to the Secretary,
not later than the 15th day of the 2nd calendar month
after the close of the calendar quarter in which the issue is
issued, a statement concerning the issue which contains-

"(i) the name and address of the issuer,
"(ii) the date of the issue, the amount of the lendable

proceeds of the issue, and the stated interest rate, term,
and face amount of each obligation which is part of
the issue,

"(iii) such information as the Secretary may require
in order to determine whether such issue meets the re-
quirements of this section and the extent to which pro-
ceeds of such issue have been made available to low-
income individuals, and
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"(iv) such other information as the Secretary may re-
quire.

"(B) EXTENSION OF TIME.-The Secretary may grant an
extension of time for the filing of any statement under sub-
paragraph (A) if there is reasonable cause for the failure to
file such statement in a timely fashion.

"(4) STATE CERTIFICATION REQUIREMENTS. -

"(A) IN GENERAL.-An issue meets the requirements of
this subsection only if, before the issue, a State official des-
ignated by State law (or, where there is no such State offi-
cial, the Governor) certifies that the issue meets the require-
ments of subsection (g).

"(B) CERTIFICATION FURNISHED TO SECRETARY.-Any cer-
tification under subparagraph (A) shall be submitted to the
Secretary at the same time as the statement with respect to
such issue is submitted under paragraph (3).

"(C) SPECIAL RULE FOR CONSTITUTIONAL HOME RULE
CITIES.-In the case of constitutional home rule cities (as
defined in subsection (g)(5)(C)), the certification under sub-
paragraph (A) shall be made by the chief executive officer
of such city.

"(5) POLICY STATEMENT.-

"(A) IN GENERAL.-An issue meets the requirements of
this subsection only if the applicable elected representative
of the governmental unit-

"(i) which is the issuer, or
"(ii) on whose behalf such issue was issued,

has published (after a public hearing following reasonable
public notice) a report described in subparagraph (B) by the
last day of the year preceding the year in which such issue
is issued and a copy of such report has been submitted to
the Secretary on or before such last day.

"(B) REPORT.-The report referred to in subparagraph (A)
which is published by the applicable elected representative
of the governmental unit shall include-

"(i) a statement of the housing, development, and
income distribution policies which such governmental
unit is to follow in issuing mortgage subsidy bonds and
mortgage credit certificates, and

"(ii) an assessment of the compliance of such govern-
mental unit during the preceding 1-year period preced-
ing the date of the report with-

"(I) the statement of policy on qualified mort-
gage bonds and mortgage credit certificates that
was set forth in the previous report, if any, of an
applicable elected representative of such govern-
mental unit, and

"(II) the intent of Congress that State and local
governments are expected to use their authority to
issue qualified mortgage bonds and mortgage
credit certificates to the great extent feasible
(taking into account prevailing interest rates and
conditions in the housing market) to assist lower



income families to afford home ownership before
assisting higher income families."

(c) TREATMENT OF QUALIFIED VETERANS' MORTGAGE BONDS.-

(1) Subparagraph (C) of section 103A(c)(3) (defining qualified
veterans' mortgage bond) is amended by striking out "subsection
()(1)" and inserting in lieu thereof "subsection (d), paragraphs
(1) and (3) of subsection U), and subsection (o)".

(2) Section 103A is amended by adding at the end thereof the
following new subsection:

"(o) ADDITIONAL REQUIREMENTS FOR QUALIFIED VETERANS' MORT-

GAGE BONDS.-
"(1) VETERANS TO WHOM FINANCING MAY BE PROVIDED.-An

obligation meets the requirements of this subsection only if each
mortgagor to whom financing is provided under the issue is a
qualified veteran.

"(2) REQUIREMENT THAT STATE PROGRAM BE IN EFFECT
BEFORE JUNE 22, 1984.-An issue meets the requirements of this
subsection only if it is a general obligation of a State which
issued qualified veterans' mortgage bonds before June 22, 1984.

"(3) VOLUME LIMITATION.-

"(A) IN GENERAL.-An issue meets the requirements of
this subsection only if the aggregate amount of bonds
issued pursuant thereto (when added to the aggregate
amount of qualified veterans' mortgage bonds previously
issued by the state during the calendar year) does not
exceed the State veterans limit for such calendar year.

"(B) STATE VETERANS LIMIT.-A State's veterans limit for
any calendar year is one-fifth of the aggregate amount of
qualified veterans' bonds issued by such State during the
period beginning on January 1, 1979, and ending on June
22, 1984.

"(4) QUALIFIED VETERAN.-For purposes of this subsection, the
term 'qualified veteran' means any veteran-

(A) who served on active duty at some time before Janu-
ary 1, 1977, and

"(B) who applied for the financing before the later of-
"(i) the date 30 years after the last date on which

such veteran left active service, or
"(ii) January 1, 1985.

"(5) GOOD FAITH EFFORT RULES MADE APPLICABLE.-Rules
similar to the rules of subparagraphs (B) and (C) of subsection
(c)(2) shall apply to the requirements of this subsection.

"(6) SPECIAL RULE FOR CERTAIN SHORT-TERM OBLIGATIONS.-
In the case of any obligation which has a term of 1 year or less
and which was issued to provide financing for property taxes,
the amount taken into account under this subsection with re-
spect to such obligation shall be '15 of its principal amount."

(d) EFFECTIVE DATES. -
(1) SUBSECTION (a).-The amendment made by subsection (a)

shall apply with respect to obligations issued after December 31,
1983.

(2) SUBSECTION (b).-The amendments made by subsection (b)
shall apply to obligations issued after December 31, 1984.

(3) SUBSECTION (C).-



(A) IN GENERAL.-Except as provided in subparagraph
(B), the amendment made by subsection (c) shall apply to
obligations issued after the date of the enactment of this
Act.

(B) VOLUME LIMITATION.-The requirements of paragraph
(3) of section 102A(o) of the Internal Revenue Code of 1954
(as added by this section) shall apply to obligations issued
after June 22, 1984. In applying such requirements to obli-
gations issued after such date, obligations issued on or
before such date shall not be taken into account under such
paragraph (2).

(C) QUALIFIED VETERANS' MORTGAGE BONDS AUTHORIZED

BEFORE OCTOBER 18, 1983, NOT TAKEN INTO ACCOUNT.-The

requirements of section 103(o)(3) of the Internal Revenue
Code of 1954 shall not apply to any qualified veterans'
mortgage bond if-

(i) the issuance of such bond was authorized by a
State referendum before October 18, 198, or

(ii) the issuance of such bond is authorized pursuant
to a State referendum before December 1, 1983, where
such referendum was authorized by action of the State
legislature before October 18, 1983.

(4) TRANSITIONAL RULE WHERE STATE FORMULA FOR ALLOCAT-

ING STATE CEILING EXPIRES.-

(A) IN GENERAL.-If a State law which provided a formu-
la for allocating the State ceiling under section 103A(g) of
the Internal Revenue Code of 1954 for calendar year 1983
expires as of the close of calendar year 198, for purposes of
section 103A(g) of such Code, such State law shall be treat-
ed as remaining in effect after 1983. In any case to which
the preceding sentence applies, where the State's expiring
allocation formula requires action by a State official to al-
locate the State ceiling among issuers, actions of such State
official in allocating such ceiling shall be effective.

(B) TERMINATION.-Subparagraph (A) shall not apply on
or after the effective date of any State legislation enacted
after the date of the enactment of this Act with respect to
the allocation of the State ceiling.

(C) SPECIAL RULE FOR TEXAS.-In the case of Texas, the
Governor of such State may take the actions described in
subparagraph (A) pursuant to procedures established by the
Governor consistent with the State laws of Texas.

(5) SPECIAL RULE FOR DETERMINATIONS OF STATISTICAL

AREA.-For purposes of applying section 102A of the Internal
Revenue Code of 1954 and any other provision of Federal law-

(A) REscIsSIoN.-The Director of the Office of Manage-
ment and Budget shall rescind the designation of the
Kansas City, Missouri primary metropolitan statistical area
(KCMO PMSA) and the designation of the Kansas City,
Kansas primary metropolitan statistical area (Kansas City,
KS PMSA), and shall not take any action to designate such
two primary metropolitan statistical areas as a consolidat-
ed metropolitan statistical area.



(B) DESIGNATION.-The Director of the Office of Manage-
ment and Budget shall designate a single metropolitan sta-
tistical area which includes the following:

(i) Kansas City, Kansas.
(ii) Kansas City, Missouri.
(iii) The counties of Johnson, Wyandotte, Leaven-

worth, and Miami in Kansas.
(iv) The counties of Cass, Clay, Jackson, Platte, Ray,

and Lafayette in Missouri.
The metropolitan statistical area designation pursuant to
this subsection shall be known as the "Kansas City Missou-
ri-Kansas Metropolitan Statistical Area ".

(6) TRANSITIONAL RULE FOR KENTUCKY AND NEVADA.-For

purposes of section 103A(g) of the Internal Revenue Code of
1954, in the case of Kentucky and Nevada, subclause (I) of sec-
tion 103A(g)(6)(B)(ii) of such Code shall be applied as if the first
day referred to in such subclause were January 1, 1987.

(7) ANNUAL REPORT TO CONGRESS.-The Secretary of the
Treasury, in consultation with the Secretary of Housing and
Urban Development, shall submit an annual report to the Com-
mittee on Finance of the Senate and the Committee on Ways
and Means of the House of Representatives regarding the per-
formance of issuers of qualified mortgage bonds and mortgage
credit certificates relative to the intent of Congress described in
section 103A(j) of the Internal Code of 1954.

SEC. 612. MORTGAGE CREDIT CERTIFICATES.

(a) IN GENERAL. -Subpart A of part IV of subchapter A of chapter
1 (relating to credits against tax) is amended by redesignating sec-
tion 25 as section 26 and by inserting after section 24 the following
new section:
"SEC 25. INTEREST ON CERTAIN HOME MORTGAGES.

"(a) ALLOWANCE OF CREDIT.-

"(1) IN GENERAL.-There shall be allowed as a credit against
the tax imposed by this chapter for the taxable year an amount
equal to the product of-

"(A) the certificate credit rate, and
"(B) the interest paid or incurred by the taxpayer during

the taxable year on the remaining principal of the certifi-
cated indebtedness amount.

"(2) LIMITATION WHERE CREDIT RATE EXCEEDS 20 PERCENT.-

"(A) IN GENERAL. -If the certificate credit rate exceeds 20
percent, the amount of the credit allowed to the taxpayer
under paragraph (1) for any taxable year shall not exceed
$2,000.

"(B) SPECIAL RULE WHERE 2 OR MORE PERSONS HOLD IN-

TERESTS IN RESIDENCE. -If 2 or more persons hold interests
in any residence, the limitation of subparagraph (A) shall
be allocated among such persons in proportion to their re-
spective interests in the residence.

"(b) CERTIFICATE CREDIT RATE; CERTIFIED INDEBTEDNESS

AMOUNT. -For purposes of this section-



"(1) CERTIFICATE CREDIT RATE.-The term 'certificate credit
rate' means the rate of the credit allowable by this section
which is specified in the mortgage credit certificate.

"(2) CERTIFIED INDEBTEDNESS AMOUNT.-The term 'certified
indebtedness amount' means the amount of indebtedness which
is-

"(A) incurred by the taxpayer-
"(i) to acquire the principal residence of the taxpayer,
"(ii) as a qualified home improvement loan (as de-

fined in section 103A()(6)) with respect to such resi-
dence, or

"(iii) as a qualified rehabilitation loan (as defined in
section 103A(1)(7)) with respect to such residence, and

"(B) specified in the mortgage credit certificate.
"(c) MORTGAGE CREDIT CERTIFICATE; QUALIFIED MORTGAGE

CREDIT CERTIFICATE PROGRAM.-For purposes of this section-
"(1) MORTGAGE CREDIT CERTIFICATE.-The term 'mortgage

credit certificate' means any certificate which-
"(A) is issued under a qualified mortgage credit certifi-

cate program by the State or political subdivision having
the authority to issue a qualified mortgage bond to provide
financing on the principal residence of the taxpayer,

"(B) is issued to the taxpayer in connection with the ac-
quisition, qualified rehabilitation, or qualified home im-
provement of the taxpayer's principal residence,

"(C) specifies-
"(i) the certificate credit rate, and
"(ii) the certified indebtedness amount, and

"(D) is in such form as the Secretary may prescribe.
"(2) QUALIFIED MORTGAGE CREDIT CERTIFICATE PROGRAM.-

"(A) IN GENERAL.-The term 'qualified mortgage credit
certificate program' means any program-

"(i) which is established by a State or political subdi-
vision thereof for any calendar year for which it is au-
thorized to issue qualified mortgage bonds,

"(ii) under which the issuing authority elects (in
such manner and form as the Secretary may prescribe)
not to issue an amount of qualified mortgage bonds
which it may otherwise issue during such calendar
year under section 103A,

"(iii) under which the indebtedness certified by mort-
gage credit certificates meets the requirements of the
following subsections of section 103A (as modified by
subparagraph (B) of this paragraph):

"(I) subsection (d) (relating to residence require-
ments),

"(II) subsection (e) (relating to 3-year require-
ment),

"(III) subsection (f) (relating to purchase price re-
quirement),

"(IV) subsection (h) (relating to portion of loans
required to be placed in targeted areas), and

"(V) paragraph (1) of subsection () (relating to
other requirements),



"(iv) under which no mortgage credit certificate may
be issued with respect to any residence any of the fi-
nancing of which is provided from the proceeds of a
qualified mortgage bond or a qualified veterans' mort-
gage bond,

"(v) except to the extent provided in regulations,
which is not limited to indebtedness incurred from par-
ticular lenders,

"(vi) except to the extent provided in regulations,
which provides that a mortgage credit certificate is not
transferrable, and

"(vii) if the issuing authority allocates a block of
mortgage credit certificates for use in connection with a
particular development, which requires the developer to
furnish to the issuing authority and the homebuyer a
certificate that the price for the residence is no higher
than it would be without the use of a mortgage credit
certificate.

"(B) MODIFICATIONS OF SECTION lo3.-Under regulations
prescribed by the Secretary, in applying section 103A for
purposes of subclauses (II) and (IV) of subparagraph
(A)(iii)-

"(i) each qualified mortgage certificate credit pro-
gram shall be treated as a separate issue,

"(ii) the product determined by multiplying-
"(1) the certified indebtedness amount of each

mortgage credit certificate issued under such pro-
gram, by

"(II) the certificate credit rate specified in such
certificate,

shall be treated as proceeds of such issue and the sum
of such products shall be treated as the total proceeds
of such issue, and

"(iii) paragraph (1) of section 103A(e) shall be ap-
plied by substituting '100 percent' for '90 percent or
more'.

Clause (iii) shall not apply if the issuing authority submits
a plan to the Secretary for administering the 90-percent re-
quirement of section 103A(e)(1) and the Secretary is satis-
fied that such requirement will be met under such plan.

"(d) DETERMINATION OF CERTIFICATE CREDIT RATE.-For purposes
of this section-

"(1) IN GENERAL.-The certificate credit rate specified in any
mortgage credit certificate shall not be less than 10 percent or
more than 50 percent.

"(2) AGGREGATE LIMIT ON CERTIFICATE CREDIT RATES.-

"(A) IN GENERAL.-In the case of each qualified mortgage
credit certificate program, the sum of the products deter-
mined by multiplying-

"(i) the certified indebtedness amount of each mort-
gage credit certificate issued under such program, by

"(ii) the certificate credit rate with respect to such
certificate,



shall not exceed 20 percent of the nonissued bond amount or, if
lesser, the aggregate amount of certified indebtedness referred to in
clause (i). "(B) NONISSUED BOND AMOUNT. -For purposes of subpara-

graph (A), the term 'nonissued bond amount' means, with
respect to any qualified mortgage credit certificate program,
the amount of qualified mortgage bonds which the issuing
authority is otherwise authorized to issue and elects not to
issue under subsection (c)(2)(A)(ii).

"(e) SPECIAL RULES AND DEFINITION.-For purposes of this sec-
tion-

"(1) CARRYFORWARD OF UNUSED CREDIT. -

"(A) IN GENERAL.-If the credit allowable under subsec-
tion (a) for any taxable year exceeds the applicable tax
limit for such taxable year, such excess shall be a carryover
to each of the 3 succeeding taxable years and, subject to the
limitations of subparagraph (B), shall be added to the
credit allowable by subsection (a) for such succeeding tax-
able year.

"(B) LIMITATION.-The amount of the unused credit
which may be taken into account under subparagraph (A)
for any taxable year shall not exceed the amount by which
the applicable tax limit for such taxable year exceeds the
sum of the amounts which, by reason of this paragraph, are
carried to such taxable year and are attributable to taxable
years before the unused credit year.

"(C) APPLICABLE TAX LIMIT.-For purposes of this para-
graph, the term 'applicable tax limit' means the limitation
imposed by section 26(a) for the taxable year reduced by the
sum of the credits allowable under this subpart (other than
this section).

"(2) INDEBTEDNESS NOT TREATED AS CERTIFIED WHERE CER-
TAIN REQUIREMENTS NOT IN FACT MET.-Subsection (a) shall not
apply to any indebtedness if all the requirements of subsection
(d)(1), (e), (f), (g), and () of section 103A were not in fact met
with respect to such indebtedness. Except to the extent provided
in regulations, the requirements described in the preceding sen-
tence shall be treated as met if there is a certification, under
penalty of perjury, that such requirements are met.

"(3) PERIOD FOR WHICH CERTIFICATE IN EFFECT. -

"(A) IN GENERAL.-Except as provided in subparagraph
(B), a mortgage credit certificate shall be treated as in
effect with respect to interest attributable to the period-

"(i) beginning on the date such certificate is issued,
and

"(ii) ending on the earlier of the date on which-
"(I) the certificate is revoked by the issuing au-

thority, or
"(II) the residence to which such certificate re-

lates ceases to be the principal residence of the in-
dividual to whom the certificate relates.

"(B) CERTIFICATE INVALID UNLESS INDEBTEDNESS IN-
CURRED WITHIN CERTAIN PERIOD.-A certificate shall not
apply to any indebtedness which is incurred after the close



of the second calendar year following the calendar year for
which the issuing authority made the applicable election
under subsection (c)(2)(A)(ii).

"(C) NOTICE TO SECRETARY WHEN CERTIFICATE RE-

VOKED.-An issuing authority which revokes any mortgage
credit certificate shall notify the Secretary of such revoca-
tion at such time and in such manner as the Secretary
shall prescribe by regulations.

(4) CERTAIN REFINANCING PERMITTED.-In applying subsection
(c)(2)(A)(iii), under regulations, the requirements of section
103A0j)(1) may treated as met if a mortgage credit certificate is
issued with respect to a mortgage which is used to replace an
existing mortgage for which such a certificate has already been
issued if such replacement mortgage does not extend the term,
alter the amortization schedule, or increase the principal
amount, of the original mortgage.

"(5) PUBLIC NOTICE THAT CERTIFICATES WILL BE ISSUED.-At

least 90 days before any mortgage credit certificate is to be
issued after a qualified mortgage credit certificate program, the
issuing authority shall provide reasonable public notice of-

"(A) the eligibility requirements for such certificate,
"(B) the methods by which such certificates are to be

issued, and
"(C) such other information as the Secretary may require.

"(6) INTEREST PAID OR ACCRUED TO RELATED PERSONS.-No

credit shall be allowed under subsection (a) for any interest
paid or accrued to a person who is a related person to the tax-
payer (within the meaning of section 103(b)(6)(C)(i)).

(7) PRINCIPAL RESIDENCE.-The term 'principal residence' has
the same meaning as when used in section 1034.

"(8) QUALIFIED REHABILITATION AND HOME IMPROVEMENT.-
"(A) QUALIFIED REHABILITATION.-The term 'qualified re-

habilitation' has the meaning given such term by section
103A(l)(7)(B).

"(B) QUALIFIED HOME IMPROVEMENT.-The term 'qualified
home improvement' means an alteration, repair, or improve-
ment described in section 103A(l)(6).

"(9) QUALIFIED MORTGAGE BOND.-The term 'qualified mort-
gage bond' has the meaning given such term by section
103A(c)(1).

"(10) MANUFACTURED HOUSING.-For purposes of this section,
the term 'single family residence' includes any manufactured
home which has a minimum of 400 square feet of living space
and a minimum width in excess of 102 inches and which is of a
kind customarily used at a fixed location. Nothing in the pre-
ceding sentence shall be construed as providing that such a
home will be taken into account in making determinations
under section 103A.

"(f) REDUCTION IN AGGREGATE AMOUNT OF QUALIFIED MORTGAGE

BONDS WHICH MAY BE ISSUED WHERE CERTAIN REQUIREMENTS NOT
MET.-

"(1) IN GENERAL.-If for any calendar year any mortgage
credit certificate program fails to meet the requirements of-

"(A) clause (iv), (v), or (vi) of subsection (c)(2)(A), or



"(B) paragraph (2) of subsection (d),
the applicable State ceiling under paragraph (4) of section
103A(g) for the State in which such program operates shall be
reduced by 1.25 times the correction amount with respect to
such failure. Such reduction shall be applied to such State ceil-
ing for the calendar year following the calendar year in which
the Secretary determines the correction amount with respect to
such failure.

"(2) CORRECTION AMOUNT. -

"(A) IN GENERAL.-For purposes of paragraph (1), the
term 'correction amount' means, in the case of a failure to
meet a requirement referred to in-

"(i) paragraph (1)(A), the amount of indebtedness in-
volved, or

"(ii) paragraph (1)(B), the amount equal to the excess
credit amount divided by 0.20.

"(B) EXCESS CREDIT AMOUNT.-
"(i) IN GENERAL.-For purposes of subparagraph

(A)(ii), the term 'excess credit amount' means the excess
of-_

"(I) the credit amount for any mortgage credit
certificate program, over

"(I) the amount which would have been the
credit amount for such program had such program
met the requirements of paragraph (2) of subsection
(d).

"(ii) CREDIT AMOUNT.-For purposes of clause (i), the
term 'credit amount' means the sum of the products de-
termined under clauses (i) and (ii) of subsection
(d)(2)(A).

"(3) SPECIAL RULE FOR STATES HA VING CONSTITUTIONAL HOME

RULE CITIES.-In the case of a State having one or more consti-
tutional home rule cities (within the meaning of section
103A(g)(5)(C)), the reduction in the State ceiling by reason of
paragraph (1) shall be allocated to the constitutional home rule
city, or to the portion of the State not within such city, whichev-
er caused the reduction.

"(4) EXCEPTION WHERE CERTIFICATION PROGRAM. -The provi-
sions of this subsection shall not apply in any case in which
there is a certification program which is designed to insure that
the requirements of this section are met and which meets such
requirements as the Secretary may by regulations prescribe.

"(5) WAIVER.-The Secretary may waive the application of
paragraph (1) in any case in which he determines that the fail-
ure is due to reasonable cause.

"(g) REPORTING REQUIREMENTS.-Each person who makes a loan
which is a certified indebtedness amount under any mortgage credit
certificate shall file a report with the Secretary containing-

"(1) the name, address, and social security account number of
the individual to which the certificate was issued,

"(2) the certificate 's issuer, date of issue, certified indebtedness
amount, and certificate credit rate, and

"(3) such other information as the Secretary may require by
regulations.



Each person who issues a mortgage credit certificate shall file a
report showing such information as the Secretary shall by regula-
tions prescribe. Any such report shall be filed at such time and in
such manner as the Secretary may require by regulations.

"(h) TERMINATION.-No election may be made under subsection
(c)(2)(A)(ii) for any calendar year after 1987.

"(i) REGULATIONS; CONTRACTS.-

"(1) REGULATIONS.-The Secretary shall prescribe such regula-
tions as may be necessary to carry out the purposes of this section,
including regulations which may require recipients of mortgage
credit certificates to pay a reasonable processing fee to defray the
expenses incurred in administering the program.

"(2) CONTRACTS.-The Secretary is authorized to enter into
contracts with any person to provide services in connection with
the administration of this section."

(b) APPLICATION WITH SECTION 103A.-Subsection (g) of section
103A (relating to limitation on aggregate amount of qualified mort-
gage bonds issued during any calendar year) is amended by adding
at the end thereof the following new paragraph:

"(8) REDUCTION FOR MORTGAGE CREDIT CERTIFICATES.-The

applicable limit of any issuing authority for any calendar year
shall be reduced by the sum of-

"(A) the amount of qualified mortgage bonds which such
authority elects not to issue under section 25(c)(2)(A)(ii)
during such year, plus

"(B) the amount of any reduction in such ceiling under
section 25(f) applicable to such authority for such year."

(c) DISALLOWANCE OF PORTION OF DEDUCTION FOR INTEREST

WHERE CREDIT TAKEN.-Section 163 (relating to deduction for inter-
est) is amended by redesignating subsection (g) as subsection (h) and
by inserting after subsection (f) the following new subsection:

"(g) REDUCTION OF DEDUCTION WHERE SECTION 25 CREDIT

TAKEN.-The amount of the deduction under this section for inter-
est paid or accrued during any taxable year on indebtedness with
respect to which a mortgage credit certificate has been issued under
section 25 shall be reduced by the amount of the credit allowable
with respect to such interest under section 25 (determined without
regard to section 26)."

(d) CIVIL PENALTIES.-

(1) Subchapter B of chapter 68 (relating to assessable penal-
ties) is amended by adding at the end thereof the following new
section:

"SEC. 6708. PENALTIES WITH RESPECT TO MORTGAGE CREDIT CERTIFI-
CA TES.

"(a) NEGLIGENCE. -If-
"(1) any person makes a misstatement in any verified written

statement made under penalties of perjury with respect to the
issuance of a mortgage credit certificate, and

"(2) such misstatement is due to the negligence of such
person,

such person shall pay a penalty of $1,000 for each mortgage credit
certificate with respect to which such a misstatement was made.



"(b) FRAD.-If a misstatement described in subsection (a)(1) is
due to fraud on the part of the person making such misstatement, in
addition to any criminal penalty, such person shall pay a penalty of
$10,000 for each mortgage credit certificate with respect to which
such a misstatement is made.

"(c) REPORTS.-Any person required by section 25(g) to file a
report with the Secretary who fails to file the report with respect to
any mortgage credit certificate at the time and in the manner re-
quired by the Secretary shall pay a penalty of $200 for such failure
unless it is shown that such failure is due to reasonable cause and
not to willful neglect.

"(d) MORTGAGE CREDIT CERTIFICATE.-The term 'mortgage credit
certificate' has the meaning given to such term by section 25(c)."

(2) The table of sections for subchapter B of chapter 68 is
amended by adding at the end thereof the following new item:

"Sec. 6708. Penalties with respect to mortgage credit certificates."
(e) TECHNICAL AMENDMENTS.-

(1) Sections 28(d)(2), 29(b)(5), 30(g)(1)(A), 38(c)(2), and 901(a), as
amended by this Act, are each amended by striking out "section
25(b)" and inserting in lieu thereof "section 26(b)"

(2) Section 23(b)(5), as amended by this Act, is amended by
striking out "section 25(a)" and inserting in lieu thereof "sec-
tion 26(a)" and by striking out "(other than this section)" and
inserting in lieu thereof "(other than this section and section
25)"Y .

(3) Paragraph (3) of section 55(c) is amended-
(A) by striking out "25" each place it appears and insert-

ing in lieu thereof "26", and
(B) by striking out "section 2, 30, or 38" and inserting in

lieu thereof "section 23, 25, 30, or 38 ".

(4) Clause (iii) of section 168(i)(1)(D), as added by section
208(a) of the Tax Equity and Fiscal Responsibility Act of 1982
and amended by this Act, is amended by striking out "section
25(b)(2)" and inserting in lieu thereof "section 26(b)(2)".

(5) Clause (iii) of section 168(i)(1)(D), as added by section
209(b) of the Tax Equity and Fiscal Responsibility Act of 1982
and amended by this Act, is amended by striking out "section
25(b)(2)" and inserting in lieu thereof "section 26(b)(2)"

(g) CONFORMING AMENDMENT.-The table of sections for subpart
A of part IV of subchapter A of chapter 1 is amended by striking
out the item relating to section 25 and inserting in lieu thereof the
following:

'"Sec. 25. Interest on certain home mortgages.

"Sec. 26. Limitation based on tax liability; definition of tax liability."

(h) EFFECTIVE DATE. -
(1) IN GENERAL.-Except as otherwise provided in this subsec-

tion, the amendments made by this section shall apply to inter-
est paid or accrued after December 31, 1984, on indebtedness in-
curred after December 31, 1984.

(2) ELECTIONS.-The amendments made by this section shall
apply to elections under section 25(c)(2)(A)(ii) of the Internal
Revenue Code of 1954 (as added by this section) for calendar
years after 1983.



SEC. 613. AUTHORITY TO BORROW FROM FEDERAL FINANCING BANK.

(a) GENERAL RuLE.-Upon application by the appropriate State
Housing Agency of Oregon, the Federal Financing Bank shall make
qualified cash flow loans to such Agency. Such loans shall bear in-
terest at a rate equal to the average rate on the applicable mortgage
bonds with respect to which such loans were made.

(b) QUALIFIED CASH FLOW LOANS.-For purposes of this section,
the term "qualified cash flow loan" means any loan with respect to
an applicable mortgage bond reasonably necessary to cover any
excess determined under subsection (c)(2) on the basis of actual pay-
ments. The aggregate amount of such loans which may be outstand-
ing at any I time shall not exceed $300,000,000.

(c) APPLICABLE MORTGAGE BONDS.-For purposes of this section,
the term "applicable mortgage bond" means any qualified veterans'
mortgage bond issued as part of an issue-

(1) which was outstanding on December 5, 1980,
(2) with respect to which the excess of-

(A) the projected aggregate payments of principal on the
applicable mortgage bonds during the 15-fiscal year period
beginning with fiscal year 1984, over

(B) the projected aggregate payments during such period
of principal on mortgages financed by the applicable mort-
gage bonds,

exceeds 12 percent of the aggregate principal amount of such
bonds outstanding on July 1, 1983,

(3) with respect to which the amount of the average annual
prepayments during fiscal years 1981, 1982, and 1983 was less
than 2 percent of the average of the loan balances as of the be-
ginning of each of such fiscal years, and

(4) which, for fiscal year 1983, had a prepayment experience
rate that did not exceed 20 percent of the prepayment experience
rate of the Federal Housing Administration in the State or
region in which the issuer is located.

(d) DEFINITIONS. -
(1) ASSUMPTIONS USED IN MAKING PROJECTION.-The computa-

tion under subsection (c)(2) shall be made by using the following
percentage of the prepayment experience of the Federal Housing
Administration in the State or region in which the issuer of the
applicable mortgage bonds is located:
Fiscal Year: Percentage"
1984 ........................................................................................................ 15
1985 .................................................................................................... ....... 20
1986 .................................................................................................... ....... 25
1987 and thereafter ............................................................................ .. 80.

(2) QUALIFIED VETERANS' MORTGAGE BONDS.-The term
"qualified veterans' mortgage bonds" has the meaning given to
such term by section 103A(c)(3) of the Internal Revenue Code of
1954.

SEC. 614. ELIMINATION OF CERTAIN EXCEPTIONS TO THE APPLICATION OF
THE MORTGAGE SUBSIDY BOND TAX ACT OF 1980.

Section 1104 of the Mortgage Subsidy Bond Tax Act of 1980 is
amended by adding at the end thereof the following new subsec-
tions:
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"(p) MOST EXCEPTIONS NOT To APPLY TO BONDS ISSUED AFTER

DECEMBER 31, 1984.-In addition to any obligations to which the
amendments made by section 1102 apply by reason of the provisions
of this section, the amendments made by section 1102 -shall apply,
notwithstanding any other provision of this section (other than sub-
section (n)), to obligations issued after December 31, 1984, all or a
major portion of the proceeds of which are used to finance new
mortgages on single-family residences that are owner occupied.

"(q) REDUCTION OF STATE CEILING BY AMOUNT OF SPECIAL MORT-
GAGE BONDS ISSUED BEFORE 1985.-

"(1) IN GENERAL.-Notwithstanding any other provision of
this section (other than subsections (n) and (r)), any obligation-

"(A) which is part of an issue all or a major portion of
the proceeds of which are used to finance new mortgages in
single-family residences that are owner occupied.

"(B) which were issued by issuing authorities in such
State after June 15, 1984, and before January 1, 1985, and

"(C) to which the amendments made by section 1102 do
not apply by reason of any provision of this section other
than subsection (n),

shall, for purposes of applying the Internal Revenue Code of
1954, be treated as an obligation which is not described in sec-
tion 103(a) of such Code if the aggregate face amount of such
issue exceeds the portion of the State ceiling that is allocated by
the State to such issue prior to the date of issuance of such
issue.

"(2) APPLICATION OF SECTION 03OA(g).-For purposes of apply-
ing section 103A(g) of such Code, the State ceiling for calendar
year 1984 shall be reduced by the aggregate amount allocated
by the State to any issues described in paragraph (1).

"(3) STATE CEILING.-For purposes of this subsection, the term
'State ceiling' has the meaning given to such term by section
103A(g)(4) of the Internal Revenue Code of 1954.

"(r) EXCEPTIONS TO SUBSECTION (q).-Subsection (q) shall not
apply with respect to-

"(1) obligations-
"(A) the proceeds of which are used to finance the River

Place Project located in Minneapolis, Minnesota, and
"(B) the aggregate face amount of which does not exceed

$55,000,000, or
"(2) obligations-

"(A) the proceeds of which are used to finance the
Waseca, Minnesota project, and

"(B) the aggregate face amount of which does not exceed
$7,800, 000. ".



Subtitle B-Private Activity Bonds

PART I-GENERAL RESTRICTIONS
SEC. 621. LIMITATION ON AGGREGATE AMOUNT OF PRIVATE ACTIVITY

BONDS.

Section 103 (relating to interest on certain governmental obliga-
tions) is amended by redesignating subsection (n) as subsection (o)
and by inserting after subsection (m) the following new subsection:

"(n) LIMITATION ON AGGREGATE AMOUNT OF PRIVATE ACTIVITY
BONDS ISSUED DURING ANY CALENDAR YEAR. -

"(1) IN GENERAL.-A private activity bond issued as part of
an issue shall be treated as an obligation not described in sub-
section (a) if the aggregate amount of private activity bonds
issued pursuant to such issue, when added to the aggregate
amount of private activity bonds previously issued by the issu-
ing authority during the calendar year, exceeds such authority's
private activity bond limit for such calendar year.

"(2) PRIVATE ACTIVITY BOND LIMIT FOR STATE AGENCIES.-For
purposes of this subsection-

"(A) IN GENERAL.-The private activity bond limit for
any agency of the State authorized to issue private activity
bonds for any calendar year shall be 50 percent of the State
ceiling for such calendar year.

"(B) SPECIAL RULE WHERE STATE HAS MORE THAN 1
AGENCY.-If more than 1 agency of the State is authorized
to issue private activity bonds, all such agencies shall be
treated as a single agency.

"(3) PRIVATE ACTIVITY BOND LIMIT FOR OTHER ISSUERS.-For
purposes of this subsection-

"(A) IN GENERAL.-The private activity bond limit for
any issuing authority (other than a State agency) for any
calendar year shall be an amount which bears the same
ratio to -50 percent -of the State ceiling for such calendar
year as-

"(i) the population of the jurisdiction of such issuing
authority, bears to

"(ii) the population for the entire State.
"(B) OVERLAPPING JURISDICTIONS.-For purposes of sub-

paragraph (A)(i), the rules of section 103A(g)(3)(B) shall
apply.

"(4) STATE CEILING.-For purposes of this subsection-
"(A) IN-GENERAL.-The State ceiling applicable to any

State for any calendar year shall be the greater of
"(0 an amount equal to $150 multiplied by the

State's population, or
"(ii) $200,000,000.

"(B) PHASEIN OF LIMITATION WHERE AMOUNT OF 1983 PRI-
VATE ACTIVITY BONDS EXCEEDS THE CEILING.-

"(i) IN GENERAL.-In the case of any State which has
an excess bond amount for 1983, the State ceiling for
calendar year 1984 shall be the sum of the State ceiling



determined under subparagraph (A) plus 50 percent of
the excess bond amount for 1983.

"(ii) ExcEsS BOND AMOUNT FOR 1983.-For purposes
of clause (i), the excess bond amount for 1983 in any
State is the excess (if any) of-

"(I) the aggregate amount of private activity
bonds issued by issuing authorities in such State
during the first 9 months of calendar year 1983
multiplied by 4/3, over

"(II) the State ceiling determined under subpara-
graph (A) for calendar year 1984.

"(C) ADJUSTMENT OF CEILING TO REFLECT TERMINATION

OF SMALL ISSUE EXEMPTION.-In the case of calendar years
after 1986, subparagraph (A) shall be applied by substitut-
ing '$100' for '$150"

"(5) SPECIAL RULE FOR STATES WITH CONSTITUTIONAL HOME

RULE CITIES.-In the case of any State with 1 or more constitu-
tional home rule cities (as defined in section 103A(g)(5)(C)), the
rules of paragraph (5) of section 103A(g) shall apply for pur-
poses of this subsection.

"(6) STATE MAY PROVIDE FOR DIFFERENT ALLOCATION. -

"(A) IN GENERAL.-A State may, by law provide a differ-
ent formula for allocating the State ceiling among the gov-
ernmental units in such State having authority to issue pri-
vate activity bonds.

"(B) INTERIM AUTHORITY FOR GOVERNOR.-

"(i) IN GENERAL.-The Governor of any State may
proclaim a different formula for allocating the State
ceiling among the governmental units in such State
having authority to issue private activity bonds.

"(if) TERMINATION OF AUTHORITY.-The authority
provided in clause (i) shall not apply after the earlier
of-

"(I) the first day of the first calendar year begin-
ning after the legislature has met in regular ses-
sion for more than 60 days after the date of the en-
actment of this paragraph, or

"(1I) the effective date of any State legislation
with respect to the allocation of the State ceiling.

"(C) STATE MAY NOT ALTER ALLOCATION TO CONSTITUTION-

AL HOME RULE CITIES.-The rules of paragraph (6)(C) of sec-
tion 103A(g) shall apply for purposes of this paragraph.

"(7) PRIVATE ACTIVITY BOND.-For purposes of this subsec-
tion-

"(A) IN GENERAL.-Except as otherwise provided in the
paragraph, the term 'private activity bond' means any obli-
gation the interest on which is exempt from tax under sub-
section (a) and which is-

"(i) an industrial development bond, or
"(ii) a student loan bond.

"(B) EXCEPTION FOR MULTIFAMILY HOUSING.-The term
'private activity bond' shall not include any obligation de-
scribed in subsection (b)(4)(A) nor any housing program ob-



ligation under section 11(b) of the United States Housing
Act of 1937.

"(C) EXCEPTION FOR CERTAIN FACILITIES DESCRIBED IN

SECTION 1o3(b)(4) (c) OR (D).-
"(i) IN GENERAL.-The term 'private activity bond'

shall not include any obligation described in subpara-
graph (C) or (D) of section 103(b)(4), but only if the
property described in such subparagraph is owned by or
on behalf of a governmental unit.

"(ii) EXCEPTION NOT TO APPLY TO CERTAIN PARKING

FACILITIES.-This subparagraph shall not apply to any
obligation described in subparagraph (D) of section
103(b)(4) (determined by not taking into account any
parking facilities unless such facilities are related to
another facility described in such subparagraph (D)).

"(iii) DETERMINATION OF WHETHER PROPERTY OWNED

BY GOVERNMENTAL UNIT.-For purposes of clause (i),
property shall not be treated as not owned by a govern-
mental unit solely by reason of the length of the lease
to which it is subject if the lessee makes an irrevocable
election (binding on the lessee and all successors in in-
terest under the lease) not to claim depreciation or an
investment credit with respect to such property.

"(iv) Restriction where significant front end load-
ing.-Under regulations prescribed by the Secretary,
clause (i) shall not apply in any case where the proper-
ty is leased under a lease which has significant front
end loading of rental accruals or payments.

"(D) REFUNDING ISSUEs.-The term 'private activity
bond' shall not include any obligation which is issued to
refund another obligation to the extent that the amount of
such obligation does not exceed the amount of the refunded
obligation. In the case of any student loan bond, the preced-
ing sentence shall apply only if the maturity date of the re-
funding obligation is not later than the later of-

(i) the maturity of the obligation to be refunded, or
"(ii) the date 17 years after the date on which the re-

funded obligation was issued (or in the case of a series
of refundings, the date on which the original obliga-
tion was issued).

"(8) STUDENT LOAN BONDS.-For purposes of this subsection,
the term 'student loan bond' means an obligation which is
issued as part of an issue all or a major portion of the proceeds
of which are to be used directly or indirectly to finance loans to
individuals for educational expenses.

"(9) POPULATION.-For purposes of this subsection, determina-
tions of the population of any State (or issuing authority) shall
be made with respect to any calendar year on the basis of the
most recent census estimate of the resident population of such
State (or issuing authority) published by the Bureau of the
Census before the beginning of such calendar year.

"(10) ELECTIVE CARRYFORWARD OF UNUSED LIMITATION FOR

SPECIFIED PROJECT. -

"(A) IN GENERAL. -If-
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"(4) an issuing authority's private activity bond limit
for any calendar year after 198, exceeds

"(ii) the aggregate amount of private activity bonds
issued during such calendar year by such authority,

such authority may elect to treat all (or any portion) of
such excess as a carryforward for 1 or more carryforward
projects.

"(B) ELECTION MUST SPECIFY PROJECT.-In any election
under subparagraph (A), the issuing authority shall-

"(i) specify the project (or projects) for which the car-
ryforward is elected, and

"(ii) specify the portion of the excess described in sub-
paragraph (A) which is to be a carryforward for each
such project.

"(C) USE OF CARRYFORWARD.-
"(i) IN GENERAL.-If any issuing authority elects a

carryforward under subparagraph (A) with respect to
any carryforward project, any private activity bonds
issued by such authority with respect to such project
during the 3 calendar years (or, in the case of a project
described in subsection (b)(4)(F), 6 calendar years) fol-
lowing the calendar year in which the carryforward
arose shall not be taken into account under paragraph
(1) to the extent the amount of such bonds do not
exceed the amount of the carryforward elected for such
project.

"(ii) ORDER IN WHICH CARRYFORWARD USED.-Carry-
forwards elected with respect to any project shall be
used in the order of the calendar years in which they
arose.

"(D) ELECTION.-Any election made under this paragraph
shall be made at such time and in such manner as the Sec-
retary shall by regulations prescribe. Any such election (and
any specification contained therein), once made, shall be ir-
revocable.

"(E) CARRYFORWARD PROJECT.-For purposes of this
paragraph, the term 'carryforward project' means-

"(i) any project described in paragraph (4) or (5) of
subsection (b), and

"(ii) the purpose of issuing student loan bonds.
"(11) TREATMENT OF QUALIFIED SCHOLARSHIP FUNDING

BONDS.-In the case of a qualified scholarship funding bond (as
defined in subsection (e)), such bond shall be treated for pur-
poses of this subsection as issued by a State or local issuing au-
thority (whichever is appropriate).

"(12) Certification of no consideration for allocation.
"(A) IN GENERAL.-Any private activity bond allocated

any portion of the State limit shall not be exempt from tax
under subsection (a) unless the public official if any respon-
sible for such allocation certifies under penalty of perjury
that the allocation was not made in consideration of any
bribe, gift, gratuity, or direct or indirect contribution to any
political campaign.



"(B) Any criminal penalty made applicable.-Any person
willfully making an allocation described in subparagraph
(A) in consideration of any bribe, gift, gratuity, or direct or
indirect contribution to any political campaign shall be
subject to criminal penalty to the same extent as if such al-
location were a willful attempt to evade tax imposed by
this title."

SEC. 622. TAX EXEMPTION DENIED WHERE OBLIGATION DIRECTLY OR INDI-
RECTLY GUARANTEED BY FEDERAL GOVERNMENT.

Subsection (h) of section 103 (relating to certain obligations must
not be guaranteed or subsidized under a energy program) is amend-
ed to read as follows:

"(h) OBLIGATION MUST NOT BE GUARANTEED, ETC.-
"(1) IN GENERAL.-An obligation shall not be treated as an

obligation described in subsection (a) if such obligation is feder-
ally guaranteed.

"(2) FEDERALLY GUARANTEED DEFINED. -For purposes of para-
graph (1), an obligation is federally guaranteed if-

"(A) the payment of principal or interest with respect to
such obligation is guaranteed (in whole or in part) by the
United States (or any agency or instrumentality thereof),

"(B) such obligation is issued as part of an issue and a
significant portion of the proceeds of such issue are to be-

"(i) used in making loans the payment of principal
or interest with respect to which are to be guaranteed
(in whole or in part) by the United States (or any
agency or instrumentality thereof), or

"(ii) invested (directly or indirectly) in federally in-
sured deposits or accounts, or

"(C) the payment of principal or interest on such obliga-
tion is otherwise indirectly guaranteed (in whole or in part)
by the United States (or an agency or instrumentality there-
of).

"(3) EXCEPTIONS. -
"(A) CERTAIN INSURANCE PROGRAMS.-An obligation

shall not be treated as federally guaranteed by reason of-
"(i) any guarantee by the Federal Housing Adminis-

tration, the Veterans' Administration, the Federal Na-
tional Mortgage Association, the Federal Home Loan
Mortgage Corporation, or the Government National
Mortgage Association,

"(ii) any guarantee of student loans and any guaran-
tee by the Student Loan Marketing Association to fi-
nance student loans,

"(iii) any guarantee by the Small Business Adminis-
tration with respect to qualified contracts for pollution
control facilities (within the meaning of section 404(a)
of the Small Business Investment Act of 1958, as in
effect on the date of the enactment of the Tax Reform
Act of 1984) if-

"(I) the Administrator of the Small Business Ad-
ministration charges a fee for making such guar-
antee, and



"(II) the amount of such fee equals or exceeds 1
percent of the amount guaranteed, or

"(iv) any guarantee by the Bonneville Power Author-
ity pursuant to the Northwest Power Act (16 U.S.C.
839d) as in effect on the date of the enactment of the
Tax Reform Act of 1984.

"(B) DEBT SERVICE, ETC.-Paragraph (1) shall not apply
to- "(i) proceeds of the issue invested for an initial tem-

porary period until such proceeds are needed for the
purpose for which such issue was issued,

"(ii) investments of a bona fide debt service fund,
"(iii) investments of a reserve which meet the require-

ments of subsection (c)(4)(B),
"(iv) investments in obligations issued by the United

States Treasury, or
"(v) other investments permitted under regulations.

"(C) EXCEPTION FOR HOUSING PROGRAMS.-
"(i) IN GENERAL.-Except as provided in clause (ii),

paragraph (1) shall not apply to-
'(I) an obligation described in subsection

(b)(4)(A) or a housing program obligation under
section 11(b) of the United States Housing Act of
1937,

"(II) a qualified mortgage bond (as defined in
section 103A(c)(1)), or

"(III) a qualified veterans' mortgage bond (as de-
fined in section 103A(c)(3)).

"(ii) EXCEPTION NOT TO APPLY WHERE OBLIGATION IN-
VESTED IN FEDERALLY INSURED DEPOSITS OR AC-
cOUNTS.-Clause (i) shall not apply to any obligation
which is federally guaranteed within the meaning of
paragraph (2)(B)(ii).

"(D) LOANS TO, OR GUARANTEES BY, FINANCIAL INSTITU-
TIONS.-Except as provided in paragraph (2)(B)(ii), an obli-
gation which is issued as part of an issue shall not be
treated as federally guaranteed merely by reason of the fact
that the proceeds of such issue are used in making loans to
a financial institution or there is a guarantee by a finan-
cial institution.

"(4) DEFINITIONS. -For purposes of this subsection-
"(A) TREATMENT OF CERTAIN ENTITIES WITH AUTHORITY

TO BORROW FROM UNITED STATES.--To the extent provided
in regulations prescribed by the Secretary, any entity with
statutory authority to borrow from the United States shall
be treated as an instrumentality of the United States.
Except in the case of a private activity bond (as defined in
subsection (n)(7)), nothing in the preceding sentence shall be
construed as treating the District of Columbia or any pos-
session of the United States as an instrumentality of the
United States.

"(B) FEDERALLY INSURED DEPOSIT OR ACCOUNT. -The
term 'federally insured deposit or account' means any de-
posit or account in a financial institution to the extent



such deposit or account is insured under Federal law by the
Federal Deposit Insurance Corporation, the Federal Savings
and Loan Insurance Corporation, the National Credit
Union Administration, or any similar federally chartered
corporation.

"(5) CERTAIN OBLIGATIONS SUBSIDIZED UNDER ENERGY PRO-

GRAM. -
"(A) IN GENERAL.-An obligation to which this para-

graph applies shall be treated as an obligation not de-
scribed in subsection (a) if the payment of the principal or
interest with respect to such obligation is to be made (in
whole or in part) under a program of the United States, a
State, or a political subdivision of a State the principal
purpose of which is to encourage the production or conser-
vation of energy.

"(B) OBLIGATIONS TO WHICH PARAGRAPH APPLIES.-This

paragraph shall apply to any obligations to which para-
graph (1) of subsection (b) does not apply by reason of-

"(i) subsection (b)(4)(H) (relating to qualified hydro-
electric generating facilities), or

"(ii) subsection (g) (relating to qualified steam-gener-
ating or alcohol-producing facilities)."

SEC. 623. AGGREGATE LIMIT PER TAXPAYER FOR SMALL ISSUE EXCEPTION.

Subsection (b) of section 103 (relating to industrial development
bonds) is amended by adding at the end thereof the following new
paragraph:

'(15) AGGREGATE LIMIT PER TAXPAYER FOR SMALL ISSUE EX-

CEPTION. -
"(A) IN GENERAL.-Paragraph (6) of this subsection shall

not apply to any issue if the aggregate authorized face
amount of such issue allocated to any test-period benefici-
ary (when increased by the outstanding tax-exempt IDB's of
such beneficiary) exceeds $40,000,000.

"(B) OUTSTANDING TAX-EXEMPT IDB'S OF ANY PERSON.-
For purposes of applying subparagraph (A) with respect to
any issue, the outstanding tax-exempt IDB's of any person
who is a test-period beneficiary with respect to such issue is
the aggregate face amount of all industrial development
bonds the interest on which is exempt from tax under sub-
section (a)-

"(i) which are allocated to such beneficiary, and
"(ii) which are outstanding at the time of such later

issue (not including as outstanding any obligation
which is to be redeemed from the proceeds for the later
issue).

"(C) ALLOCATIONS.-The amount of any issue shall be al-
located-

"(i) in the case of any test-period beneficiary who is
the owner of any facilities being financed, on the basis
of ownership, and

"(ii) in the case of any test-period beneficiary who is
a principal user of the facilities, on the basis of the
use.



"(D) TEST-PERIOD BENEFICIARY. -For purposes of this
paragraph, except as provided in regulations, the term 'test-
period beneficiary' means any person who was an owner or
principal user of facilities being financed by the issue at
any time during the 3-year period beginning on the later
of-

"(i) the date such facilities were placed in service, or
"(ii) the date of the issue.

"(E) TREATMENT OF RELATED PERSONS. -For purposes of
this paragraph, all persons who are related (within the
meaning of paragraph (6)(C)) to each other shall be treated
as one person."

PART II-ARBITRA GE LIMITATIONS

SEC. 624. ARBITRAGE ON NONPURPOSE OBLIGATIONS.

(a) IN GENERAL.-Subsection (c) of section 103 (relating to arbi-
trage bonds) is amended by redesignating paragraph (6) as para-
graph (7) and inserting after paragraph (5) the following new para-
graph:

"(6) INVESTMENTS IN NONPURPOSE OBLIGATIONS.-

"(A) IN GENERAL.-For purposes of this title, any obliga-
tion which is part of an issue of industrial development
bonds which does not meet the requirements of subpara-
graphs (C) and (D) shall be treated as an obligation which
is not described in subsection (a).

"(B) ExCEPTIONS. -Subparagraph (A) shall not apply to
any obligation described in subsection (b)(4)(A) or to any
housing program obligation under section 11(b) of the Hous-
ing Act of 1937.

"(C) LIMITATION ON INVESTMENT IN NONPURPOSE OBLIGA-

TIONS. -
"(i) IN GENERAL.-An issue meets the requirements of

this subparagraph only if-
"(I) at no time during any bond year, the

amount invested in nonpurpose obligations with a
yield higher than the yield on the issue exceeds 150
percent of the debt service on the issue for the bond
year, and

"(II) the aggregate amount invested as provided
in subclause (I) is promptly and appropriately re-
duced as the amount of outstanding obligations of
the issue is reduced.

"(ii) EXCEPTION FOR TEMPORARY PERIODS.-Clause (i)
shall not apply to-

"(I) proceeds of the issue invested for an initial
temporary period until such proceeds are needed
for the governmental purpose of the issue, and

"(II) temporary investment periods related to
debt service.

"(iii) DEBT SERVICE DEFINED.-For purposes of this
subparagraph, the debt service on the issue for any
bond year is the scheduled amount of interest and am-
ortization of principal payable for such year with re-



spect to such issue. For purposes of the preceding sen-
tence, there shall not be taken into account amounts
scheduled with respect to any bond which has been re-
tired before the beginning of the bond year.

"(iv) No DISPOSITION IN CASE OF LOSS.-This sub-
paragraph shall not require the sale or disposition of
any investment if such sale or disposition would result
in a loss which exceeds the amount which would be
paid to the United States (but for such sale or disposi-
tion) at the time of such sale or disposition.

"(D) REBATE TO UNITED STATES.-An issue shall be treat-
ed as meeting the requirements of this subparagraph only if
an amount equal to the sum of-

"(i) the excess of-
"(I) the aggregate amount earned on all nonpur-

pose obligations (other than investments attributa-
ble to an excess described in this clause), over

"(IV the amount which would have been earned
if all nonpurpose obligations were invested at a
rate equal to the yield on the issue, plus

"(ii) any income attributable to the excess described
in clause (i),

is paid to the United States by the issuer in accordance
with the requirements of subparagraph (E).

"(E) DUE DATE OF PAYMENTS UNDER SUBPARAGRAPH
(D).-The amount which is required to be paid to the
United States by the issuer shall be paid in installments
which are made at least once every 5 years. Each install-
ment shall be in an amount which insures that 90 percent
of the amount described in subparagraph (D) with respect
to the issue at the time payment of such installment is re-
quired will have been paid to the United States. The last
installment shall be made no later than 30 days after the
day on which the last obligation of the issue is redeemed
and shall be in an amount sufficient to pay the remaining
balance of the amount described in subparagraph (D) with
respect to such issue.

'(F) SPECIAL RULES FOR APPLYING SUBPARAGRAPH (D).-
"(i) IN GENERAL.-In determining the aggregate

amount earned on nonpurpose obligations for purposes
of subparagraph (D)-

"(I) any gain or loss on the disposition of a non-
purpose obligation shall be taken into account, and

"(II) unless the issuer otherwise elects, any
amount earned on a bona fide debt service fund
shall not be taken into account if the gross earn-
ings on such fund for the bond year is less than
$100,000.

"(ii) TEMPORARY INVESTMENTS. -Notwithstanding
subparagraph (D), an issue shall, for purposes of this
paragraph, be treated as meeting the requirements of
subparagraph (D) if the gross proceeds of such issue are
expended for the governmental purpose for which the
bond was issued by no later than the day which is 6



months after the date of issuance of such issue. Gross
proceeds which are held in a bona fide debt service
fund shall not be considered gross proceeds for pur-
poses of this paragraph only.

"(G) EXEMPTION FROM GROSS INCOME OF SUM REBATED. -

Gross income does not include the sum described in sub-
paragraph (D). Notwithstanding any other provision of this
title, no deduction shall be allowed for any amount paid to
the United States under subparagraph (D).

"(H) DEFINITIONS. -For purposes of this paragraph-
"(i) NONPURPOSE OBLIGATIONS.-The term 'nonpur-

pose obligation' means any security (within the mean-
ing of subparagraph (A) or (B) of section 165(g)(2)) or
any obligation not described in subsection (a) which-

"(I) is acquired with the gross proceeds of an
issue, and

"(II) is not acquired in order to carry out the
governmental purpose of the issue.

"(ii) GROSS PROCEEDS.-The gross proceeds of an
issue include-

"(I) amounts received (including repayments of
principal) as a result of investing the original pro-
ceeds of the issue, and

"(II) amounts used to pay debt service on the
issue.

"(iii) YIELD.-The yield on the issue shall be deter-
mined on the basis of the issue price (within the mean-
ing of section 1273 or 1274)".

(b) CONFORMING AMENDMENTS. -

(1) Paragraph (1) of section 103A(i) (relating to arbitrage) is
amended by striking out "section 103(c)" and inserting in lieu
thereof "section 103(c) (other than section 103(c)(6))"

(2) Subsection (c) of section 103 is amended by striking out
"Bonds" in the heading.

(3) Paragraph (1) of section 103(c) is amended by inserting "to
arbitrage bonds" in the heading.

(c) EFFECTIVE DATE.-
(1) IN GENERAL. -Except as otherwise provided in this subsec-

tion, the amendments made by this section shall apply with re-
spect to bonds issued after December 31, 1984.

(2) ExcEPTIoN.-The amendments made by this section shall
not apply to obligations issued by the Essex County Port Au-
thority of New York and New Jersey as part of an issue ap-
proved by Essex County, New Jersey, on July 7, 1981, and ap-
proved by the State of New Jersey on December 31, 1981. The
aggregate face amount of bonds to which this paragraph applies
shall not exceed $350,000,000.

SEC. 625. STUDENT LOAN BOND.

(a) ARBITRAGE REGULATIONS.-

(1) IN GENERAL.-The Secretary shall prescribe regulations
which specify the circumstances under which a qualified stu-
dent loan bond shall be treated as an arbitrage bond for pur-



poses of section 103 of the Internal Revenue Code of 1954. Such
regulations may provide that-

(A) paragraphs (4) and (5) of section 103(c) of such Code
shall not apply, and

(B) rules similar to section 103(c)(6) shall apply,
to qualified student loan bonds.

(2) DEFINITIoNs.-For purposes of this subsection-
(A) QUALIFIED STUDENT LOAN BOND.-The term 'qualified

student loan bond' has the meaning given to such term by
section 103(o)(3) of the Internal Revenue Code of 1954 (as
amended by this Act).

(B) ARBITRAGE BOND.-The term "arbitrage bond" has
the meaning given to such term by section 103(c)(2).

(3) EFFECTIVE DATE. -

(A) IN GENERAL.-Except as otherwise provided in this
paragraph, any regulations prescribed by the Secretary
under paragraph (1) shall apply to obligations issued after
the qualified date.

(B) QUALIFIED DATE.-
(i) IN GENERAL.-For purposes of this paragraph, the

term "qualified date" means the earlier of-
(I) the date on which the Higher Education Act

of 1965 expires, or
(II) the date, after the date of enactment of this

Act, on which the Higher Education Act of 1965 is
reauthorized.

(ii) PUBLICATION OF REGULATIONS. -Notwithstanding
clause (i), the qualified date shall not be a date which
is prior to the date that is 6 months after the date on
which the regulations prescribed under paragraph (1)
are published in the Federal Register.

(C) REFUNDING OBLIGATIONS.-Regulations prescribed by
the Secretary under paragraph (1) shall not apply to any ob-
ligation issued exclusively to refund any qualified student
loan bond which was issued before the qualified date,
except that the requirements of subparagraphs (A) and (B)
of section 625(c)(5) of this Act must be met with respect to
such refunding.

(D) FULFILLMENT OF COMMITMENTS. -Regulations pre-
scribed by the Secretary under paragraph (1) shall not
apply to any obligations which are needed to fulfill written
commitments to acquire or finance student loans which are
originated after June 30, 1984, and before the qualified
date, but only if-

(i) such commitments are binding on the qualified
date, and

(ii) the amount of such commitments is consistent
with practices of the issuer which were in effect on
March 15, 1984, with respect to establishing secondary
markets for student loans.

(b) ARBITRAGE LIMITATION ON STUDENT LOAN BONDS WHICH ARE

NOT QUALIFIED STUDENT LOAN BoNDs.-Under regulations pre-
scribed by the Secretary of the Treasury or his delegate, any student
loan bond (other than a qualified student loan bond) issued after



December 31, 1985, shall be treated as an obligation not described in
subsection (a) (1) or (2) of section 103 of the Internal Revenue Code
of 1954 unless the issue of which such obligation is a part meets re-
quirements similar to those of sections 103(c)(6) and 103A(i) of such
Code.

(c) ISSUANCE OF STUDENT LOAN BONDS WHICH ARE NOT TAX-
EXEMPT.-Any issuer who may issue obligations described in section
103(a) of the Internal Revenue Code of 1954 may elect to issue stu-
dent loan bonds which are not described in such section 103(a) of
such Code without prejudice to-

(1) the status of any other obligations issued, or to be issued,
by such issuer as obligations described in section 103(a) of such
Code, or

(2) the status of the issuer as an organization exempt from
taxation under such Code.

(d) FEDERAL EXECUTIVE BRANCH JURISDICTION OVER TAX-EXEMPT
STATUS.-For purposes of Federal law, any determination by the ex-
ecutive branch of the Federal Government of whether interest on
any obligation is exempt from taxation under the Internal Revenue
Code of 1954 shall be exclusively within the jurisdiction of the De-
partment of the Treasury.

(e) STUDY ON TAX EXEMPT STUDENT LOAN BONDS.-
(1) IN GENERAL.-The Comptroller General of the United

States and the Director of the Congressional Budget Office,
shall conduct studies of-

(A) the appropriate role of tax-exempt bonds which are
issued in connection with the guaranteed student loan pro-
gram and the PLUS program established under the Higher
Education Act of 1965, and

(B) the appropriate arbitrage rules for such bonds.
(2) REPORT.-The Comptroller General of the United States

and the Director of the Congressional Budget Office, shall
submit to the Committee on Finance and the Committee on
Labor and Human Resources of the Senate and the Committee
on Ways and Means and the Committee on Education and
Labor of the House of Representatives reports on the studies
conducted under paragraph (1) by no later than 9 months after
the date of enactment of this Act.

PART III-OTHER RESTRICTIONS

SEC. 626. DENIAL OF TAX EXEMPTION TO CONSUMER LOAN BONDS.
(a) IN GENERAL.-Section 103 (relating to interest on certain gov-

ernmental obligations) is amended by adding at the end thereof the
following new subsection:

"(o) CONSUMER LOAN BONDS. -
"(1) DENIAL OF TAX EXEMPTION.-For purposes of this title,

any consumer loan bond shall be treated as an obligation
which is not described in subsection (a).

"(2) CONSUMER LOAN BONDS.-For purposes of this subsec-
tion-

"(A) IN GENERAL.-The term 'consumer loan bond' means
any obligation which is issued as part of an issue all or a
significant portion of the proceeds of which are reasonably
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expected to be used directly or indirectly to make or finance
loans (other than loans described in subparagraph (C)) to
persons who are not exempt persons (within the meaning of
subsection (b)(3)).

"(B) EXCLUDED OBLIGATIONS.-The term 'consumer loan
bond'shall not include any-

"(i) qualified student loan bond,
"(ii) industrial development bond, or
"(iii) qualified mortgage bond or qualified veterans'

mortgage bond.
"(C) EXCLUDED LOANS.-A loan is described in this sub-

paragraph if the loan-
"(i) enables the borrower to finance any governmen-

tal tax or assessment of general application for an es-
sential governmental function, or

"(ii) is used to acquire or carry nonpurpose obliga-
tions (within the meaning of subsection (c)(6)(G)(i)).

"(3) QUALIFIED STUDENT LOANS.-For purposes of this subsec-
tion, the term qualifiedd student loan bond' means any obliga-
tion which is issued as part of an issue all or a major portion
of the proceeds of which are reasonably expected to be used di-
rectly or indirectly to make or finance student loans under a
program of general application to which the Higher Education
Act of 1965 applies if-

"(A) limitations are imposed under the program on-
"(i) the maximum amount of loans outstanding to

any student, and
"(ii) the maximum rate of interest payable on any

loan,
"(B) the loans are directly or indirectly guaranteed by the

Federal Government,
"(C) the financing of loans under the program is not lim-

ited by Federal law to the proceeds of obligations the inter-
est on which is exempt from taxation under this title, and

"(D) special allowance payments under section 428 of the
Higher Education Act of 1965-

"(i) are authorized to be paid with respect to loans
made under the program, or

"(ii) would be authorized to be made with respect to
loans under the program if such loans were not fi-
nanced with the proceeds of obligations the interest on
which is exempt from taxation under this title.

Such term shall not include any obligation issued under a State
program which discriminates on the basis of the location (in
the United States) at which the educational institution is locat-
ed.

(b) EFFECTIVE DATES.-
(1) IN GENERAL.-Except as otherwise provided in this subsec-

tion the amendment made by subsection (a) shall apply to obli-
gations issued after the date of enactment of this Act.

(2) EXCEPTIONS FOR CERTAIN STUDENT LOAN PROGRAMS.-

(A) IN GENERAL.-The amendments made by this section
shall not apply to obligations issued by a program de-
scribed in the following table to the extent the aggregate



face amount of such obligations does not exceed the amount
of allowable obligations specified in the following table
with respect to such program:

Amount of
Program A llowableObligations

Colorado Student Obligation Bond Authority ............................................... $60 million
Connecticut Higher Education Supplementary Loan Authority ................. $15.5 million
D istrict of Colum bia ........................................................................................... $50 m illion
Illinois H igher Education Authority ............................................................... $11 million

S tate of Iow a ........................................................................................................ $16 m illion
Louisiana Public Facilities Authority ............................................................ $75 million
Maine Health and Higher Education Facilities Authority ......................... $5 million

Maryland Higher Education Supplemental Loan Program ........................ $24 million
Massachusetts College Student Loan Authority ............................................ $90 million
Minnesota Higher Education Coordinating Board ....................................... $60 million
New Hampshire Higher Education and Health Facilities Authority . $39 million
New York Dormitory Authority ................................... $120 million
Pennsylvania Higher Education Assistance Agency ..................................... $300 million
Georgia Private Colleges and University Authority ...................................... $31 million
Wisconsin State Building Commission ............................................................ $60 million
South Dakota Health and Educational Facilities Authority ..................... $6 million

(B) PENNSYLVANIA HIGHER EDUCATION ASSISTANCE

AGENCY.-Subparagraph (A) shall apply to obligations
issued by the Pennsylvania Higher Education Assistance
Agency only if such obligations are issued solely for the
purpose of refunding student loan bonds outstanding on
March 15, 1984.

(4) CERTAIN TAX-EXEMPT MORTGAGE SUBSIDY BONDS. -For pur-
poses of applying section 103(o) of the Internal Revenue Code of
1954, the term "consumer loan bond" shall not include any
mortgage subsidy bond (within the meaning of section 103A(b)
of such Code) to which the amendments made by section 1102 of
the Mortgage Subsidy Bond Tax Act of 1980 do not apply.

(5) REFUNDING EXCEPTION.-The amendments made by this
section shall not apply to any obligation or series of obligations
the proceeds of which are used exclusively to refund obligations
issued before March 15, 1984, except that-

(A) the amount of the refunding obligations may not
exceed 101 percent of the aggregate face amount of the re-
funded obligations, and

(B) the maturity date of any refunding obligation may
not be later than the date which is 17 years after the date
on which the refunded obligation was issued (or, in the
case of a series of refundings, the date on which the origi-
nal obligation was issued).

(6) EXCEPTION FOR CERTAIN ESTABLISHED PROGRAMS.-The

amounts made by this section shall not apply to any obligation
substantially all of the proceeds of which are used to carry out
a program established under State law which has been in effect
in substantially the same form during the 30-year period ending
on the date of enactment of this Act, but only if such proceeds
are used to make loans or to fund similar obligations-

(A) in the same manner in which,



(B) in the same (or lesser) amount per participant, and
(C) for the same purposes for which,

such program was operated on March 15, 1984. This subpara-
graph shall not apply to obligations issued on or after March
15, 1987.
(7) CERTAIN BONDS FOR RENEWABLE ENERGY PROPERTY.-The

amendments made by this section shall not apply to any obliga-
tions described in section 243 of the Crude Oil Windfall Profit
Tax Act of 1980.

SEC. 627. LIMITATIONS ON ACQUISITIONS OF LAND, EXISTING FACILITIES,
ETC.

(a) LIMITATION ON USE FOR LAND AcQuISITION.-Subsection (b) of
section 103 is amended by adding at the end thereof the following
new paragraph:

"(16) LIMITATION ON USE FOR LAND ACQUISITION. -
"(A) IN GENERAL.-Paragraphs (4), (5), and (6) shall not

apply with respect to any obligation issued as part of an
issue if-

"(i) any portion of the proceeds of such issue are to be
used (directly or indirectly) for the acquisition of land
(or an interest therein) to be used for farming purposes,
or

"(ii) 25 percent or more of the proceeds of such issue
are to be used (directly or indirectly) for the acquisition
of land not described in clause (i) (or an interest there-
in).

In the case of an obligation described in paragraph (5) (re-
lating to industrial parks), clause (i) shall be applied by
substituting '50 percent'for '25 percent'.

"(B) EXCEPTION FOR FIRST-TIME FARMERS. -

"(i) IN GENERAL.-If the requirements of clause (ii)
are met with respect to any land, subparagraph (A)
shall not apply to such land, and paragraph (17) shall
not apply to property located thereon or to property to
be acquired within 1 year to be used in farming, but
only to the extent of expenditures (financed with the
proceeds of the issue) not in excess of $250,000.

"(ii) ACQUISITION BY FIRST-TIME FARMERS.-The re-
quirements of this clause are met with respect to any
land if-

"(I) such land is to be used for farming purposes,
and

"(II) such land is to be acquired by an individ-
ual who is a first-time farmer, who will be the
principal user of such land, and who will materi-
ally and substantially participate on the farm of
which such land is a part in the operation of such
farm.

"(iii) FIRST-TIME FARMER.-For purposes of this sub-
paragraph, the term 'first-time farmer' means any indi-
vidual if such individual has not at any time had any
direct or indirect ownership interest in substantial
farmland in the operation of which such individual



materially participated. For purposes of this subpara-
graph, any ownership or material participation by an
individual's spouse or minor child shall be treated as
ownership and material participation by the individ-
ual.

"(iv) FARM.-For purposes of this subparagraph, the
term 'farm' has the meaning given such term by section
6420(c)(2).

"(v) SUBSTANTIAL FARMLAND.-The term 'substantial
farmland' means any parcel of land unless-

"(I) such parcel is smaller than 15 percent of the
median size of a farm in the county in which such
parcel is located, and

"(II) the fair market value of the land does not at
any time while held by the individual exceed
$125,000.

"(C) EXCEPTION FOR CERTAIN LAND ACQUIRED FOR ENVI-

RONMENTAL PURPOSES.-Any land acquired by a public
agency in connection with an airport, mass transit, or port
development project shall not be taken into account under
subparagraph (A) if-

"(i) such land is acquired for a noise abatement, wet-
land preservation, future use, or other public purpose,
and

"(ii) there is not other significant use of such land."
(b) ACQUISITION OF EXISTING PROPERTY NOT PERMITTED.-Subsec-

tion (b) of section 103 (relating to industrial development bonds) is
amended by adding at the end thereof the following new paragraph:

"(17) ACQUISITION OF EXISTING PROPERTY NOT PERMITTED. -
"(A) IN GENERAL.-Paragraphs (4), (5), (6), and (7) shall

not apply to any obligation issued as part of an issue if any
portion of the proceeds of such issue is to be used for the
acquisition of any property (or an interest therein) unless
the first use of such property is pursuant to such acquisi-
tion.

"(B) EXCEPTION FOR CERTAIN REHABILITATIONS. -Sub-
paragraphs (A) shall not apply with respect to any building
(and the equipment therefor) if-

"(i) the rehabilitation expenditures with respect to
such building equals or exceeds

"(ii) 15 percent of the portion of the cost of acquiring
such building (and equipment) financed with the pro-
ceeds of the issue.

A rule similar to the rule of the preceding sentence shall
apply in the case of facilities other than a building except
that clause (ii) shall be applied by substituting '100 percent'
for '15 percent'.

"(C) REHABILITATION EXPENDITURES. -
For purposes of this paragraph-

"(i) IN GENERAL.-Except as provided in this sub-
paragraph, the term rehabilitation expenditures'
means any amount properly chargeable to capital ac-
count which is incurred by the person acquiring the
building for property (or additions or improvements to



property) in connection with the rehabilitation of a
building. In the case of an integrated operation con-
tained in a building before its acquisition, such term
includes rehabilitating existing equipment in such
building or replacing it with equipment having sub-
stantially the same function. For purposes of this
clause, any amount incurred by a successor to the
person acquiring the building or by the seller under a
sales contract with such person shall be treated as in-
curred by such person.

"(ii) CERTAIN EXPENDITURES NOT INCLUDED.-The

term 'rehabilitation expenditures' does not include any
expenditure described in section 48(g)(2)(B) (other than
clause (i) thereof).

"(iii) PERIOD DURING WHICH EXPENDITURES MUST BE

INCURRED.-The term 'rehabilitation expenditures'
shall not include any amount which is incurred after
the date 2 years after the later of-

"(I) the date on which the building was ac-
quired, or

"(II) the date on which the obligation was
issued."

(c) USE OF TAX-EXEMPT BONDS PROHIBITED FOR SKYBOXES,
AIRPLANES, GAMBLING ESTABLISHMENTS, ETc.-Subsection (b)
of section 103 (relating to industrial development bonds) is
amended by adding at the end thereof the following new para-
graph:

"(18) No PORTION OF BONDS MAY BE ISSUED FOR SKYBOXES,

AIRPLANES, GAMBLING ESTABLISHMENTS, ETC.-Paragraphs (4),
(5), and (6) shall not apply to any obligation issued as part of
an issue if any portion of the proceeds of such issue is to be
used to provide any airplane, skybox, or other private luxury
box, any health club facility, any facility primarily used for
gambling, or any store the principal business of which is the
sale of alcoholic beverages for consumption off premises."

SEC. 628. MISCELLANEOUS INDUSTRIAL DEVELOPMENT BOND PROVISIONS.
(a) CERTAIN RESTRICTIONS APPLY TO EXEMPTIONS NOT CONTAINED

IN INTERNAL REVENUE CODE OF 1954.-
(1) Paragraph (1) of section 103(m) (relating to obligations

exempt other than under this title) is amended by adding at the
end thereof the following new sentence: "In the case of an obli-
gation issued after December 31, 1983, such obligation shall not
be treated as described in this paragraph unless the appropriate
requirements of subsections (b), (c), (h), (k), (1), and (n) of this
section and section 103A are met with respect to such obliga-
tion. For purposes of applying such requirements, a possession
of the United States shall be treated as a State; except that
clause (ii) of subsection (o)(4)(A) shall not apply."

(2) Subparagraph (B) of section 103(m)(2) is amended to read
as follows:

"(B) is exempt from tax under this title without regard to
any provision of law not contained in this title."



(3) Subsection (m) of section 103 is amended by adding at the
end thereof the following new paragraph:

"(3) EXCEPTIONS.-The following obligations shall be treated
as obligations described in paragraph (1) (without regard to the
second sentence thereof):

"(A) Any obligation issued pursuant to the Northwest
Power Act.

"(B) Any obligation issued pursuant to section 608(6)(A)
of Public Law 97-468.

"(C) Any obligation described in section 243 of the Crude
Oil Windfall Profits Tax Act of 1980.

(b) EXPANSION OF TAX-EXEMPT BOND FINANCED PROPERTY
REQUIRED To BE DEPRECIATED ON STRAIGHT-LINE BASIS.-

(1) IN GENERAL. -Subparagraph (C) of section 168(f)(12) (relat-
ing to limitations on property financed with tax-exempt bonds)
is amended to read as follows:

"(C) EXCEPTION FOR PROJECTS FOR RESIDENTIAL RENTAL

PROPERTY.-Subparagraph (A) shall not apply to any recov-
ery property which is placed in service in connection with
projects for residential rental property financed by the pro-
ceeds of obligations described in section 103(b)(4)(A)."

(2) CONFORMING AMENDMENT. -Paragraph (12) of section
168(f) is amended by striking out subparagraph (D) and by re-
designating subparagraph (E) as subparagraph (D).

(c) AGGREGATION OF ISSUES FOR SINGLE PROJECT. -Paragraph (6)
of section 103(b) (relating to exemption for small issues) is amended
by adding at the end thereof the following new subparagraph:

"(P) AGGREGATION OF ISSUES WITH RESPECT TO SINGLE
PROJECT.-For purposes of this paragraph, 2 or more issues
part or all of which are to be used with respect to a single
building, an enclosed shopping mall, or a strip of offices,
stores, or warehouses using substantial common facilities
shall be treated as 1 issue (and any person who is a princi-
pal user with respect to any of such issues shall be treated
as a principal user with respect to the aggregated issue)."

(d) DEFINITION OF RELATED PERSONS IN THE CASE OF PARTNER-

SHIPs.-Paragraph (13) of section 103(b) (relating to exception where
bond held by substantial user) is amended by adding at the end
thereof the following new sentences: "For, purposes of this para-
graph-

"(A) a partnership and each of its partners (and their spouses
and minor children) shall be treated as related persons. and

"(B) an S corporation and each of its shareholders (and their
spouses and minor children) shall be treated as related per-

, sons. ".
(e) RESIDENTIAL RENTAL PROPERTY MAY BE IN MIXED USE STRUC-

TURE.-Paragraph (4) of section 103(b) (relating to certain exempt ac-
tivities) is amended by adding at the end thereof the following new
sentence: "For purposes of subparagraph (A), any property shall not
be treated as failing to be residential rental property merely because
part of the building in which such property is located is used for
purposes other than residential rental purposes."

(f) PUBLIC APPROVAL REQUIREMENT IN THE CASE OF PUBLIC AIR-
PORT. -If-



(1) the proceeds of any issue are to be used to finance a facili-
ty or facilities located on a public airport, and

(2) the governmental unit issuing such obligations is the
owner or operator of such airport,

such governmental unit shall be deemed to be the only governmen-
tal unit having jurisdiction over such airport for purposes of subsec-
tion (k) of section 103 of the Internal Revenue Code of 1954 (relating
to public approval for industrial development bonds).

(g) REPEAL OF ADVANCE REFUNDING OF QUALIFIED PUBLIC FACILI-

TiEs.-Paragraph (7) of section 103(b) (relating to advance refunding
of qualified public facilities) is hereby repealed.
SEC. 629. CERTAIN PUBLIC UTILITIES TREATED AS EXEMPTED PERSONS

UNDER SECTION 103(b); SPECIAL RULES FOR CERTAIN RAIL-
ROADS.

(a) CERTAIN PUBLIC UTILITIEs.-For purposes of applying section
103(b)(3) of the Internal Revenue Code with respect to-

(1) any obligations issued after the date of enactment of this
Act, and

(2) any obligations issued after December 31, 1969, which were
treated as obligations described in section 103(a) of such Code
on the day on which such obligations were issued,

the term "exempt person" shall include a regulated public utility
having any customer service area within a State served by a public
power authority which was required as a condition of a Federal
Power Commission license specified by an Act of Congress enacted
prior to the enactment of section 107 of the Revenue and Expendi-
ture Control Act of 1968 (Public Law 90-364) to contract to sell
power to one such utility and which is authorized by State law to
sell power to other such utilities, but only with respect to the pur-
chase by any such utility and resale to its customers of any output
of any electrical generation facility or any portion thereof or any use
of any electrical transmission facility or any portion thereof fi-
nanced by such power authority and owned by it or by such State,
and provided that by agreement between such power authority and
any such utility there shall be no markup in the resale price
charged by such utility of that component of the resale price which
represents the price paid by such utility for such output or use.

(b) CERTAIN RAILROADS.-Section 103(b)(1) of the Internal Reve-
nue Code of 1954 shall not apply to any obligation which is de-
scribed in section 103(b)(6)(A) of such Code if-

(1) substantially all of the proceeds of such obligation are
used to acquire railroad track and right-of-way from a railroad
involved in a title 11 or similar proceeding (within the meaning
of section 368(a)(3)(A) of such Code), and

(2) the Federal Railroad Administration provides joint fi-
nancing for such acquisitions.

(C) SPECIAL RULES FOR SUBSECTION (A).-

(1) OBLIGATIONS SUBJECT TO CAP.-Any obligation described
in subsection (a) shall be treated as a private activity bond for
purposes of section 103(n) of the Internal Revenue Code of 1954.

(2) LIMITATION ON AMOUNT OF OBLIGATIONS TO WHICH SUBSEC-

TION (A)(1) APPLIES.-The aggregate amount of obligations to
which subsection (a)(1) applies shall not exceed $625,000,000.



(3) LIMITATION ON PURPOSES.-Subsection (a)(1) shall only
apply to obligations issued as part of an issue substantially all
the proceeds of which are used to provide 1 or more of the fol-
lowing:

(A) Cable facilities.
(B) Small hydroelectric facilities.
(C) The acquisition of an interest in an electrical generat-

ing facility.
SEC. 630. EXTENSION OF SMALL ISSUE INDUSTRIAL DEVELOPMENT BOND

EXCEPTION.
Subparagraph (N) of section 103(D)(6) (relating to termination

date) is amended to read as follows:
"(N) TERMINATION DATES. -

"(i) IN GENERAL.-This paragraph shall not apply to
any obligation issued after December 31, 1986 (includ-
ing any obligations issued to refund an obligation
issued on or before such date).

"(ii) OBLIGATIONS USED TO FINANCE MANUFACTURING
FACILITIES.-In the case of an obligation which is part
of an issue substantially all of the proceeds of which
are to be used to provide a manufacturing facility,
clause (i) shall be applied by substituting '1988' for
'1986'

"(iii) MANUFACTURING FACILITY.-For purposes of
this subparagraph, the term 'manufacturing facility'
means any facility which is used in the manufacturing
or production of tangible personal property (including
the processing resulting in a change in the condition of
such property).

SEC. 631. EFFECTIVE DATES.

(a) PRIVATE ACTIVITY BOND CAP. -
(1) IN GENERAL.-Except as otherwise provided in this subsec-

tion, the amendment made by section 621 shall apply to obliga-
tions issued after December 31, 1983.

(2) INDUCEMENT RESOLUTION BEFORE JUNE 19, 1984.-The
amendment made by section 621 shall not apply to any issue of
obligations if-

(A) there was an inducement resolution (or other compa-
rable preliminary approval) for the issue before June 19,
1984, and'

(B) the issue is issued before January 1, 1985.
(3) CERTAIN PROJECTS PRELIMINARILY APPROVED BEFORE OC-

TOBER 19, 1983, GIVEN APPROVAL.-If-
(A) there was an inducement resolution (or other compa-

rable preliminary approval) for a project before October 19,
1983, by any issuing authority,

(B) a substantial user of such project notifies the issuing
authority within 30 days after the date of the enactment of
this Act that it intends to claim its rights under this para-
graph, and

(C) construction of such project began before October 19,
198, or the substantial user was under a binding contract
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on such date to incur significant expenditures with respect
to such project,

such issuing authority shall allocate its share of the limitation
under section 103(n) of such Code for the calendar year during
which the obligations were to be issued pursuant to such resolu-
tion (or other approval) first to such project. If the amount of
obligations required by all projects which meet the requirements
of the preceding sentence exeeds the issuing authority's share of
the limitation under section 103(n) of such Code, priority under
the preceding sentence shall be provided first to those projects
for which substantial expenditures were incurred before October
19, 1983. If any issuing authority fails to meet the requirements
of this paragraph, the limitation under section 103(n) of such
Code for the issuing authority for the calendar year following
such failure shall be reduced by the amount of obligations with
respect to which such failure occurred.

(3) EXCEPTION FOR CERTAIN BONDS FOR A CONVENTION CENTER
AND RESOURCE RECOVERY PROJECT.-In the case of any city, if-

(A) the city council of such city authorized a feasibility
study for a convention center on June 10, 1982, and

(B) on November 4, 198, a municipal authority acting
for such city accepted a proposal for the construction of a
facility that is capable of generating steam and electricity
through the combustion of municipal waste,
the amendment made by section 621 shall not apply to any
issue, issued during 1984, 1985, 1986, or 1987 and substan-
tially all of the proceeds of which are to be used to finance
the convention center (or access ramps and parking facili-
ties therefor) described in subparagraph (A) or the facility
described in subparagraph (B).

(b) PROPERTY FINANCED WITH TAX-EXEMPT BONDS REQUIRED To
BE DEPRECIATED ON STRAIGHT-LINE BASIS. -

(1) IN GENERAL.-Except as otherwise provided in this section,
the amendments made by section 628(b) shall apply to property
placed in service after December 31, 1983, to the extent such
property is financed by the proceeds of an obligation (including
a refunding obligation) issued after October 18, 1983.

(2) EXCEPTIONS. -
(A) CONSTRUCTION OR BINDING AGREEMENT.-The amend-

ments made by section 628(b) shall not apply with respect to
facilities-

(i) the original use of which commences with the tax-
payer and the construction, reconstruction, or rehabili-
tation of which began before October 19, 198, or

(ii) with respect to which a binding contract to incur
significant expenditures was entered into before Octo-
ber 19, 1983.

(B) REFUNDING. -
(i) IN GENERAL.-Except as provided in clause (ii), in

the case of property placed in service after December 31,
198, which is financed by the proceeds of an obliga-
tion which is issued solely to refund another obligation
which was issued before October 19, 198, the amend-
ments made by section 628(b) shall apply only with re-



spect to an amount equal to the basis in such property
which has not been recovered before the date such re-
funded obligation is issued.

(ii) SIGNIFICANT EXPENDITURES.-In the case of fa-
cilities the original use of which commences with the
taxpayer and with respect to which significant expendi-
tures are made before January 1, 1984, the amend-
ments made by section 628(b) shall not apply with re-
spect to such facilities to the extent such facilities are
financed by the proceeds )f an obligation issued solely
to refund another obligation which was issued before
October 19, 1983.

(C) FACILITIE.-In the case of an inducement resolution
or other comparable preliminary approval adopted by an is-
suing authority before October 19, 198, for purposes of ap-
plying subparagraphs (A)(i) and (B)(ii) with respect to obli-
gations described in such resolution, the term "facilities"
means the facilities described in such resolution.

(c) OTHER PROVISIONS RELATING TO TAX-EXEMPT BONDS.-
(1) IN GENERAL.-Except as otherwise provided in this section,

the amendments made by this subtitle shall apply to obliga-
tions issued after December 31, 1983.

(2) OBLIGATIONS INVESTED IN FEDERALLY INSURED DEPOSITS.-
Notwithstanding any other provision of this section, clause (ii)
of section 103(h)(2)(B) of the Internal Revenue Code of 1954 (as
amended by this subtitle) shall apply to obligations issued after
April 14, 1983; except that such clause shall not apply to any
obligation issued pursuant to a binding contract in effect on
March 4, 1983.
(3) EXCEPTIONS. -

(A) CONSTRUCTION OR BINDING AGREEMENT.-The amend-
ments made by this subtitle (other than section 621) shall
not apply to obligations with respect to facilities-

(i) the original use of which commences with the tax-
payer and the construction, reconstruction, or rehabili-
tation of which began before October 19, 198, or

(ii) with respect to which a binding contract to incur
significant expenditures was entered into before Octo-
ber 19, 1983.

(B) FACILITIES. -Subparagraph (C) of subsection (b)(2)(A)
shall apply for purposes of subparagraph (A) of this para-
graph.

(4) REPEAL OF ADVANCE REFUNDING OF QUALIFIED PUBLIC FA-
CILITIES.-The amendment made by section 628() shall apply to
refunding obligations issued after the date of the enactment of
this Act; except that if substantially all the proceeds of the re-
funded issue were used to provide airports or docks, such
amendment shall only apply to refunding obligations issued
after December 31, 1984. In the case of any refunding obligation
with respect to the Alabama State Docks Department or the
Dade County Florida Airport, the preceding sentence shall be
applied by substituting "December 31, 1985 'for "December 21,
1984 "



(d) PROVISIONS OF THIS SUBTITLE NOT To APPLY TO CERTAIN
PROPERTY.-The amendments made by this subtitle shall not apply
to any property (and shall not apply to obligations issued to finance
such property) if such property is described in any of the following
paragraphs:

(1) Any property described in paragraph (5), (6), or (7) of sec-
tion 32(g) of this Act.

(2) Any property described in paragraph (4) of section 32(g) of
such Act but only if the obligation is issued before January 1,
1985.

(3) Any property described in paragraph (3) of section 216(b) of
the Tax Equity and Fiscal Responsibility Act of 1982.

(4) Any solid waste disposal facility described in section
103(b)(4)(E) of the Internal Revenue Code of 1954 if-

(A) a State public authority created pursuant to State leg-
islation which took effect on June 18, 1973, took formal
action before October 19, 198, to commit development
funds for such facility,

(B) such authority issues obligations for any such facility
before January 1, 1987, and

(C) expenditures have been made for the development of
any such facility before October 19, 1983.

(e) DETERMINATION OF SIGNIFICANT EXPENDITURE.-

(1) IN GENERAL.-For purposes of this section, the term "sig-
nificant expenditures" means expenditures which equal or
exceed the lesser of-

(A) $15,000,000, or
(B) 20percent of the estimated cost of the facilities.

(2) CERTAIN GRANTS TREATED AS EXPENDITURES.-For pur-
poses of paragraph (1), the amount of any UDAG grant prelimi-
narily approved on May 5, 1981, or April 4, 198, shall be treat-
ed as an expenditure with respect to the facility for which such
grant was so approved.

(f) EXCEPTIONS FOR CERTAIN OTHER AMENDMENTS.-If-
(1) there was an inducement resolution (or other comparable

preliminary approval) for an issue before June 1, 1984, by any
issuing authority, and

(2) such issue is issued before January 1, 1985, the following
amendments shall not apply:

(A) the amendments made by section 623,
(B) the amendments made by subsections (a) and (b) of

section 627 (except to the extent such amendments relate to
farm land),

(C) in the case of a race track, the amendment made by
section 627(c), and

(D) the amendments made by section 628(c).
SEC. 632. MISCELLANEOUS EXCEPTIONS AND SPECIAL RULES.

(a) EXCEPTION FROM PROVISIONS OTHER THAN ARBITRAGE AND
FEDERAL GUARANTEES. -Notwithstanding any other provision of
this tilte, the amendments made by this title (other than by section
622 (relating to Federal guarantees) and section 623 (relating to ar-
bitrage)) shall not apply to the following obligations:



(1) Obligations issued with respect to any waste-to-energy fa-
cility authorized by official action on April 10, 1980 and with
respect to which a subsequent agreement was signed between a
city government and the Department of the Army on December
27, 1982, to jointly pursue construction and operation of such
facility.

(2) Obligations issued to finance a redevelopment program on
9 city blocks adjacent to a transit station but only if such pro-
gram was approved on October 25, 1983.

(3) Obligations issued pursuant to an inducement resolution
adopted on August 8, 1978, for a redevelopment plan for which
a redevelopment trust fund was established on September 7,
1977.

(4) Obligations issued to finance a UDAG project which was
preliminarily approved on December 29, 1982, and which re-
ceived final approval on May , 1984.

(5) Obligations issued to finance a parking garage pursuant to
an inducement resolution adopted on March 9, 1984, in connec-
tion with a project for which a UDAG grant application was
made on January 31, 1984.

(6) Obligations which-
(A) are issued to finance a downtown development project

with respect to which an urban development action grant is
made but only if such grant-

(i) was preliminarily approved on November 2, 1983,
and

(ii) received final approval before June 1, 1984, and
(B) are issued pursuant to inducement resolutions that

were adopted on December 21, 1982, July 5, 198, and
March 1, 1983,

but only to the extent the aggregate face amount of such obliga-
tions does not exceed $34,000,000.

(7) Obligations with respect to which an inducement resolu-
tion was adopted on March 5, 1984, for the purpose of acquiring
existing airport facilities at more than 12 locations in 1 State
but-

(A) only if the Civil Aeronautics Board certifies that such
transaction would reduce the amount of Federal subsidies
provided under section 419 of the Airline Deregulation Act
of 1978, and

(B) only to the extent the aggregate face amount of such
obligations does not exceed $25,000,000.

(8) Obligations described in subsection (b).
(b) CERTAIN PARKING FACILITY BONDS.-For purposes of the Inter-

nal Revenue Code of 1954, any obligation issued with respect to a
parking facility approved by an agency of a county government on
December 1, 1982, as part of an urban revitalization plan shall be
treated as an obligation described in section 103(b)(4)(D) of such
Code.

(c) EXCEPTION TO CERTAIN BOND LIMITATIoNs.-The amendments
made by section 621 (relating to the limitations on amount of pri-
vate activity bonds) and section 626(a) (relating to the prohibition on
acquiring existing facilities) shall not apply to obligations issued
before January 1, 1987, in connection with the Claymont, Delaware



regeneration plant of the Delaware Economic Development Author-
ity, but only to the extent the aggregate face amount of such obliga-
tion does not exceed $30,000,000.

(d) CERTAIN OBLIGATIONS TREATED AS NOT FEDERALLY GUARAN-

TEED.--For purposes of section 103(h) of the Internal Revenue Code
of 1954, obligations (including refunding obligations) shall not be
treated as federally guaranteed if-

(A) such obligations were issued with respect to any facility,
and

(B) any obligation was issued on June 3, 1982 in the principal
amount of $11,312,125 for the purpose of financing the develop-
ment, study, or related costs incurred with respect to such facili-
ty or any facility related to such facility.

(e) CERTAIN EXPENDITURES TREATED AS SIGNIFICANT EXPENDI-

TURES. -For purposes of this title, expenditures of $850,000 incurred
with respect to any project involving $15,000,000 shall be treated as
significant expenditures if such expenditures were incurred pursu-
ant to an agreement entered into on July 13, 1982, relating to the
discharge of industrial waste after January 1, 1986.

(f) CERTAIN ORDINANCES TREATED AS INDUCEMENT RESOLU-
TIoNS.-For purposes of this title, any ordinance passed on May 3,
1982, with respect to a planned development district shall be treated
as an inducement resolution with respect to obligations issued in
1984 in connection with a mall project for such district.

(g) DELAYED EFFECTIVE DATE WITH RESPECT TO CERTAIN IDBS. -
(1) FERC PROJECTs.-Notwithstanding any other provision of

this title, any amendments made by this title (other than the
amendments to section 103(c) of the Internal Revenue Code of
1954) which, but for this paragraph, would apply to industrial
development bonds issued after December 31, 1984, shall not
apply to any of the following obligations issued before January
1, 1986

(A) obligations issued with respect to Federal Energy Reg-
ulatory Commission project 4657, but only to the extent the
aggregate face amount of such obligations does not exceed
$12,900, 000;

(B) obligations issued with respect to Federal Energy Reg-
ulatory Commission project 2853, but only to the extent the
aggregate face amount of such obligations does not exceed
$28,600, 000; or

(C) obligations issued with respect to Federal Energy Reg-
ulatory Commission project 4700, but only to the extent the
aggregate face amount of such obligations does not exceed
$3,850,000.

(2) PARK CENTRAL NEW TOWN IN TOWN PROJECT.-Notwith-
standing any other provision of this title, any amendments
made by this title (other than the amendments to section 103(c)
of the Internal Revenue Code of 1954) which, but for this para-
graph, would apply to industrial development bonds issued
after December 31, 1984, shall not apply to any obligation
issued before January 1, 1988, with respect to Park Central New
Town In Town Project located in Port Arthur, Texas, but only
to the extent the aggregate face amount of such obligations does
not exceed $80,000,000.



Subtitle C-Miscellaneous Provisions
SEC. 641. CLARIFICATION OF TREATMENT OF CERTAIN EXEMPTIONS FOR

PURPOSES OF THE FEDERAL ESTATE AND GIFT TAXES.

(a) GENERAL RuLE.-Nothing in any provision of law exempting
any property (or interest therein) from taxation shall exempt the
transfer of such property (or interest therein) from Federal estate,
gift, and generation-skipping transfer taxes. In the case of any provi-
sion of law enacted after the date of the enactment of this Act, such
provision shall not be treated as exempting the transfer of property
from Federal estate, gift, and generation-skipping transfer taxes
unless it refers to the appropriate provisions of the Internal Revenue
Code of 1954.

(b) EFFECTIVE DATE.-

"(1) IN GENERAL.-The provisions of subsection (a) shall apply
to the estates of decedents dying, gifts made, and transfers
made on or after June 19, 1984.

"(2) TREATMENT OF CERTAIN TRANSFERS TREATED AS TAX-

ABLE.-The provisions of subsection (a) shall also apply in the
case of any transfer of property (or interest therein) if at any
time there was filed an estate or gift tax return showing such
transfer as subject to Federal estate or gift tax.

"(3) No INFERENCE.-No inference shall arise from para-
graphs (1) and (2) that any transfer of property (or interest
therein) before June 19, 1984, is exempt from Federal estate and
gift taxes.

SEC. 642. REPORTS WITH TRANSFERS OF PUBLIC HOUSING BONDS.

(a) GENERAL RuLE.-With respect to transfers of public housing
bonds occurring after December 31, 1983, and before June 19, 1984,
the taxpayer shall report the date and amount of such transfer and
such other information as the Secretary of the Treasury or his dele-
gate shall prescribe by regulations to allow the determination of the
tax and interest due if it is ultimately determined that such trans-
fers are subject to estate, gift, or generation-skipping tax.
(b) PENALTY FOR FAILURE TO REPORT.-Any taxpayer failing to

provide the information required by subsection (a) shall be liable for
a penalty equal to 25 percent of the excess of (1) the estate, gift, or
generation-skipping tax that is payable assuming that such trans-
fers are subject to tax, over (2) the tax payable assuming such trans-
fers are not so subject.
SEC. 643. TAX-EXEMPT STATUS OF OBLIGATIONS OF CERTAIN EDUCATION-

AL ORGANIZATIONS.

(a) IN GENERAL.-For purposes of section 103 of the Internal Reve-
nue Code of 1954, a qualified educational organization shall be
treated as a State governmental unit, but only with respect to a
trade or business carried on by such organization which is not an
unrelated trade or business (determined by applying section 513(a) of
such Code to such organization).

(b) QUALIFIED EDUCATIONAL ORGANIZATION. -For purposes of sub-
section (a), the term "qualified educational organization" means a
college or university created on February 22, 1855, by specific act of
the legislature of the State within which such college or university
is located.



(c) EFFECTIVE DATE.-This section shall apply to obligations
issued after December 31, 1953.
SEC. 644. LOCAL FURNISHING OF ELECTRICITY OR GAS.

(a) GENERAL RULE.-For the purposes of section 103(b)()(E), fa-
cilities for the local furnishing of electric energy also shall include
a facility that is part of a system providing service to the general
populace (i) if at least 97 percent (measured both by total number of
metered customers and by their annual consumption on a kilowatt
hour basis) of the retail customers of such system are located in two
contiguous counties, and (ii) if the remainder of such customers are
located in a portion of a third contiguous county which portion is
located on a peninsula not directly connected by land to the rest of
the county of which it is a part.

(b) ELECTION TO ALLOCATE TO 1984 ONE-HALF OF STATE LIMIT
FOR 1985, 1986, AND 1987. -Solely for purposes of issuing obligations
described in subsection (a), the issuing authorities of a State may
elect (at such time and in such manner as the Secretary of the
Treasury shall by regulations prescribe) to take into account in 1984
one-half of the amount which would have been the State limit for
the calendar years 1985, 1986, and 1987.
SEC. 645. LOCAL FURNISHING WHERE FACILITY INITIALLY AUTHORIZED BY

FEDERAL GOVERNMENT.
For the purpose of section 103(b)(4)(E), facilities for the local fur-

nishing of electric energy also shall include a facility that is part of
a system providing service to the general populace-

(i) if the facility was initially authorized by the Federal Gov-
ernment in 1962;

(ii) if the facility receives financing of at least 25 percent by
an exempt person;

(iii) if the electric energy generated by the facility is pur-
chased by an electric cooperative qualified as a rural electric
borrower under 7 U.S.C. section 901 et seq. and if;

(iv) the facility is located in a noncontiguous State.
SEC. 646. TREASURY DEPARTMENT DECISIONS AFFECTING TAX-EXEMPT

BONDS.
(a) The Secretary of Education and the Secretary of the Treasury

shall within 90 days of the date of enactment of this provision, es-
tablish procedures under which issuers affected by any decision of
the Secretary of Education or his delegate under section 7 of the
Student Loan Consolidation and Technical Amendments Act of
1983 may request and obtain a hearing and a review of such deci-
sion by the Secretary of the Treasury or his delegate followed by a
written report to the Secretary of Education and to such person with
respect to such review to be filed no later than 60 days of the request
for review (unless the person requesting such review consents to an
extension of time).

(b) Nothing in this section shall affect the exemption from income
taxation of interest on any student loan bond or any issuer of such
bonds.
SEC. 647. SPECIAL RULE FOR POSSESSIONS AND DISTRICT OF COLUMBIA.

Notwithstanding any other provision of law-



(1) the Virgin Islands and American Samoa shall have au-
thority to issue industrial development bonds (within the mean-
ing of section 103(b)(2) of the Internal Revenue Code of 1954),
and

(2) the District of Columbia housing finance agency shall
have the authority to issue obligations described in section
103(b)(4)(A) of such Code and to issue mortgage subsidy bonds
(as defined in section 103A of such Code).

SEC. 648. SPECIAL ARBITRAGE RULE.

Securities or obligations are not described in section 103(c)(2)(A) or
(B) of the Internal Revenue Code of 1954 and are not subject to yield
restrictions to the extent that on the date of issue of a bond issue
which is payable from the investment earnings on such securities or
obligations-

(1) such securities or obligations are held in a fund which,
except to the extent of the investment earnings on such securi-
ties or obligations, cannot be used, under State constitutional or
statutory restrictions continuously in effect since October 9,
1969, to pay debt service on the bond issue or to finance the fa-
cilities that are to be financed with the proceeds of the bonds,

(2) the fund has received no substantial discretionary contri-
butions after October 9, 1969,
(3) the issuer (A) had a practice of issuing bonds secured by

the investment earnings of the fund during the period com-
mencing January 1, 1960, and ending on October 9, 1969, and
(B) has had a continuous practice of issuing bonds secured by
the investment earnings of the fund at least once during each 5-
year period beginning on October 9, 1969, and

(4) the amount of securities or obligations benefitting from
this rule cannot exceed the principal amount of bonds (to which
such securities or other obligations would, but for this rule, be
allocated) which could be issued under applicable laws restrict-
ing the amount of bonds that can be issued (but not restrictions
on the purposes for which bonds can be issued) in effect on Oc-
tober 9, 1969, as applied to the facts on the day of issue.

TITLE VII-TECHNICAL CORRECTIONS

SEC. 701. COORDINATION WITH OTHER TITLES.

For purposes of applying the amendments made by any title of
this Act other than this title, the provisions of this title shall be
treated as having been enacted immediately before the provisions of
such other titles.

Subtitle A-Amendments Related to the Tax
Equity and Fiscal Responsibility Act of 1982

SEC. 711. TECHNICAL CORRECTIONS OF PROVISIONS RELATING TO INDIVID-
UALS.

(a) AMENDMENTS RELATED TO SECTION 201.-
(1) DEFINITION OF REGULAR TAx.-Paragraph (2) of section

55(f) (defining regular tax) is amended by striking out "sections



72(m)(5)(B)" and inserting in lieu thereof "sections 47(a),
72(m)(5%B)".

(2) SPECIAL ELECTION FOR INTANGIBLE DRILLING AND DEVEL-

OPMENT COSTS LIMITED TO WELLS LOCATED IN THE UNITED

STATES.-Subparagraph (A) of section 58(i)(4) (relating to special
election for intangible drilling and development cost not alloca-
ble to interest as limited partner) is amended by inserting
"(with respect to wells located in the United States)" after "in-
tangible drilling costs ".

(3) 3-YEAR AMORTIZATION FOR CIRCULATION EXPENSES. -

(A) Subparagraph (B) of section 57(a)(6) (relating to circu-
lation and research and experimental -expenditures) is
amended to read as follows:

"(B) the amount which would have been allowable for
the taxable year with respect to expenditures paid or in-
curred during such taxable year if-

"(i) the circulation expenditures described in section
173 had been capitalized and amortized ratably over
the 3-year period beginning with the taxable year in
which such expenditures were made, or

"(ii) the research and experimental expenditures de-
scribed in section 174 had been capitalized and amor-
tized ratably over the 10-year period beginning with the
taxable year in which such expenditures were made."

(B) Paragraph (1) of section 58(i) (relating to optional 10-
year writeoff of certain tax preferences) is amended by strik-
ing out "10-year period" and inserting in lieu thereof "10-
year period (3-year period in the case of circulation expendi-
tures described in section 173)".

(C) Subsection (b) of section 173 is amended by striking
out "10-year" and inserting in lieu thereof "3-year".

(4) LOSSES TREATED AS INVESTMENT LOSSES. -Subparagraph
(B) of section 55(e)(8) is amended to read as follows:

"(B) INCOME AND LOSSES TAKEN INTO ACCOUNT IN COM-

PUTING QUALIFIED NET INVESTMENT INCOME.-Any income
or loss derived from a limited business interest shall be
taken into account in computing qualified net investment
income."

(5) TREATMENT OF ALCOHOL FUELS CREDIT. -Subparagraph (c)
of section 55(b)(1) (defining alternative minimum taxable
income) is amended by striking out "section 667" and inserting
in lieu thereof "section 87 or 667".

(b) AMENDMENT RELATED TO SECTION 202.-Paragraph (5) of sec-
tion 213(d) (relating to definitions) is amended by striking out
"paragraph (2)" and inserting in lieu thereof '"paragraph (4)".

(c) AMENDMENTS RELATED TO SECTION 203.-
(1) CLARIFICATION OF ADJUSTED GROSS INCOME IN THE CASE OF

ESTATES AND TRUSTS.-Paragraph (2) of section 165(h) (relating
to casualty and theft losses) is amended by redesignating sub-
paragraph (B) as subparagraph (C) and by inserting after sub-
paragraph (A) the following new subparagraph:

'(B) DETERMINATION OF ADJUSTED GROSS INCOME IN CASE

OF ESTATES AND TRUSTS.-For purposes of paragraph (1),
the adjusted gross income of an estate or trust shall be com-



puted in the same manner as in the case of an individual,
except that the deductions for costs paid or incurred in con-
nection with the administration of the estate or trust shall
be treated as allowable in arriving at adjusted gross
income."

(2) COORDINATION OF SECTION 165(h) WITH SECTION 1231.-

(A) COORDINATION FOR 1984 AND SUBSEQUENT YEARS.-

(i) CLARIFICATION OF LOSSES TO WHICH SECTION

165(c)(3) APPLIES.-Paragraph (3) of section 165(c) (re-
lating to limitation on loss of individuals) is amended
by striking out "trade or business" and inserting in
lieu thereof "trade or business or a transaction entered
into for profit".

(ii) AMENDMENT OF SECTION 165(h).-Subsection (h)
of section 165 (relating to casualty and theft losses) is
amended to read as follows:

"(h) TREATMENT OF CASUALTY GAINS AND LOSSES.-
"(1) $100 LIMITATION PER CASUALTY.-Any loss of an individ-

ual described in subsection (c)(3) shall be allowed only to the
extent that the amount of the loss to such individual arising
from each casualty, or from each theft, exceeds $100.

"(2) NET CASUALTY LOSS ALLOWED ONLY TO THE EXTENT IT EX-

CEEDS 10 PERCENT OF ADJUSTED GROSS INCOME. -

"(A) IN GENERAL.-If the personal casualty losses for any
taxable year exceed the personal casualty gains for such
taxable year, such losses shall be allowed for the taxable
year only to the extent of the sum of-

"(i) the amount of the personal casualty gains for the
taxable year, plus

"(ii) so much of such excess as exceeds 10 percent of
the adjusted gross income of the individual.

"(B) SPECIAL RULE WHERE PERSONAL CASUALTY GAINS

EXCEED PERSONAL CASUALTY LOSSES.-If the personal casu-
alty gains for any taxable year exceed the personal casualty
losses for such taxable year-

"(i) all such gains shall be treated as gains from
sales or exchanges of capital assets, and

"(ii) all such losses shall be treated as losses from
sales or exchanges of capital assets.

"(3) DEFINITIONS OF PERSONAL CASUALTY GAIN AND PERSONAL

CASUALTY LOSS. -For purposes of this subsection-
"(A) PERSONAL CASUALTY GAIN.-The term 'personal casu-

alty gain' means the recognized gain from any involuntary
conversion of property which is described in subsection (c)(3)
arising from fire, storm, shipwreck, or other casualty, or
from theft.

"(B) PERSONAL CASUALTY LOSS.-The term 'personal casu-
alty loss' means any loss described in subsection (c)(3). For
purposes of paragraph (2), the amount of any personal casu-
alty loss shall be determined after the application of para-
graph (1).

"(4) SPECIAL RULES.-
"(A) PERSONAL CASUALTY LOSSES ALLOWABLE IN COMPUT-

ING ADJUSTED GROSS INCOME TO THE EXTENT OF PERSONAL



CASUALTY GAINS.-In any case to which paragraph (2)(A)
applies, the deduction for personal casualty losses for any
taxable year shall be treated as a deduction allowable in
computing adjusted gross income to the extent such losses
do not exceed the personal casualty gains for the taxable
year.

"(B) JOINT RETURNS.-For purposes of this subsection, a
husband and wife making a joint return for the taxable
year shall be treated as 1 individual.

"(C) DETERMINATION OF ADJUSTED GROSS INCOME IN CASE

OF ESTATES AND TRUSTS.-For purposes of paragraph (2),
the adjusted gross income of an estate or trust shall be com-
puted in the same manner as in the case of an individual,
except that the deductions for costs paid or incurred in con-
nection with the administration of the estate or trust shall
be treated as allowable in arriving at adjusted gross
income.

"(D) COORDINATION WITH ESTATE TAx.-No loss described
in subsection (c)(3) shall be allowed if, at the time of filing
the return, such loss has been claimed for estate tax pur-
poses in the estate tax return."

(iii) SECTION 1231 NOT TO APPLY TO PERSONAL CASU-

ALTY GAINS OR LOSSES. -Subsection (a) of section 1231
(relating to property used in the trade or business and
involuntary conversions) is amended to read as follows:

"(a) GENERAL RULE.-
"(1) GAINS EXCEED LOSSES.-If-

"(A) the section 1231 gains for any taxable year, exceed
"(B) the section 1231 losses for such taxable year,

such gains and losses shall be treated as long-term capital
gains or long-term capital losses, as the case may be.

"(2) GAINS DO NOT EXCEED LOSSES. -If-
"(A) the section 1231 gains for any taxable year, do not

exceed
"(B) the section 1231 losses for such taxable year,

such gains and losses shall not not be treated as gains and
losses from sales or exchanges of capital assets.

"(3) SECTION 1231 GAINS AND LOSSES.-For purposes of this
subsection-

"(A) SECTION 1231 GAIN.-The term 'section 1231 gain'
means-

"(i) any recognized gain on the sale or exchange of
property used in the trade or business, and

"(ii) any recognized gain from the compulsory or in-
voluntary conversion (as a result of destruction in
whole or in part, theft or seizure, or an exercise of the
power of requisition or condemnation or the threat or
imminence thereof) into other property or money of-

"(I) property used in the trade or business, or
"(II) any capital asset which is held for more

than 1 year and is held in connection with a trade
or business or a transaction entered into for profit.



"(B) SECTION 1231 LOSS.-The term 'section 1231 loss'
means any recognized loss from a sale or exchange or con-
version described in subparagraph (A).

"(4) SPECIAL RULES.-For purposes of this subsection-
"(A) In determining under this subsection whether gains

exceed losses-
"(i) the section 1231 gains shall be included only if

and ta the extent taken into account in computing
gross income, and

"(ii) the section 1231 losses shall be included only if
and to the extent taken into account in computing tax-
able income, except that section 1211 shall not apply.

"(B) Losses (including losses not compensated for by in-
surance or otherwise) on the destruction, in whole or in
part, theft or seizure, or requisition or condemnation of-

"(i) property used in the trade or business, or
"(ii) capital assets which are held for more than 1

year and are held in connection with a trade or busi-
ness or a transaction entered into for profit,

shall be treated as losses from a compulsory or involuntary
conversion.

"(C) In the case of any involuntary conversion (subject to
the provisions of this subsection but for this sentence) aris-
ing from fire, storm, shipwreck, or other casualty, or from
theft, of any-

"(i) property used in the trade or business, or
"(ii) any capital asset which is held for more than 1

year and is held in connection with a trade or business
or a transaction entered into for profit,

this subsection shall not apply to such conversion (whether
resulting in gain or loss) if during the taxable year the rec-
ognized losses from such conversions exceed the recognized
gains from such conversions."

(iv) Sections 873(b)(1) and 931(d)(2)(B) are each
amended by striking out ", for losses of property not
connected with the trade or business if arising from
certain casualties or theft," and inserting in lieu there-
of "for losses".

(V) EFFECTIVE DATE.-The amendments made by this
subparagraph shall apply to taxable years beginning
after December 31, 1983.

(B) TRANSITIONAL RULE.-In the case of taxable years be-
ginning before January 1, 1984-

(i) For purposes of paragraph (1)(B) of section 165(h)
of the Internal Revenue Code of 1954, adjusted gross
income shall be determined without regard to the ap-
plication of section 1231 of such Code to any gain or
loss from an involuntary conversion of property de-
scribed in subsection (c)(3) of section 165 of such Code
arising from fire, storm, shipwreck, or other casualty or
from theft.

(ii) Section 1231 of such Code shall be applied after
the application of paragraph (1) of section 165(h) of
such Code.



(3) CLERICAL AMENDMENT. -Subsection (d) of section 6405 (re-
lating to refunds attributable to certain disaster losses) is
amended by striking out "section 165(h)" and inserting in lieu
thereof "section 165(i)".

SEC. 712. TECHNICAL CORRECTIONS OF PROVISIONS PRIMARILY RELATING
TO BUSINESSES.

(a) AMENDMENTS RELATED TO SECTION 204.-
(1) CLARIFICATION OF ADDITIONAL AMOUNT TREATED AS ORDI-

NARY INCOME UNDER SECTION 1250.-

(A) Paragraph (1) of section 291(a) (relating to section
1250 capital gain treatment) is amended-

(i) by striking out "under section 1250" in subpara-
'graph (B) and inserting in lieu thereof "under section
1250 (determined without regard to this paragraph)",
and

(ii) by striking out "which is ordinary income" and
inserting in lieu thereof "which is ordinary income
under section 1250".

(B) Subsection (a) of section 1250 is amended by adding
at the end thereof the following new paragraph:

"(4) CROSS REFERENCE. -

"For reduction in the case of corporations on capital gain treatment under
this section, see section 291(a)(1). "

(2) INVESTMENT TAX CREDIT ALLOWED ONLY FOR MINERAL EX-

PLORATION AND DEVELOPMENT COSTS FOR DEPOSITS LOCATED IN

THE UNITED STATES.-Clause (ii) of section 291(b)(2)(B) is amend-
ed by inserting "in the case of a deposit located in the United
States, "after "(ii)".

(3) CLARIFICATION OF COORDINATION WITH COST DEPLETION.-

Paragraph (6) of section 291(b) (relating to coordination with
cost depletion) is amended to read as follows:

"(6) COORDINATION WITH COST DEPLETION.-The portion of the
adjusted basis of any property which is attributable to amounts
to which paragraph (1) applied shall not be taken into account
for purposes of determining depletion under section 611."

(4) CLARIFICATION OF DEFINITION OF INTEREST.-Subpara-

graph (B) of section 291(e)(1) (relating to interest on debt to
carry tax-exempt obligations acquired after December 31, 1982)
is amended by adding at the end thereof the following new
clause:

"(iii) INTEREST.-For purposes of this subparagraph,
the term 'interest' includes amounts (whether or not
designated as interest) paid in respect of deposits, in-
vestment certificates, or withdrawable or repurchasable
shares."

(b) AMENDMENT RELATED TO SECTION 205.-Subsection (q) of sec-
tion 48 (relating to basis adjustment to section 38 property) is
amended by adding at the end thereof the following new paragraph:

"(6) ADJUSTMENT IN BASIS OF INTEREST IN PARTNERSHIP OR S

CORPORATION.-The adjusted basis of-
"(A) a partner's interest in a partnership, and
"(B) stock in an S corporation,



shall be appropriately adjusted to take into account adjust-
ments made under this subsection in the basis of property held
by the partnership or S corporation (as the case may be)."

(c) AMENDMENT RELATED TO SECTION 207.-Paragraph (4) of sec-
tion 189(e) (defining residential real property) is amended by strik-
ing out "or" at the end of subparagraph (A), by striking out the
period at the end of subparagraph (B) and inserting in lieu thereof

or", and by adding at the end thereof the following new subpara-graph: "(C) real property held by a cooperative housing corpora-
tion (as defined in section 216(b)) and used for dwelling
purposes."

(d) AMENDMENTS RELATED TO SECTION 210.-
(1) SPECIAL RULE WHERE DEALER-LESSEE REQUIRED TO PUR-

CHASE VEHICLE.-Paragraph (2) of section 210(b) of the Tax
Equity and Fiscal Responsibility Act of 1982 (defining terminal
rental adjustment clause) is amended by adding at the end
thereof the following new sentence: "Such term also includes a
provision of an agreement which requires a lessee who is a
dealer in motor vehicles to purchase the motor vehicle for a pre-
determined price and then resell such vehicle where such provi-
sion achieves substantially the same results as a provision de-
scribed in the preceding sentence."

(2) EXCEPTION WHERE LESSEE TOOK POSITION ON RETURN THAT
HE WAS OWNER.-Section 210 of the Tax Equity and Fiscal Re-
sponsibility Act of 1982 is amended by adding at the end there-
of the following new subsection:

"(C) EXCEPTION WHERE LESSEE TOOK POSITION ON RETURN. -Sub-
section (a) shall not apply to deny a deduction for interest paid or
accrued claimed by a lessee with respect to a qualified motor vehicle
agreement on a return of tax imposed by chapter 1 of the Internal
Revenue Code of 1954 which was filed before the date of the enact-
ment of this Act or to deny a credit for investment in depreciable
property claimed by the lessee on such a return pursuant to an
agreement with the lessor that the lessor would not claim the
credit."

(e) AMENDMENT RELATED TO SECTION 211.-Subparagraph (A) of
section 211(e)(2) of the Tax Equity and Fiscal Responsibility Act of
1982 (relating to retention of old sections 907(b) and 904(f)(4) where
taxpayer had separate basket foreign loss) is amended by striking
out "the 8-year period" and inserting in lieu thereof "the 8-year
period (or such shorter period as the taxpayer may select)".

(f) AMENDMENT RELATED TO SECTION 212.-Paragraph (1) of sec-
tion 954(h) (defining foreign base company oil-related income) is
amended by striking out 'section 907(c)(2)" and inserting in lieu
thereof "paragraphs (2) and (3) of section 907(c)".
(g) AMENDMENT RELATED TO SECTION 213.-The table contained

in subparagraph (C) of section 936(a)(2) is amended by striking out
"The percentage tax is:" and inserting in lieu thereof "The percent-
age is:".

(h) AMENDMENT RELATED TO SECTION 217.-Subsection (e) of sec-
tion 217 of the Tax Equity and Fiscal Responsibility Act of 1982 (re-
lating to effective date) is amended by adding at the end thereof the
following new sentence: "For purposes of applying section



168(f)(8)(D)(v) of the Internal Revenue Code of 1954, the amendments
made by subsection (c) shall apply to agreements entered into after
the date of the enactment of this Act."

(i) AMENDMENTS RELATED TO SECTION 222.-
(1) Sections 301(e)(2) and 302(f)(3) are each amended by strik-

ing out "partial or complete liquidation" and inserting in lieu
thereof "complete liquidation ".

(2) The paragraph heading of paragraph (1) of section 306(b)
(relating to exceptions) is amended by striking out "INTEREST."

and inserting in lieu thereof "INTEREST, ETC. ".

(3) Paragraph (1) of section 543(q) (defining personal holding
company income) is amended by striking out subparagraph (C),
by adding "and" at the end of subparagraph (A), and by strik-
ing out ", and" at the end of subparagraph (B) and inserting in
lieu thereof a period.

(j) AMENDMENT RELATED TO SECTION 223.-Paragraph (1) of sec-
tion 311(e) (defining qualified stock) is amended by adding at the
end thereof the following new subparagraph:

"(C) RULES FOR PASSTHRU ENTITIES.-In the case of an S
corporation, partnership, trust, or estate-

"(i) the determination of whether subparagraph (A)
is satisfied shall be made at the shareholder, partner,
or beneficiary level (rather than at the entity level),
and

"(ii) the distribution shall be treated as made direct-
ly to the shareholders, partners, or beneficiaries in pro-
portion to their respective interests in the entity."

(k) AMENDMENTS RELATED TO SECTION 224.-
(1) ASSETS TREATED AS SOLD AT FAIR MARKET VALUE.-

(A) IN GENERAL.-Paragraph (1) of section 338(a) (relating
to general rule) is amended by inserting "at fair market
value" after "acquisition date"

(B) BASIS OF ASSETS AFTER DEEMED PURCHASE.-Subsec-
tion (b) of section 338 (relating to price at which deemed
sale made) is amended to read as follows:

"(b) BASIS OF ASSETS AFTER DEEMED PURCHASE.-
"(1) IN GENERAL.-For purposes of subsection (a), the assets of

the target corporation shall be treated as purchased for an
amount equal to the sum of-

"(A) the grossed-up basis of the purchasing corporation's
recently purchased stock, and

"(B) the basis of the purchasing corporation's nonrecently
purchased stock.

"(2) ADJUSTMENT FOR LIABILITIES AND OTHER RELEVANT

ITEMS. -The amount described in paragraph (1) shall be adjust-
ed under regulations prescribed by the Secretary for liabilities
of the target corporation and other relevant items.

"(3) ELECTION TO STEP-UP THE BASIS OF CERTAIN TARGET

STOCK. -
"(A) IN GENERAL.-Under regulations prescribed by the

Secretary, the basis of the purchasing corporation's nonre-
cently purchased stock shall be the basis amount deter-
mined under subparagraph (B) of this paragraph if the pur-
chasing corporation makes an election to recognize gain as



if such stock were sold on the acquisition date for an
amount equal to the basis amount determined under sub-
paragraph (B).

"(B) DETERMINATION OF BASIS AMOUNT.-For purposes of
subparagraph (A), the basis amount determined under this
subparagraph shall be an amount equal to the grossed-up
basis determined under subparagraph (A) of paragraph (1)
multiplied by a fraction-

"(i) the numerator of which is the percentage of stock
(by value) in the target corporation attributable to the
purchasing corporation's nonrecently purchased stock,
and

"(ii) the denominator of which is 100 percent minus
the percentage referred to in clause (i).

"(4) GROSSED-UP BASIS.-For purposes of paragraph (1), the
grossed-up basis shall be an amount equal to the basis of the
corporation's recently purchased stock, multiplied by a frac-
tion-

"(A) the numerator of which is 100 percent, minus the
percentage of stock (by value) in the target corporation at-
tributable to the purchasing corporation's nonrecently pur-
chased stock, and

"(B) the denominator of which is the percentage of stock
(by value) in the target corporation attributable to the pur-
chasing corporation 's recently purchased stock.

"(5) ALLOCATION AMONG ASSETS.-The amount determined
under paragraphs (1) and (2) shall be allocated among the
assets of the target corporation under regulations prescribed by
the Secretary.

"(6) DEFINITIONS OF RECENTLY PURCHASED STOCK AND NONRE-
CENTLY PURCHASED STOCK.-For purposes of this subsection-

"(A) RECENTLY PURCHASED STOCK.-The term 'recently
purchased stock' means any stock in the target corporation
which is held by the purchasing corporation on the acquisi-
tion date and which was purchased by such corporation
during the 12-month acquisition period.

"(B) NONRECENTLY PURCHASED STOCK.-The term 'nonre-
cently purchased stock' means any stock in the target corpo-
ration which is held by the purchasing corporation on the
acquisition date and which is not recently purchased
stock."

(2) COORDINATION WITH SECTION 333.-The last sentence of
paragraph (1) of section 338(c) (relating to coordination with
section 337 where purchasing corporation holds less than 100
percent of stock) is amended by striking out "such 1-year
period" and inserting in lieu thereof "such 1-year period and
section 333 does not apply to such liquidation".
(3) EXCEPTIONS TO DEEMED ELECTION RULE. -Paragraph (2) of

section 338(e) (relating to exceptions) is amended-
(A) by striking out "(in whole or in part)" in subpara-

graph (B) and inserting in lieu thereof "wholly",
(B) by inserting "and" at the end of subparagraph (C),

and



(C) by striking out subparagraphs (D) and (E) and insert-
ing in lieu thereof the following:

"(D) such acquisition is described in regulations pre-
scribed by the Secretary and meets such conditions as such
regulations may provide."

(4) TIME FOR MAKING ELECTION. -Paragraph (1) of section
338(g) (relating to election) is amended to read as follows:

"(1) WHEN MADE.-Except as otherwise provided in regula-
tions, an election under this section shall be made not later
than the 15th day of the 9th month beginning after the month
in which the acquisition date occurs.

(5) DEFINITION OF PURCHASE. -

(A) Subparagraph (B) of section 338(h)(3) (defining pur-
chase) is amended to read as follows:

"(B) DEEMED PURCHASE UNDER SUBSECTION (a).-The
term 'purchase' includes any deemed purchase under sub-
section (a)(2). The acquisition date for a corporation which
is deemed purchased under subsection (a)(2) shall be deter-
mined under regulations prescribed by the Secretary."

(B) Paragraph (3) of section 338(h) is amended by adding
at the end thereof the following new subparagraph:

"(C) CERTAIN STOCK ACQUISITIONS FROM RELATED CORPO-

RATIONS. -

"(i) IN GENERAL.-Clause (iii) of subparagraph (A)
shall not apply to an acquisition of stock from a relat-
ed corporation if at least 50 percent in value of the
stock of such related corporation was acquired by pur-
chase (within the meaning of subparagraph (A) and
(B)).

"(ii) CERTAIN DISTRIBUTIONS.-Clause (i) of subpara-
graph (A) shall not apply to an acquisition of stock de-
scribed in clause (i) of this subparagraph if the corpo-
ration acquiring such stock-

"(I) made a qualified stock purchase of stock of
the related corporation, and

"(II) made an election under this section (or is
treated under subsection (e) as having made such
an election) with respect to such qualified stock
purchase.

"(iii) RELATED CORPORATION DEFINED.-For purposes
of this subparagraph, a corporation is a related corpo-
ration if stock owned by such corporation is treated
(under section 318(a) other than paragraph (4) thereof)
as owned by the corporation acquiring the stock."

(C) Paragraph (1) of section 338(h) (defining 12-month ac-
qus'ition period) is amended by inserting before the period
at the end thereof the following: "(or, if any of such stock
was acquired in an acquisition which is a purchase by
reason of subparagraph (C) of paragraph (3), the date on
which the acquiring corporation is first considered under
section 318(a) (other than paragraph (4) thereof) as owning
stock owned by the corporation from which such acquisi-
tion was made)."



(D) clause (ii) of section 338(h)(3)(A) (defining purchase) is
amended to read as follows:

"(ii) the stock is not acquired in an exchange to
which section 351, 354, 355, or 356 applies and is not
acquired in any other transaction described in regula-
tions in which the transferor does not recognize the
entire amount of the gain or loss realized on the trans-
action, and".

(E) Paragraph (4) of section 318(b) (relating to cross refer-
ences) is amended to read as follows: "(4) section 338(h)(3)
(defining purchase); ".

(6) SPECIAL RULES FOR APPLYING SECTION 338.-

(A) Subsection (h) of section 338 (relating to definitions
and special rules) is amended by striking out paragraph (7),
by redesignating paragraphs (8) and (9) as paragraphs (9)
and (10), respectively, and by inserting after paragraph (6)
the following new paragraphs:

"(7) ADDITIONAL PERCENTAGE MUST BE ATTRIBUTABLE TO PUR-

CHASE, ETC.-For purposes of subsection (c)(1), any increase in
the maximum percentage of stock taken into account over the
percentage of stock (by value) of the target corporation held by
the purchasing corporation on the acquisition date shall be
taken into account only to the extent such increase is attributa-
ble to-

"(A) purchase, or
"(B) a redemption of stock of the target corporation-

"(i) to which section 302(a) applies, or
"(ii) in the case of a shareholder who is not a corpo-

ration, to which section 301 applies.
"(8) ACQUISITIONS BY AFFILIATED GROUP TREATED AS MADE BY

1 CORPORATION.-Except as provided in regulations prescribed
by the Secretary, stock and asset acquisitions made by members
of the same affiliated group shall be treated as made by 1 cor-
poration."

(B) Paragraph (9) of section 338(h), as redesignated by
subparagraph (A), is amended by striking out "paragraph
(9)" and inserting in lieu thereof '"paragraph (10)"

(C) Subsection (h) of section 338 is amended by adding at
the end thereof the following new paragraphs:

"(11) ELECTIVE FORMULA FOR DETERMINING FAIR MARKET

VALUE.-For purposes of subsection (a)(1), fair market value
may be determined on the basis of a formula provided in regu-
lations prescribed by the Secretary which takes into account li-
abilities and other relevant items.

"(12) SECTION 337 TO APPLY WHERE TARGET HAD ADOPTED

PLAN FOR COMPLETE LIQUIDATION. -If-

"(A) during the 12-month period ending on the acquisi-
tion date the target corporation adopted a plan of complete
liquidation,

"(B) such plan was not rescinded before the close of the
acquisition date, and

"(C) the purchasing corporation makes an election under
this section (or is treated under subsection (e) as having
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made such an election) with respect to the target corpora-
tion,

then, subject to rules similar to the rules of subsection (c)(1), for
purposes of section 337 (and other provisions which relate to
section 337), the target corporation shall be treated as having
distributed all of its assets as of the close of the acquisition
date.

"(13) TAX ON DEEMED SALE NOT TAKEN INTO ACCOUNT FOR ES-

TIMATED TAX PURPOSEs.-For purposes of section 6655, tax at-
tributable to the sale described in subsection (a)(1) shall not be
taken into account.

"(14) COORDINATION WITH SECTION 341.-For purposes of de-
termining whether section 341 applies to a disposition within 1
year after the acquisition date of stock by a shareholder (other
than the acquiring corporation) who held stock in the target
corporation on the acquisition date, section 341 shall be applied
without regard to this section.

"(15) COMBINED DEEMED SALE RETURN.-Under regulations
prescribed by the Secretary, a combined deemed sale return may
be filed by all target corporations acquired by a purchasing cor-
poration on the same acquisition date if such target corpora-
tions were members of the same selling consolidated group (as
defined in subparagraph (B) of paragraph (10))."

(7) Subsection (i) of section 338 (relating to regulations) is
amended to read as follows:

"(i) REGULATION.-The Secretary shall prescribe such regulations
as may be necessary or appropriate to carry out the purposes of this
section, including-

"(1) regulations to ensure that the purpose of this section to
require consistency of treatment of stock and asset sales and
purchases may not be circumvented through the use of any pro-
vision of law or regulations (including the consolidated return
regulations) and

"(2) regulations providing for the coordination of the provi-
sions of this section with the provision of this title relating to
foreign corporations and their shareholders."

(8) TREATMENT OF CERTAIN LIQUIDATIONS.-
(A) IN GENERAL.- Section 269 (relating to acquisitions

made to evade or avoid income tax) is amended by redesig-
nating subsection (b) as subsection (c) and by inserting after
subsection (a) the following new subsection:

"(b) CERTAIN LIQUIDATIONS AFTER QUALIFIED STOCK PUR-

CHASES. -
"(1) IN GENERAL.-If-

"(A) there is a qualified stock purchase by a corporation
of another corporation,

"(B) an election is not made under section 338 with re-
spect to such purchase,

"(C) the acquired corporation is liquidated pursuant to a
plan of liquidation adopted not more than 2 years after the
acquisition date, and

"(D) the principal purpose for such liquidation is the eva-
sion or avoidance of Federal income tax by securing the



benefit of a deduction, credit, or other allowance which the
acquiring corporation would not otherwise enjoy,

then the Secretary may disallow such deduction, credit, or other
allowance.

"(2) MEANING OF TERMS.-For purposes of paragraph (1), the
terms 'qualified stock purchase' and 'acquisition date' have the
same respective meanings as when used in section 338."

(B) CONFORMING AMENDMENT.-Subsection (c) of section
269 (as redesignated by subparagraph (A)) is amended by
striking out "subsection (a) and inserting in lieu thereof
"subsection (a) or (b)".

(C) EFFECTIVE DATE.-The amendments made by this
paragraph shall apply to liquidations after October 20,
198, in taxable years ending after such date.

(9) AMENDMENTS NOT TO APPLY TO ACQUISITIONS BEFORE SEP-

TEMBER 1, 1982.-
(A) IN GENERAL.-The amendments made by this subsec-

tion shall not apply to any qualified stock purchase (as de-
fined in section 338(d)(3) of the Internal Revenue Code of
1954) where the acquisition date (as defined in section
338(h)(2) of such Code) is before September 1, 1982.

(B) EXTENSION OF TIME FOR MAKING ELECTION.-In the
case of any qualified stock purchase described in subpara-
graph (A), the time for making an election under section
338 of such Code shall not expire before the close of the
60th day after the date of the enactment of this Act.

(10) SPECIAL RULES FOR DEEMED PURCHASES UNDER PRIOR

LAW.-If before October 20, 1983, a corporation was treated as
making a qualified stock purchase (as defined in section
338(d)(3) of the Internal Revenue Code of 1954), but would not
be so treated under the amendments made by paragraphs (5)
and (6) of this subsection, the amendments made by such para-
graphs shall not apply to such purchase unless such corporation
elects (at such time and in such manner as the Secretary of the
Treasury or his delegate may by regulations prescribe) to have
the amendments made by such paragraphs apply.

(1) AMENDMENTS RELATED TO SECTION 226.-
(1) AMOUNT CONSTITUTING DIVIDEND. -Paragraph (2) of sec-

tion 304(b) (relating to amount constituting dividend) is amend-
ed to read as follows:

"(2) AMOUNT CONSTITUTING DIVIDEND.-In the case of any ac-
quisition of stock to which subsection (a) applies, the determina-
tion of the amount which is a dividend (and the source thereof)
shall be made as if the property were distributed-

"(A) by the acquiring corporation to the extent of its earn-
ings and profits, and

"(B) then by the issuing corporation to the extent of its
earnings and profits."

(2) COORDINATION WITH SECTION 351,-Subparagraph (A) of
section 304(b)(3) (relating to coordination with section 351) is
amended by striking out "(and not part III)" and inserting in
lieu thereof "(and not section 251 and not so much of sections
357 and 358 as relates to section 351)"

(3) CERTAIN ASSUMPTIONS OF LIABILITY.-



(A) The first sentence of clause (i) of section 304(b)(3)(B)
(relating to certain assumptions of liability, etc.) is amend-
ed by striking out "Subsection (a)" and inserting in lieu
thereof "In the case of an acquisition described in section
351, subsection (a)".

(B) Subparagraph (B) of section 304(b)(3) (relating to
coordination with section 351) is amended by adding at the
end thereof the following new clause:

"(iii) CLAUSE (i) DOES NOT APPLY TO STOCK ACQUIRED
FROM RELATED PERSON EXCEPT WHERE COMPLETE TER-

MINATION.-Clause (i) shall apply only to stock ac-
quired by the transferor from a person-

"(I) none of whose gtock is attributable to the
transferor under section 318(a) (other than para-
graph (4) thereof), or

"(II) who satisfies rules similar to the rules of
section 302(c)(2) with respect to both the acquiring
and the issuing corporations (determined as if such
person were a distributee of each such corpora-
tion)."

(4) DISTRIBUTIONS INCIDENT TO FORMATION OF BANK HOLDING

COMPANIES.-Subparagraph (C) of section 304(b)(3) (relating to
distributions incident to formation of bank holding companies)
is amended by adding at the end thereof the following new sen-
tence: "For purposes of this subparagraph, any assumption of
(or acquisition of stock subject to) a liability under subpara-
graph (B) shall not be treated as a distribution of property."

(5) CONSTRUCTIVE OWNERSHIP.-
(A) Paragraph (3) of section 304(c) (relating to construc-

tive ownership) is amended to read as follows:
"(3) CONSTRUCTIVE OWNERSHIP.-

"(A) IN GENERAL.-Section 318(a) (relating to constructive
ownership of stock) shall apply for purposes of determining
control under this section.

"(B) MODIFICATION OF 50-PERCENT LIMITATIONS IN SEC-
TION 818.-For purposes of subparagraph (A)-

"(i) paragraph (2)(C) of section 318(a) shall be applied
by substituting '5 percent'for '50 percent, and

"(ii) paragraph (3)(C) of section 318(a) shall be ap-
plied- "(I) by substituting '5 percent' for '50 percent',

and
"(II) in any case where such paragraph would

not apply but for subclause (I), by considering a
corporation as owning the stock (other than stock
in such corporation) owned by or for any share-
holder of such corporation in that proportion
which the value of the stock which such share-
holder owned in such corporation bears to the
value of all stock in such corporation."

(B) Paragraph (4) of section 306(c) is amended by striking
out the last sentence and inserting in lieu thereof the fol-
lowing: "For purposes of applying the preceding sentence to
paragraph (3), the rules of section 304(c)(3)(B) shall apply."



(6) CERTAIN STOCK ACQUIRED IN SECTION 351 EXCHANGE.-

Paragraph (3) of section 306(c) (relating to certain stock ac-
quired in section 351 exchange) is amended by striking out the
last sentence and inserting in lieu thereof the following: "Rules
similar to the rules of section 304(b)(2) shall apply-

"(A) for purposes of the preceding sentence, and
"(B) for purposes of determining the application of this

section to any subsequent disposition of stock which is sec-
tion 306 stock by reason of an exchange described in the
preceding sentence."

(7) EFFECTIVE DATES FOR AMENDMENTS MADE BY PARAGRAPHS

(1) AND (3).-

(A) IN GENERAL.-Except as otherwise provided in this
paragraph, the amendments made by paragraphs (1) and (3)
shall apply to stock acquired after June 18, 1984, in taxable
years ending after such date.

(B) ELECTION BY TAXPAYER TO HAVE AMENDMENTS APPLY

EARLIER.-Any taxpayer may elect, at such time and in
such manner as the Secretary of the Treasury or his dele-
gate may prescribe, to have the amendments made by para-
graphs (1) and (3) apply as if included in section 226 of the
Tax Equity and Fiscal Responsibility Act of 1982.

(C) SPECIAL RULE FOR CERTAIN TRANSFERS TO FORM BANK

HOLDING COMPANY.-Except as provided in subparagraph
(D), the amendments made by paragraphs (1) and (3) shall
not apply to transfers pursuant to an application to form a
BHC (as defined in section 304(b)(3)(D)(ii) of the Internal
Revenue Code of 1954) filed with the Federal Reserve
Board before June 18, 1984, if-

(i) such BHC was formed not later than the 90th day
after the date of the last required approval of any regu-
latory authority to form such BHC, and

(ii) such BHC did not elect (at such time and in such
manner as the Secretary of the Treasury or his delegate
shall prescribe) not to have the provisions of this sub-
paragraph apply.

(D) AMENDMENTS TO APPLY TO CERTAIN LIABILITIES IN-

CURRED BEFORE OCTOBER 20, 1983.-The amendment made
by paragraph (3)(A) shall apply to the acquisition of any
stock to the extent the liability assumed, or to which such
stock is subject, was incurred by the transferor after Octo-
ber 20, 1983.

(m) AMENDMENT RELATED TO SECTION 229.-Subsection (c) of sec-
tion 229 of the Tax Equity and Fiscal Responsibility Act of 1982 (re-
lating to modification of regulations on the completed contract
method of accounting) is amended by adding at the end thereof the
following new paragraph:

"(4) UNDERPAYMENTS OF ESTIMATED TAX FOR 1982.-TO the
extent provided in regulations, no addition to tax shall be made
under section 6654 or 6655 of the Internal Revenue Code of 1954
for the taxpayer's first taxable year ending after December 31,
1982, by reason of a long-term contract, but only with respect to
installments required to be paid before April 13, 1983."



(n) AMENDMENT RELATED TO SECTION 233.-Paragraph (11) of sec-
tion 51(d) (defining members of economically disadvantaged fami-
lies) is amended by adding at the end thereof the following new sen-
tence: "Any such determination with respect to an individual who is
a qualified summer youth employee or youth participating in a
qualified cooperative education program with respect to any employ-
er shall also apply for purposes of determining whether such indi-
vidual is a member of another targeted group with respect to such
employer."
SEC. 713. TECHNICAL CORRECTIONS OF PENSION PROVISIONS.

(a) AMENDMENTS RELATED TO SECTION 235.-
(1) ACTUARIAL ADJUSTMENTS MADE TO BENEFIT LIMIT RATHER

THAN TO BENEFIT. -
(A) Subparagraph (C) of section 415(b)(2) (relating to ad-

justment to $90,000 limit where benefit begins before age
62) is amended by striking out the first sentence and insert-
ing in lieu thereof the following: "If the retirement income
benefit under the plan begins before age 62, the determina-
tion as to whether the $90,000 limitation set forth in para-
graph (1)(A) has been satisfied shall be made, in accordance
with regulations prescribed by the Secretary, by reducing
the limitation of paragraph (1)(A) so that such limitation
(as so reduced) equals an annual benefit (beginning when
such retirement income benefit begins) which is equivalent
to a $90,000 annual benefit beginning at age 62."

(B) Subparagraph (D) of section 415(b)(2) (relating to ad-
justment to $90,000 limitation where benefit begins after
age 65) is amended to read as follows:

"(D) ADJUSTMENT TO $90,000 LIMIT WHERE BENEFIT

BEGINS AFTER AGE 65.-If the retirement income benefit
under the plan begins after age 65, the determination as to
whether the $90,000 limitation set forth in paragraph (1)(A)
has been satisfied shall be made, in accordance with regu-
lations prescribed by the Secretary, by increasing the limita-
tion of paragraph (1)(A) so that such limitation (as so in-
creased) equals an annual benefit (beginning when such re-
tirement income benefit begins) which is equivalent to a
$90,000 annual benefit beginning at age 65."

(C)(i) Clauses (i) and (iii) of section 415(b)(2)(E) are each
amended by striking out "any benefit" and inserting in lieu
thereof "any benefit or limitation".

(ii) Clause (ii) of section 415(b)(2)(E) is amended by strik-
ing out "any benefit" and inserting in lieu thereof "any
limitation ".

(2) DEFINITION OF CURRENT ACCRUED BENEFIT IN THE CASE OF

COLLECTIVELY BARGAINED PLANS.-Clause (i) of section
235(g)(4)(B) of the Tax Equity and Fiscal Responsibility Act of
1982 (defining current accrued benefit) is amended by adding at
the end thereof the following new sentence: "In the case of any
plan described in the first sentence of paragraph (5), the preced-
ing sentence shall be applied by substituting for 'January 1,
1983' the applicable date determined under paragraph (5)."



(2) TRANSITION FRACTION ONLY APPLIES TO PLANS IN EXIST-
ENCE BEFORE JULY 1, 1982.-Paragraph (6) of section 415(e) (re-
lating to special transition rule for defined contribution frac-
tion for years ending after December 31, 1982) is amended by
adding at the end thereof the following new subparagraph:

"(C) PLAN MUST HAVE BEEN IN EXISTENCE ON OR BEFORE

JULY 1, 1982.-This paragraph shall apply only to plans
which were in existence on or before July 1, 1982."

(4) TREATMENT OF CERTAIN COLLECTIVE BARGAINING AGREE-

MENTS ENTERED INTO BEFORE JULY 1, 1982.-Clause (ii) of sec-
tion 235(g)(4)(B) of the Tax Equity and Fiscal Responsibility Act
of 1982 (defining current accrued benefit) is amended by adding
at the end thereof the following new sentence: "For purposes of
subclause (I), any change in the terms and conditions of the
plan pursuant to a collective bargaining agreement entered into
before July 1, 1982, and ratified before September 3, 1982, shall
be treated as a change made before July 1, 1982."

(b) AMENDMENTS RELATED TO SECTION 226.-
(1) EXCEPTION FOR CERTAIN LOANS NOT TO APPLY TO LOANS

FROM DEDUCTIBLE EMPLOYEE CONTRIBUTIONS. -

(A) Subparagraph (A) of section 72(o)(3) (relating to
amounts constructively received) is amended by striking out
"subsection (p)" and inserting in lieu thereof "subsection (p)
(other than the exception contained in paragraph (2) there-
of)".

(B) Subparagraph (A) of section 72(p)(2) (relating to excep-
tion for certain loans) is amended by adding at the end
thereof the following new sentence:
"For purposes of clause (ii), the present value of the nonfor-
feitable accrued benefit shall be determined without regard
to any accumulated deductible employee contributions (as
defined in subsection (o)(5)(B)). "

(2) DEFINITION OF REQUIRED PRINCIPAL PAYMENT.-Subpara-
graph (C) of section 236(c)(2) of the Tax Equity and Fiscal Re-
sponsibility Act of 1982 is amended by inserting before the
period at the end thereof the following: "or if such loan was
payable on demand"

(3) REPEAL OF PROVISION TREATING CERTAIN LOAN REPAY-

MENTS AS CONTRIBUTIONS.-Subsection (f) of section 404 (relat-
ing to certain loan repayments considered as contributions) is
hereby repealed.

(4) CLARIFICATION OF EXCEPTION FOR SMALL LOANS -Clause
(ii) of section 72(p)(2)(A) (relating to exception for certain loans)
is amended to read as follows:

"(ii) the greater of (I) one-half of the present value of
the nonforfeitable accrued benefit of the employee
under the plan, or (II) $10,000."

(c) AMENDMENTS RELATED TO SECTION 237.-
(1) AMENDMENTS CONFORMING TO LIMITING TO KEY EMPLOY-

EES THE PENALTY FOR PREMATURE DISTRIBUTIONS.-

(A) Clause (i) of section 72(m)(5)(A) is amended by strik-
ing out "as an owner-employee" and inserting in lieu there-
of "as a key employee".



(B) The paragraph heading of section 72(m)(5) is amend-
ed by striking out "OWNER-EMPLOYEES" and inserting in
lieu thereof "KEY EMPLOYEES "*

(C) Sections 46(a)(4), 53(a), and 901(a) are each amended
by striking out "tax on premature distributions to owner-
employees 'and inserting in lieu thereof "tax on premature
distributions to key employees".

(2) CORRECTION OF CROSS REFERENCE TO DEFINITION OF

BANK.-

(A) Subsection (f) of section 401 is amended by striking
out "(as defined in subsection (d)(1))" and inserting in lieu
thereof "(as defined in section 408(n))"

(B) Subsection (h) of section 408 is amended by striking
out "(as defined in section 401(d)(1))" and inserting in lieu
thereof "(as defined in subsection (n))".

(3) LIMITATION ON ROLLOVERS TO APPLY ONLY TO KEY EMPLOY-

EEs.-Clause (ii) of section 402(a)(5)(E) (relating to self-employed
individuals and owner-employees) is amended to read as fol-
lows:

"(ii) KEY EMPLOYEES.-An eligible retirement plan
described in subclause (IV) or (V) of subparagraph
(D)(iv) shall not be treated as an eligible retirement
plan for the transfer of a distribution if any part of the
distribution is attributable to contributions made on
behalf of the employee while he was a key employee in
a top-heavy plan. For purposes of the preceding sen-
tence, the terms 'key employee' and 'top-heavy plan'
have the same respective meanings as when used in sec-
tion 416."

(d) AMENDMENTS RELATED TO SECTION 238.-
(1) REPEAL OF SECTION 72(m)(9).-Paragraph (9) of section

72(m) (relating to return of excess contributions before due date
of return) is hereby repealed.

(2) INCREASE IN AMOUNT OF DEDUCTION FOR SIMPLIFIED EM-

PLOYEE PENSIONS.-Clause (ii) of section 219(b)(2)(A) (relating to
special rules for employer contributions under simplified em-
ployee pensions) is amended by striking out "but not in excess of
$15,000" and inserting in lieu thereof "but not in excess of the
limitation in effect under section 415(c)(1)(A)".
(3) REPEAL OF SECTION 401(e).-Subsection (e) of section 401

(relating to contributions for premiums on annuity, etc., con-
tracts) is hereby repealed.

(4) REPEAL OF SECTION 404(a)(9).-
(A) Subsection (a) of section 404 is amended by striking

out paragraph (9) and by redesignating paragraph (10) as
paragraph (9).

(B) Subparagraph (C) of section 415(c)(6) is amended-
(i) by striking out "paragraph (10) of section 404(a)"

and inserting in lieu thereof "paragraph (9) of section
4 04(a)",

(ii) by striking out "section 404(a)(10)(A)" and insert-
ing in lieu thereof "section 404(a)(9)(A)'" and

(iii) by striking out "section 404(a)(10)(B)" and insert-
ing in lieu thereof "section 404(a)(9)(B)".



(5) REPEAL OF SECTION 4o4(h)(4).-Paragraph (4) of section
404(h) (relating to effect on self-employed individuals or share-
holder employees) is hereby repealed.

(6) DETERMINATION OF EARNED INCOME OF SELF-EMPLOYED

FOR PURPOSES. OF SECTION 404(a)()(D). -Subparagraph (D) of
section 404(a)(8) is amended by striking out "the earned income
of such individual" and inserting in lieu thereof "the earned
income of such individual (determined without regard to the
deductions allowed by this section and section 405(c))".

(7) REPEAL OF SECTION 415(c)(7).-

(A) Subsection (c) of section 415 is amended by striking
out paragraph (7) and by redesignating paragraph (8) as
paragraph (7).

(B) Subclause (II) of section 415(e)(3)(B)(ii) is amended by
striking out "subsection (c)(7) or (8)" and inserting in lieu
thereof "subsection (c)(7)".

(8) COORDINATION OF REPEALS OF CERTAIN SECTIONS.-Sec-

tions 404(e) and 1379(b) of the Internal Revenue Code of 1954
(as in effect on the day before the date of the enactment of the
Tax Equity and Fiscal Responsibility Act of 1982) shall not
apply to any plan to which section 401(U) of such Code applies
(or would apply but for its repeal).

(9) AMENDMENT OF SECTION 404(e). -Subsection (e) of section
404 is amended by striking out "under this section" and insert-
ing in lieu thereof "under paragraph (1), (2), or (3) of subsection
(a)"Y .

(e) AMENDMENT RELATED TO SECTION 239.-Subparagraph (B) of
section 101(b)(3) (relating to treatment of self-employed individuals
for exclusion of employees' death benefits) is amended to read as fol-
lows:

"(B) SPECIAL RULE FOR CERTAIN DISTRIBUTIONS. -In the
case of any amount paid or distributed-

"(i) by a trust described in section 401(a) which is
exempt from tax under section 501(a), or

"(ii) under a plan described in section 403(a),
the term 'employee' includes a self-employed individual de-
scribed in section 401(c)(1)."

(f) AMENDMENTS RELATED TO SECTION 240.-
(1) DEFINITION OF KEY EMPLOYEE. -

(A) Subparagraph (A) of section 416(i)(1) (defining key em-
ployee) is amended by striking out "any participant in an
employer plan" and inserting in lieu thereof "an employee".

(B) Clause (ii) of section 416(i)(1)(A) is amended to read as
follows:

"(ii) 1 of the 10 employees having annual compensa-
tion from the employer of more. than the limitation in
effect under section 415(c)(1)(A) and owning (or consid-
ered as owning within the meaning of section 318) the
largest interests in the employer, ".

(C) Subparagraph (A) of section 416(i)(1) (defining key em-
ployee) is amended by adding at the end thereof the follow-
ing new sentence: "For purposes of clause (ii), if 2 employees
have the same interest in the employer, the employee



having greater annual compensation from the employer
shall be treated as having a larger interest."

(D) Subparagraph (C) of section 416(1)(1) is amended by
striking out DETERMINING 5-PERCENT OR 1-PERCENT
OWNERS" in the subparagraph heading and inserting in
lieu thereof "DETERMINING OWNERSHIP IN THE EMPLOYER".

(2) TREATMENT OF SIMPLIFIED EMPLOYEE PENSIONS.-Para-
graph (1) of section 408(k) (defining simplified employee pen-
sion) is amended to read as follows:

"(1) IN GENERAL.-For purposes of this title, the term 'simpli-
fied employee pension' means an individual retirement account
or individual retirement annuity-

"(A) with respect to which the requirements of para-
graphs (2), (3), (4), and (5) of this subsection are met, and

"(B) if such account or annuity is part of a top-heavy
plan (as defined in section 416), with respect to which the
requirements of section 416(c)(2) are met."

(3) CLARIFICATION OF TRANSITIONAL RULE. -Paragraph (3) of
section 235(g) of the Tax Equity and Fiscal Responsibility Act
of 1982 is amended by adding at the end thereof the following
new sentence: "A similar rule shall apply with respect to the
last plan year beginning before January 1, 1984, for purposes of
applying section 416(h) of the Internal Revenue Code of 1954.

(4) TREATMENT OF DISTRIBUTIONS FROM TERMINATED PLANS.-
Paragraph (3) of section 416(g) (relating to distributions during
last 5 years taken into account) is amended by adding at the
end thereof the following new sentence: "The preceding sentence
shall also apply to distributions under a terminated plan which
if it had not been terminated would have been required to be
included in an aggregation group."

(5) CLARIFICATION OF COST-OF-LIVING ADJUSTMENTS. -

(A) IN GENERAL.-Paragraph (2) of section 416(d) (relating
to cost-of-living adjustments) is amended by striking out
"in the same manner" and inserting, in lieu thereof "at the
same time and in the same manner

(B) SIMPLIFIED EMPLOYEE PENSIONS. -Subparagraph (C)
of section 408(k)(3) (relating to contributions must bear uni-
form relationship to total compensation) is amended by
adding at the end thereof the following new sentence: "The
Secretary shall annually adjust the $200,000 amount con-
tained in the preceding sentence at the same time and in
the same manner as he adjusts the dollar amount con-
tained in section 415(c)(1)(A).

(6) CLERICAL AMENDMENTS. -

(A) Subsection (f) of section 416 is amended by striking
out "require" and inserting in lieu thereof "required".

(B) Clause (iii) of section 416(i)(1)(B) is amended by strik-
ing out "subparagraph (A)(ii)(II)" and inserting in lieu
thereof "subparagraph (A)(ii)".

(g) AMENDMENTS RELATED TO SECTION 243 .-
(1) EFFECTIVE DATE FOR PROVISIONS RELATED TO INHERITED

INDIVIDUAL RETIREMENT PLANS.-Subsection (c) of section 243 of
the Tax Equity and Fiscal Responsibility Act of 1982 is amend-
ed to read as follows:



"(C) EFFECTIVE DATE.-The amendments made by this section
shall apply with respect to individuals dying after December 31,
1983."

(2) CLERICAL AMENDMENT.-The subparagraph (C) of section
408(d)(3) which was added by section 335(a)(1) of the Tax Equity
and Fiscal Responsibility Act of 1982 is redesignated as sub-
paragraph (D).

(h) AMENDMENT RELATED TO SECTION 247.-Subsection (a) of sec-
tion 247 of the Tax Equity and Fiscal Responsibility Act of 1982 (re-
lating to existing personal service corporations may liquidate under
section 333 during 1983 and 1984) is amended by inserting "which
is in existence on September 3, 1982," after "section 535(c)(2)(B) of
the Internal Revenue Code of 1954)".

(i) AMENDMENT RELATED TO SECTION 248.-Paragraph (2) of sec-
tion 414(n) (defining leased employee) is amended by striking out
"any person" in the material preceding subparagraph (A) and in-
serting in lieu thereof "any person who is not an employee of the
recipient and".

() AMENDMENT RELATED TO SECTION 249.-Subparagraph (D) of
section 408(k)(3) (relating to treatment of certain contributions and
taxes) is amended by striking out the second and third sentences
and inserting in lieu thereof the following: "If the employer does not
maintain an integrated plan at any time during the taxable year,
OASDI contributions (as defined in section 401(l)(2)) may, for pur-
poses of this paragraph, be taken into account as contributions by
the employer to the employee's simplified employee pension, but only
if such contributions are so taken into account with respect to each
employee maintaining a simplified employee pension."

(k) AMENDMENTS RELATED TO SECTION 253.-
(1) LIMITATION OF PROFIT-SHARING AND STOCK BONUS

PLANS.-Subparagraph (C) of section 415(c)(3) is amended by
striking out "In the case of a participant" and inserting in lieu
thereof "In the case of a participant in a profit-sharing or stock
bonus plan "

(2) CLARIFICATION OF RULE THAT CONTRIBUTIONS BE NONFOR-

FEITABLE.--Subparagraph (C) of section 415(c)(3) (relating to
special rules for permanent and total disability) is amended by
striking out the last sentence and inserting in lieu thereof the
following: "This subparagraph shall apply only if contributions
made with respect to amounts treated as compensation under
this subparagraph are nonforfeitable when made."

SEC. 714. MISCELLANEOUS PROVISIONS.
(a) AMENDMENT RELATED TO SECTION 255.-Subsection (c) of sec-

tion 811 (relating to special rule for dividends to policyholders
under reinsurance contracts) is amended by striking out "conven-
tional coinsurance contract" and inserting in lieu thereof "reinsur-
ance contract".

(b) AMENDMENT RELATED TO SECTION 281A.-Paragraph (2) of
section 281A(b) of the Tax Equity and Fiscal Responsibility Act of
1982 is amended by striking out "subsection (a)' and inserting in
lieu thereof "paragraph (1)".

(c) AMENDMENT RELATED TO SECTION 292.-Paragraph (2) of sec-
tion 7430(a) (relating to awarding of court costs and certain fees) is



amended by striking out "including the Tax Court" and inserting in
lieu thereof "including the Tax Court and the United States Claims
Court ".

(d) AMENDMENT RELATED TO SECTION 309.-Paragraph (2) of sec-
tion 6042(b) (relating to exceptions from dividend reporting require-
ments) is amended to read as follows:

"(2) EXCEPTIONS.-For purposes of this section, the term 'divi-
dend' does not include any distribution or payment-

"(A) to the extent provided in regulations prescribed by
the Secretary-

"(i) by a foreign corporation, or
"(ii) to a foreign corporation, a nonresident alien, or

a partnership not engaged in a trade or business in the
United States and composed in whole or in part of non-
resident aliens, or

"(B) except to the extent otherwise provided in regula-
tions prescribed by the Secretary, to any person described in
section 6049(b)(4). "

(e) AMENDMENTS RELATED TO SECTION 311.-
(1) IN GENERAL.-Section 6045(c) (relating to returns of bro-

kers) is amended by adding at the end thereof the following
new paragraph:

"(4) PERsoN.-The term 'person' includes any governmental
unit and any agency or instrumentality thereof."

(2) No PENALTY FOR PAYMENTS BEFORE JANUARY 1, 1985.-No
penalty shall be imposed under the Internal Revenue Code of
1954 with respect to any person required (by reason of the
amendment made by paragraph (1)) to file a return under sec-
tion 6045 of such Code with respect to any payment before Janu-
ary 1, 1985.

(f) AMENDMENT RELATED TO SECTION 314.-Subparagraph (E) of
section 6678(a)(3) is amended by striking out "section 6053(c)" and
inserting in lieu thereof "section 6053".

(g) AMENDMENTS RELATED TO SECTION 320.-
(1) PERMITTING THE JOINDER OF REFUND AND INJUNCTIVE AC-

TIONS WITH RESPECT TO CERTAIN PENALTIES.-Section 7422 (re-
lating to civil actions for refund) is amended by redesignating
subsection (i) as subsection U) and by inserting after subsection
(h) the following new subsection:

"(i) SPECIAL RULE FOR ACTIONS WITH RESPECT TO TAX SHELTER
PROMOTER AND UNDERSTATEMENT PENALTIES.-No action or pro-
ceeding may be brought in the United States Claims Court for any
refund or credit of a penalty imposed by section 6700 (relating to
penalty for promoting abusive tax shelters, etc.) or section 6701 (re-
lating to penalties for aiding and abetting understatement of tax li-
ability)."

(2) AMENDMENT TO TITLE 28.-Chapter 91 of title 28, United
States Code, is amended by adding at the end thereof the fol-
lowing new section:

"§ 1509. No jurisdiction in cases involving refunds of tax shelter
promoter and understatement penalties

"The United States Claims Court shall not have jurisdiction to
hear any action or proceeding for any refund or credit of any penal-



ty imposed under section 6700 of the Internal Revenue Code of 1954
(relating to penalty for promoting abusive tax shelters, etc.) or sec-
tion 6701 of such Code (relating to penalties for aiding and abetting
understatement of tax liability)."

(3) CONFORMING AMENDMENT.-The table of sections for chap-
ter 91 of title 28, United States Code, is amended by adding at
the end thereof the following new item:

"1509. No jurisdiction in cases involving refunds of tax shelter pro-
moter and understatement penalties."

(4) EFFECTIVE DATE.-The amendments made by this subsec-
tion shall apply to any claim for refund or credit filed after the
date of the enactment of this Act.

(h) AMENDMENTS RELATED TO SECTION 323.-
(1) Subsection (b) of section 5684 is amended-

(A) by striking out "SECTION 6660" in the heading and
inserting in lieu thereof "SECTION 6662'" and

(B) by striking out "section 6660(a)" in the text and in-
serting in lieu thereof "section 6662(a)'"

(2) Subsection (c) of section 5761 is amended-
(A) by striking out "SECTION 6660" in the heading and

inserting in lieu thereof "SECTION 6662'; and
(B) by striking out "section 6660(a)" in the text and in-

serting in lieu thereof "section 6662(a)".
(3) Clause (ii) of section 6661(b)(2)(A) (defining understate-

ment) is amended by inserting ", reduced by any rebate (within
the meaning of section 6211(b)(2))" after "return ".

(i) AMENDMENT RELATED TO SECTION 333.-Section 7609(c)(1) (re-
lating to summons to which section applies) is amended by striking
out "section 7602" and inserting in lieu thereof "section 7602(a)".

(j) AMENDMENTS RELATED TO SECTION 334.-

(1) CLARIFICATION THAT DEATH BENEFIT EXCLUSION APPLIES

TO DISTRIBUTIONS UNDER SECTION 4os(b). -Subparagraph (C) of
section 3405(b)(2) (relating to special rule for distributions by
reason of death) is amended to read as follows:

"(C) SPECIAL RULE FOR DISTRIBUTIONS BY REASON OF

DEATH.-In the case of any nonperiodic distribution from or
under any plan or contract described in section 401(a),
4 03(a), or 403(b)-

"(i) which is made by reason of a participant's death,
and

"(ii) with respect to which the requirements of
clauses (ii) and (iv) of subsection (d)(4)(A) are met,

subparagraph (A) or (B) (as the case may be) shall be ap-
plied by taking into account the exclusion from gross
income provided by section 101(b) (whether or not allow-
able)."

(2) CLARIFICATION OF CREDIT FOR WITHHELD AMOUNTS. -Para-

graph (1) of section 31(a) is amended by striking out "under sec-
tion 3402 as tax on the wages of any individual" and inserting
in lieu thereof "as tax under chapter 24 "
(3) PENALTY FOR FAILURE TO GIVE NOTICE.-Section 6652 (re-

lating to penalty for failure to file certain information returns,
registration statements, etc.) is amended by redesignating sub-



section (i) as subsection (j) and by inserting after subsection (h)
the following new subsection:

"(i) FAILURE To GIVE NOTICE TO RECIPIENTS OF CERTAIN PEN-
SION, ETC., DIsTRIBuTIoNs.-In the case of each failure to provide
notice as required by section 3405(d)(10)(B), at the time prescribed
therefor, unless it is shown that such failure is due to reasonable
cause and not to willful neglect, there shall be paid, on notice and
demand of the Secretary and in the same manner as tax, by the
person failing to provide such notice, an amount equal to $10 for
each such failure, but the total amount imposed on such person for
all such failures during any calendar year shall not exceed $5,000."

(4) EXCEPTION FOR AMOUNTS PAID TO NONRESIDENT ALIENS. -

Subparagraph (B) of section 3405(d)(1) (relating to exceptions) is
amended by striking out "and" at the end of clause (i), by strik-
ing out the period at the end of clause (ii) and inserting in lieu
thereof ", and", and by adding at the end thereof the following
new clause:

"(iii) any amount which is subject to withholding
under subchapter A of chapter 3 (relating to withhold-
ing of tax on nonresident aliens and foreign corpora-
tions) by the person paying such amount or which
would be so subject but for a tax treaty."

(5) CLARIFICATION OF AMOUNT WITHHELD WHERE EMPLOYER
SECURITY DISTRIBUTED.-Paragraph (8) of section 3405(d) (relat-
ing to maximum amount withheld) is amended by adding at
the end thereof the following new sentence: "No amount shall
be required to be withheld under this section in the case of any
designated distribution which consists only of employer securi-
ties of the employer corporation (within the meaning of section
402(a)(3)) and cash (not in excess of $200) in lieu of fractional
shares."

(k) AMENDMENT RELATED TO SECTION 337.-Subsection (d) of sec-
tion 982 (relating to admissibility of documentation maintained in
foreign countries) is amended by striking out paragraph (3) and by
redesignating paragraph (4) as paragraph (3).

() AMENDMENT RELATED TO SECTION 339.-Paragraph (1) of sec-
tion 6038A(c) (defining control) is amended by striking out "section
6038(d)(1)" and inserting in lieu thereof "section 6038(e)(1)".

(m) AMENDMENT RELATED TO SECTION 345.-Subsection (b) of sec-
tion 345 of the Tax Equity and Fiscal Responsibility Act of 1982 (re-
lating to effective date) is amended by striking out "taking effect
on" and inserting in lieu thereof "taking effect on or after".

(n) AMENDMENTS RELATED TO SECTION 346.-
(1) CLERICAL AMENDMENT.-Subparagraph (B) of section

346(c)(2) of the Tax Equity and Fiscal Responsibility Act of
1982 is amended to read as follows:

"(B) Subparagraph (A) of section 6601(d)(2) is amended by
striking out 'the last day of' each place it appears and in-
serting in lieu thereof 'the filing date for'."

(2) INTEREST ON REFUNDS CAUSED BY CARRYBACKS.-

(A) Paragraph (3) of section 6611(f) (relating to refund of
tax caused by carryback, etc.) is amended by adding at the
end thereof the following new subparagraph:



"(C) APPLICATION OF SUBPARAGRAPH (B) WHERE SECTION
6411(a) CLAIM FILED.-For purposes of subparagraph
(B)(i)(II), if a taxpayer-

"(i) files a claim for refund of any overpayment de-
scribed in paragraph (1) or (2) with respect to the tax-
able year to which a loss or credit is carried back, and

"(ii) subsequently files an application under section
6411(a) with respect to such overpayment,

then the claim for overpayment shall be treated as having
been filed on the date the application under section 6411(a)
was filed."

(B) The last sentence of section 6411(a) is amended by
striking out "An" and inserting in lieu thereof "Except for
purposes of applying section 6611(f)(3)(B), an".

(o) AMENDMENT RELATED TO SECTION 349.-Subsection (b) of sec-
tion 6331 is amended by striking out "subsection (d)(3)" and insert-
ing in lieu thereof "subsection (e)".

(p) AMENDMENTS RELATED TO TITLE IV. -

(1) EXTENSION OF PARTNERSHIP AUDIT PROVISIONS TO ENTITIES

FILING PARTNERSHIP RETURNS, ETC.-Subchapter C of chapter
63 (relating to tax treatment of partnership items) is amended
by adding at the end thereof the following new section:

"SEC. 6233. EXTENSION TO ENTITIES FILING PARTNERSHIP RETURNS, ETC.

"(a) GENERAL RULE.-If a partnership return is filed by an entity
for a taxable year but it is determined that the entity is not a part-
nership for such year, then, to the extent provided in regulations,
the provisions of this subchapter are hereby extended in respect of
such year to such entity and its items and to persons holding an in-
terest in such entity.

"(b) SIMILAR RULES IN CERTAIN CASES.-If for any taxable year-
"(1) an entity files a return as an S corporation but it is deter-

mined that the entity was not an S corporation for such year, or
"(2) a partnership return or S corporation return is filed but

it is determined that there is no entity for such taxable year,
then, to the extent provided in regulations, rules similar to the rules
of subsection (a) shall apply."

(2) TECHNICAL AND CLERICAL AMENDMENTS.-

(A) Subparagraph (B) of section 6230(c)(1) is amended by
striking out "(or erroneously computed the amount of any
such credit or refund)"

(B) Paragraph (9) of section 6231(a) is amended by strik-
ing out "electing small business corporation" and inserting
in lieu thereof "S corporation ".

(C) Subparagraph (A) of section 6231(d)(1) is amended to
read as follows:

"(A) in the case of a partner whose entire interest in the
partnership is disposed of during such partnership taxable
year, as of the moment immediately before such disposition,
or".

(D) Subsection (f) of section 6231 is amended by striking
out "such deduction or credit" and inserting in lieu thereof
"such loss or credit".



(E) The table of sections for subpart C of chapter 63 is
amended by adding at the end thereof the following new
item:"Sec. 6233. Extension to entities filing partnership returns, etc."

(F) Paragraph (3) of section 6603(q) is amended to read as
follows:

"(3) CROSS REFERENCE. -

"For extension of period for windfall profit tax items of partnerships, see
section 6229 as made applicable by section 6232. "

(G) Paragraph (3) of section 6613(h) is amended to read
as follows:

"(3) CROSS REFERENCE. -

"For period of limitation for windfall profit tax items of partnerships, see
section 6227(a) and subsections (c) and (d) of section 6230 as made applica-
ble by section 6232. "

(H) Subsection (h) of section 7422 is amended by striking
out "section 6131(a)(3)" and inserting in lieu thereof "sec-
tion 6231(a)(3)".

(I) Subparagraph (B) of section 6231(b)(2) (relating to
items cease to be partnership items in certain cases) is
amended by striking out "section 6227(b)" and inserting in
lieu thereof "section 6227(c)".

(q) ESTATES AND TRUSTS AND S CORPORATIONS REQUIRED TO PRO-

VIDE INFORMATION TO CERTAIN BENEFICIARIES AND SHAREHOLD-
ERS. -

(1) ESTATES AND TRUSTS.-Subpart A of part III of subchapter
A of chapter 61 (relating to information concerning persons sub-
ject to special provisions) is amended by adding after section
6034 the following new section:

"SEC. 6034A. INFORMATION TO BENEFICIARIES OF ESTATES AND TRUSTS.
"The fiduciary of any estate or trust making the return required

to be filed under section 6012(a) for any taxable year shall, on or
before the date on which such return was filed, furnish to each ben-
eficiary-

"(1) who receives a distribution from such estate or trust with
respect to such taxable year, or

"(2) to whom any item with respect to such taxable year is al-
located,

a statement containing such information shown on such return as
the Secretary may prescribe."

(2) S CORPORATIONS.-Section 6037 (relating to return of S
corporation) is amended-

(A) by striking out "Every" and inserting in lieu thereof
"(a) In General. -Every", and

(B) by adding at the end thereof the following new sub-
section:

"(b) COPIES TO SHAREHOLDERS.-Each S corporation required to
file a return under subsection (a) for any taxable year shall (on or
before the day on which the return for such taxable year was filed)
furnish to each person who is a shareholder at any time during
such taxable year a copy of such information shown on such return
as may be required by regulations."

(3) PENALTY FOR FAILURE TO PROVIDE INFORMATION.-Section
6678(a)(3) (relating to failure to furnish certain statements) is



amended by striking out "or" at the end of subparagraph (D),
by inserting "or" at the end of subparagraph (E), and by adding
after subparagraph (E) the following new subparagraph:

"(F) section 6031(b), 6034A, or 6037(b) (relating to state-
ments furnished by certain pass-thru entities), ".

(4) CONFORMING AMENDMENT.-The table of sections for sub-
part A of III of subchapter A of chapter 61 is amended by
adding after the item relating to section 6034 the following new
item:

"Sec. 6034A. Information to beneficiaries of estates and trusts."
(5) EFFECTIVE DATE.-The amendments made by this subsec-

tion shall apply to taxable years beginning after December 31,
1984.

SEC. 715. EFFECTIVE DATE.
Any amendment made by this subtitle shall take effect as if in-

cluded in the provision of the Tax Equity and Fiscal Responsibility
Act of 1982 to which such amendment relates.

Subtitle B-Amendments Related to Subchapter
S Revision Act of 1982; Etc. -

SEC. 721. TECHNICAL CORRECTIONS OF SUBCHAPTER S REVISION ACT OF
1982.

(a) LIMITATION ON RECOGNITION OF GAIN IN THE CASE OF CER-

TAIN DISTRIBUTIONS. -

(1) Section 1363 (relating to effect of election on corporation)
is amended by adding at the end thereof the following new sub-
section:

"(e) SUBSECTION (d) NOT To APPLY TO COMPLETE LIQUIDATIONS

AND REoRGANIATINS.-Subsection (d) shall not apply to any dis-
tribution-

"(1) of property in complete liquidation of the corporation, or
"(2) to the extent it consists of property permitted by section

354, 355, or 356 to be received without the recognition of gain."
(2) Subsection (d) of section 1368 is amended by striking out

"If" and inserting in lieu thereof "Except as provided in subsec-
tion (e), if".

(b) COORDINATION WITH RULES RELATING TO INCOME FROM DIS-
CHARGE OF INDEBTEDNESS. -

(1) Paragraph (2) of section 1363(c) (relating to elections of the
S corporation) is amended by striking out subparagraph (A) and
by redesignating subparagraphs (B), (C), and (D) as subpara-
graphs (A), (B), and (C), respectively.

(2) Subsection (d) of section 108 (relating to income from dis-
charge of indebtedness) is amended by redesignating paragraphs
(7), (8), and (9) as paragraphs (8), (9), and (10), respectively, by
striking out paragraph (6), and by inserting after paragraph (5)
the following new paragraphs:

"(6) SUBSECTIONS (a), (b), AND (C) TO BE APPLIED AT PARTNER

LEvEL.-In the case of a partnership, subsections (a), (b), and (c)
shall be applied at the partner level.

"(7) SPECIAL RULES FOR S CORPORATION.--
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"(A) SUBSECTIONS (a), (b), AND (C) TO BE APPLIED AT COR-
PORATE LEVEL.-In the case of an S corporation, subsections
(a), (b), and (c) shall be applied at the corporate level.

"(B) REDUCTION IN CARRYOVER OF DISALLOWED LOSSES

AND DEDUCTIONS.-In the case of an S corporation, for pur-
poses of subparagraph (A) of subsection (b)(2), any loss or
deduction which is disallowed for the taxable year of the
discharge under section 1366(d)(1) shall be treated as a net
operating loss for such taxable year. The preceding sentence
shall not apply to any discharge to the extent that subsec-
tion (a)(1)(C) applies to such discharge.

"(C) COORDINATION WITH BASIS ADJUSTMENTS UNDER SEC-

TION 1367(b)(2).-For purposes of subsection (e)(6), a share-
holder's adjusted basis in indebtedness of an S corporation
shall be determined without regard to any adjustments
made under section 1367(b)(2)."

(c) TREATMENT OF INACTIVE SUBSIDIARIES. -Paragraph (6) of sec-
tion 1361(c) (relating to ownership of stock in certain inactive corpo-
rations) is amended to read as follows:

"(6) OWNERSHIP OF STOCK IN CERTAIN INACTIVE CORPORA-

TIONS.-For purposes of subsection (b)(2)(A), a corporation shall
not be treated as a member of an affiliated group during any
period within a taxable year by reason of the ownership of stock
in another corporation if such other corporation-

"(A) has not begun business at any time on or before the
close of such period, and

"(B) does not have gross income for such period."
(d) TREATMENT OF WORTHLESS DEBT. -Paragraph (3) of section

1367(b) (relating to coordination with section 165(g)) is amended to
read as follows:

"(2) COORDINATION WITH SECTIONS 165(g) AND 166(d).-This
section and section 1366 shall be applied before the application
of sections 165(g) and 166(d) to any taxable year of the share-
holder or the corporation in which the security or debt becomes
worthless."

(e) ADJUSTMENT TO EARNINGS AND PROFITS FOR RECAPTURE

UNDER SECTION 47.-
(1) Subsection (d) of section 1371 (relating to coordination

with investment credit recapture) is amended by adding at the
end thereof the following new paragraph:

"(3) ADJUSTMENT TO EARNINGS AND PROFITS FOR AMOUNT OF

RECAPTURE.-Paragraph (1) of subsection (c) shall not apply to
any increase in tax under section 47 for which the S corporation
is liable."

(2) Paragraph (1) of section 1371(c) is amended by striking out
'paragraphs (2) and (3)" and inserting in lieu thereof ''para-
graphs (2) and (3) and subsection (d)(3)".

(f) QUALIFIED SUBCHAPTER S TRUSTS.-
(1) GRACE PERIOD. -Subparagraph (D) of section 1361(d)(2) (re-

lating to grade period) is amended by striking out "60 days"
and inserting in lieu thereof "15 days and 2 months".

(2) DEFINITION OF QUALIFIED SUBCHAPTER S TRUST.-Subsec-
tion (d) of section 1361 (relating to special rule for qualified



subchapter S trust) is amended by striking out paragraphs (3)
and (4) and inserting in lieu thereof the following:

"(3) QUALIFIED SUBCHAPTER S TRUST.-For purposes of this
subsection, the term 'qualified subchapter S trust' means a
trust-

"(A) the terms of which require that-
"(i) during the life of the current income beneficiary,

there shall be only 1 income beneficiary of the trust,
"(ii) any corpus distributed during the life of the cur-

rent income beneficiary may be distributed only to such
beneficiary,

"(iii) the income interest of the current income bene-
ficiary in the trust shall terminate on the earlier of
such beneficiary's death or the termination of the trust,
and

"(iv) upon the termination of the trust during the life
of the current income beneficiary, the trust shall dis-
tribute all of its assets to such beneficiary, and

"(B) all of the income (within the meaning of section
643(b)) of which is distributed (or required to be distribut-
ed) currently to 1 individual who is a citizen or resident of
the United States.

"(4) TRUST CEASING TO BE QUALIFIED.-
"(A) FAILURE TO MEET REQUIREMENTS OF PARAGRAPH

(3)(A).-If a qualified subchapter S trust ceases to meet any
requirement of paragraph (3)(A), the provisions of this sub-
section shall not apply to such trust as of the date it ceases
to meet such requirement.

"(B) FAILURE TO MEET REQUIREMENTS OF PARAGRAPH

(3)(B).-If any qualified subchapter S trust ceases to meet
any requirement of paragraph (3)(B) but continues to meet
the requirements of paragraph (3)(A), the provisions of this
subsection shall not apply to such trust as of the first day
of the first taxable year beginning after the first taxable
year for which it failed to meet the requirements of para-
graph (3)(B). "

(3) TECHNICAL AMENDMENT.-Clause (i) of section 1361(d)(2)(B)
(relating to separate election with respect to each S corporation)
is amended by striking out "S corporation" each place it
appears and inserting in lieu thereof "corporation ".

(g) COORDINATION WITH SECTION 338.-
(1) Paragraph (6) of section 1362(e) (relating to treatment of S

termination year) is amended by adding at the end thereof the
following new subparagraph:

"(C) PARAGRAPH (2) NOT TO APPLY TO ITEMS RESULTING
FROM SECTION 338.-Paragraph (2) shall not apply with re-
spect to any item resulting from the application of section
338."

(2) Paragraph (2) of section 1362(e) is amended by striking out
"as provided in paragraph (3)" and inserting in lieu thereof "as
provided in paragraphs (3) and (6)(C)".

(h) ELECTION To HAVE ITEMS ASSIGNED TO SHORT TAXABLE YEAR

UNDER NORMAL ACCOUNTING RULES.-Subparagraph (B) of section
1362(e)(3) (relating to election to have items assigned to each short



taxable year under normal accounting rules) is amended to read as
follows:

"(B) SHAREHOLDERS MUST CONSENT TO ELECTION.-An

election under this subsection shall be valid only if all per-
sons who are shareholders in the corporation at any time
during the S short year and all persons who are sharehold-
ers in the corporation on the first day of the C short year
consent to such election."

(i) ELECTION To HAVE NEW PASSIVE INCOME RULES NOT APPLY
DURING 1982.-Paragraph (3) of section 6(b) of the Subchapter S Re-
vision Act of 1982 (relating to new passive income rules apply to tax-
able years beginning during 1982) is amended by adding at the end
thereof the following new sentences: "The preceding sentence shall
not apply in the case of any corporation which elects (at such time
and in such manner as the Secretary of the Treasury or his delegate
shall prescribe) to have such sentence not apply. Subsection (e) shall
not apply to any termination resulting from an election under the
preceding sentence."

() S CORPORATION TREATED AS PARTNERSHIP FOR PURPOSES OF
SECTION 318.-Paragraph (5) of section 318(a) (relating to construc-
tive ownership of stock) is amended by adding at the end thereof the
following new subparagraphs:

"(E) S CORPORATION TREATED AS PARTNERSHIP. -For pur-
poses of this subsection-

"(i) an S corporation shall be treated as a partner-
ship, and

"(ii) any shareholder of the S corporation shall be
treated as a partner of such partnership.

The preceding sentence shall not apply for purposes of de-
termining whether stock in the S corporation is construc-
tively owned by any person."

(k) CLARIFICATION OF TREATMENT OF CERTAIN ELECTIONS UNDER
PRIOR LAw.-Subsection (e) of section 6 of the Subchapter S Revi-
sion Act of 1982 (relating to treatment of certain elections under
prior law) is amended by striking out "any termination" and insert-
ing in lieu thereof "any termination or revocation ".

(1) ELECTION FOR CERTAIN SHORT TAXABLE YEARS. -

(1) Subsection (b) of section 1362 (relating to when subchapter
S election made) is amended by adding at the end thereof the
following new paragraph:

"(4) TAXABLE YEARS OF 2/2 MONTHS OR LESs.-For purposes of
this subsection, an election for a taxable year made not later
than 2 months and 15 days after the first day of the taxable
year shall be treated as timely made during such year."

(2) Paragraph (3) of section 1362(b) is amended by striking out
"on or before the last day of such taxable year" and inserting in
lieu thereof "on or before the 15th day of the 3rd month of the
following taxable year".

(m) TAXABLE YEAR OF EXISTING S CORPORATIONS. -Paragraph (1)
of section 1378(c) (relating to existing S corporations required to use
permitted year after 50-percent shift in ownership) is amended by
striking out "which includes December 31, 1982" and inserting in
lieu thereof "which includes December 21, 1982 (or which is an S



corporation for a taxable year beginning during 1983 by reason of
an election made on or before October 19, 1982)".

(n) REFERENCES TO PRIOR LAw.-Subsection (b) of section 1379 (re-
lating to references to prior law included) is amended to read as fol-
lows:

"(b) REFERENCES TO PRIOR LAW INCLUDED.-Any references in
this title to a provision of this subchapter shall, to the extent not
inconsistent with the purposes of this subchapter, include a refer-
ence to the corresponding provision as in effect before the enactment
of the Subchapter S Revision Act of 1982.'

(o) ELECTION TO TREAT DISTRIBUTIONS AS DIVIDENDS DURING
CERTAIN POST-TERMINATION TRANSITION PERIODS.-Subsection (e)
of section 1371 (relating to coordination with subchapter C) is
amended to read as follows:

"(e) CASH DISTRIBUTIONS DURING POST-TERMINATION TRANSITION
PERIOD.-

"(1) IN GENERAL.-Any distribution of money by a corporation
with respect to its stock during a post-termination transition
period shall be applied against and reduce the adjusted basis of
the stock, to the extent that the amount of the distribution does
not exceed the accumulated adjustments account.

"(2) ELECTION TO DISTRIBUTE EARNINGS FIRST.-An S corpora-
tion may elect to have paragraph (1) not apply to all distribu-
tions made during a post-termination transition period de-
scribed in section 1377(b)(1)(A). Such election shall not be effec-
tive unless all shareholders of the S corporation to whom distri-
butions are made by the S corporation during such post-termi-
nation transition period consent to such election."

(p) CORPORATE PREFERENCE RULES APPLIED TO S CORPORATIONS
WHICH WERE RECENT C CoRPORATIONS.-Subsection (b) of section
1363 (relating to computation of corporation's taxable income) is
amended by striking out "and" at the end of paragraph (2), by strik-
ing out the period at the end of paragraph (3) and inserting in lieu
thereof ", and", and by adding at the end thereof the following new
paragraph:

"(4) section 291 shall apply if the S corporation (or any prede-
cessor) was a C corporation for any of the 3 immediately preced-
ing taxable years.'

(q) TREATMENT OF STOCK HELD BY ESTATE OF QUALIFIED

TRANFEROR. -Clause (i) of section 1378(c)(3)(B) (relating to exist-
ing S corporations required to use permitted year after 50-percent
shift in ownership) is amended by striking out "who held" and in-
serting in lieu thereof "who (or whose estate) held".

(r) AMENDMENTS RELATED TO ACCUMULATED ADJUSTMENTS AC-
COUNT.-

(1) Subparagraph (A) of section 1368(e)(1) (defining accumu-
lated adjustments account) is amended by striking out "(except
that" and all that follows through the end thereof and insert-
ing in lieu thereof the following: "(except that no adjustment
shall be made for income (and related expenses) which is

exempt from tax under this title and the phrase '(but not below
zero) shall be disregarded in section 1367(b)(2)(A)) .

(2) Subsection (c) of section 1368 (relating to S corporation

having earning and profits) is amended by adding at the end



thereof the following new sentence: "Except to the extent provid-
ed in regulations, if the distributions during the taxable year
exceed the amount in the accumulated adjustments account at
the close of the taxable year, for purposes of this subsection, the
balance of such account shall be allocated among such distribu-
tions in proportion to their respective sizes."

(s) SPECIAL RULES FOR CERTAIN EXPENSES OF S CORPORATIONS. -

Paragraph (1) of section 267(f) (as in effect on the day before the
date of the enactment of this Act) is amended by striking out all
that follows subparagraph (B) and inserting in lieu thereof the fol-
lowing: "then any deduction allowable under such sections in re-
spect of such amount shall be allowable as of the day as of which
such amount is includible in the gross income of the person to
whom the payment is made (or, if later, as of the day on which it
would be so allowable but for this paragraph)."

(t) PRO RATA ALLOCATION FOR S TERMINATION YEAR NOT To
APPLY IF 50-PERCENT CHANGE IN OWNERSHIP. -Paragraph (6) of sec-
tion 1362(e) (relating to special rules) is amended by adding at the
end thereof the following new subparagraph:

"(D) PRO RATA ALLOCATION FOR S TERMINATION YEAR NOT

TO APPLY IF 50-PERCENT CHANGE IN OWNERSHIP. -Para-

graph (2) shall not apply to an S termination year if there
is a sale or exchange of 50 percent or more of the stock in
such corporation during such year."

(u) TREATMENT OF PREDECESSOR CORPORATION UNDER SECTION

1374.-Paragraph (2) of section 1374(c) (relating to exception for new
corporations) is amended-

(1) by striking out "(and any predecessor corporation)" in sub-
paragraph (A), and

(2) by adding at the end thereof the following new sentence:
"To the extent provided in regulations, an S corporation and any

predecessor corporation shall be treated as I corporation for pur-
poses of this paragraph and paragraph (1)."

(v) AUTHORITY To WAIVE TAX ON PASSIVE INVESTMENT INCOME.-
Section 1375 (relating to tax imposed when passive investment
income of corporation having subchapter C earnings and profits ex-
ceeds 25 percent of gross receipts) is amended by adding at the end
thereof the following new subsection:

"(d) WAIVER OF TAX IN CERTAIN CAsES.-If the S corporation es-
tablishes to the satisfaction of the Secretary that-

"(1) it determined in good faith that it had no subchapter C
earnings and profits at the close of a taxable year, and

"(2) during a reasonable period of time after it was deter-
mined that it did have subchapter C earnings and profits at the
close of such taxable year such earnings and profits were dis-
tributed,

the Secretary may waive the tax imposed by subsection (a) for such
taxable year."

(w) APPLICATION OF DEBT RESTORATION RULES. -Subparagraph
(B) of section 1367(b)(2) (relating to adjustments in basis of indebted-
ness) is amended by striking out "for any taxable year there is" and
inserting in lieu thereof "for any taxable year beginning after De-
cember 31, 1982, there is".

(X) CLERICAL AMENDMENTS.-



(1) Clause (i) of section 48(k)(5)(D) is amended by striking out
"electing small business corporation" and inserting in lieu
thereof "S corporation".

(2) Subparagraph (B) of section 465(a)(1) (relating to limita-
tion to amount at risk) is amended by striking out "a corpora-
tion" and inserting in lieu thereof "a C corporation ".

(3) Subsection (e) of section 1371 (relating to cash distribu-
tions during post-termination transition period) is amended by
inserting before the period at the end thereof the following:
"(within the meaning of section 1368(e))".

(4) Paragraph (2) of section 6659(f) is amended by striking out
"section 465(a)(1)(C)" and inserting in lieu thereof "section
465(a)(1)(B)".

(5) Subparagraph (C) of section 6362(d)(2) is amended by strik-
ing out "electing small business corporation (within the mean-
ing of section 1371(a))" and inserting in lieu thereof "an S cor-
poration ".

(y) EFFECTIVE DATES. -
(1) IN GENERAL.-Except as otherwise provided in this subsec-

tion, any amendment made by this section shall take effect as if
included in the Subchapter S Revision Act of 1982.

(2) AMENDMENT MADE BY SUBSECTION (b)(2).-Subparagraph
(C) of section 108(d)(7) of the Internal Revenue Code of 1954 (as
amended by subsection (b)(2)) shall apply to contributions to
capital after December 31, 1980, in taxable years ending after
such date.

(3) AMENDMENT MADE BY SUBSECTION (g)(1).-If-
(A) any portion of a qualified stock purchase is pursuant

to a binding contract entered into on or after October 19,
1982, and before the date of the enactment of this Act, and

(B) the purchasing corporation establishes by clear and
convincing evidence that such contract was negotiated on
the contemplation that, with respect to the deemed sale
under section 338 of the Internal Revenue Code of 1954,
paragraph (2) of section 1362(e) of such Code would apply,

then the amendment made by paragraph (1) of subsection (g)
shall not apply to such qualified stock purchase.

(4) AMENDMENTS MADE BY SUBSECTION (l).-The amendments
made by subsection (1) shall apply to any election under section
1362 of the Internal Revenue Code of 1954 (or any correspond-
ing provision of prior law) made after October 19, 1982.

(5) AMENDMENT MADE BY SUBSECTION (t).-If-
(A) on or before the date of the enactment of this Act 50

percent or more of the stock of an S corporation has been
sold or exchanged in I or more transactions, and

(B) the person (or persons) acquiring such stock establish
by clear and convincing evidence that such acquisitions
were negotiated on the contemplation that paragraph (2) of
section 1362(e) of the Internal Revenue Code of 1954 would
apply to the S termination year in which such sales or ex-
changes occur,

then the amendment made by subsection (t) shall not apply to
such S termination year.



SEC. 722. MISCELLANEOUS PROVISIONS.
(a) AMENDMENTS RELATED TO TECHNICAL CORRECTIONS ACT OF

1982.-
(1) Paragraph (12) of section 57(a) (relating to accelerated cost

recovery deduction) is amended-
(A) by striking out "(or, in the case of property described

in section 167(k), under section 167)" in subparagraph (A),
and

(B) by inserting "(or, in the case of property described in
section 167(k),' under section 167)" after "section 168(a)" in
subparagraph (B).

(2) Subparagraph (A) of section 1256(g)(1) (defining foreign
currency contract) is amended by inserting after "delivery of"
the following: ", or the settlement of which depends on the
value of, ".

(3) Subclause (I) of section 306(a)(8)(A)(ii) of the Technical
Corrections Act of 1982 is amended by striking out "the date of
the enactment of the Tax Equity and Fiscal Responsibility Act
of 1982" and inserting in lieu thereof "September 1, 1982".

(4)(A) Subparagraph (A) of section 172(b)(2) (relating to
amount of carrybacks and carryovers) is amended by striking
out "and (6)" and inserting in lieu thereof "and (5)".

(B) Subsection (d) of section 172 (relating to modifications) is
amended by redesignating paragraphs (7) and (8) as paragraphs
(6) and (7), respectively.

(5) Subsection (b) of section 5684 is amended by striking out
"subsections (a) and (b)" and inserting in lieu thereof "subsec-
tion (a)".

(6) Any amendment made by this subsection shall take effect
as if included in the provisions of the Technical Corrections Act
of 1982 to which such amendment relates.

(7)(A) If-
(i) there is an overpayment of tax imposed by section 4986

of the Internal Revenue Code of 1954 for any period before
January 1, 1983, by reason of section 201(h)(1)(E) of the
Technical Corrections Act of 1982,

(ii) refund of such overpayment is payable to the partners
of a partnership, and

(iii) such partners are obligated to pay over any such
refund to 1 or more organizations referred to in such sec-
tion 201(h)(1)(E),

such partnership shall be treated as authorized to act for each
person who was a partner at any time in such partnership in
claiming and paying over such refund.

(B) Notwithstanding section 6613 of the Internal Revenue
Code of 1954, the time for filing a claim for credit or refund of
the overpayment referred to in subparagraph (A)(i) shall not
expire before the date I year after the date of the enactment of
this Act.

(b) COORDINATION OF CERTAIN AMENDMENTS MADE BY HIGHWAY
REVENUE ACT OF 1982 AND PUBLIC LAW 97-473.-For purposes of
applying the amendments made by section 547 of the Highway Reve-
nue Act of 1982 and the amendment made by section 202(b)(2) of



Public Law 97-473, Public Law 97-473 shall be deemed to have
been enacted immediately before the Highway Revenue Act of 1982.

(c) No DESIGNATION OF PRINCIPAL CAMPAIGN COMMITTEE RE-

QUIRED WHERE ONLY ONE POLITICAL COMMITTEE. -Effective for tax-
able years beginning after December 31, 1981, subparagraph (B) of
section 527(h)(2) (relating to special rule for principal campaign
committees) is amended by adding at the end thereof the following
new sentence: "Nothing in this subsection shall be construed to re-
quire any designation where there is only one political committee
with respect to a candidate."

(d) AMOUNT OF CREDIT FOR PRODUCING FUEL FROM A NONCON-

VENTIONAL SOURCE IN CASE OF FISCAL YEAR TAXPAYER.-

(1) Subparagraph (A) of section 44D(b)(1) (relating to credit
for producing fuel from a nonconventional source) is amended
by striking out "in which the taxable year begins" and insert-
ing in lieu thereof "in which the sale occurs".

(2) Paragraph (2) of section 44D(b) is amended by striking out
"in which a taxable year begins" and inserting in lieu thereof
"in which the sale occurs".
(3) The amendments made by this subsection shall apply to

taxable years ending after December 31, 1979.
(e) BASIS ADJUSTMENTS IN PARTNERSHIP INTERESTS AND SUBCHAP-

TER S STOCK FOR PERCENTAGE DEPLETION. -

(1) PARTNERSHIP INTERESTS. -Paragraph (3) of section 705(a)
(relating to determination of basis of partner's interest) is
amended to read as follows:

"(3) decreased (but not below zero) by the amount of the part-
ner's deduction for depletion for any partnership oil and gas
property to the extent such deduction does not exceed the pro-
portionate share of the adjusted basis of such property allocated
to such partner under section 613A(c)(7)(D)."

(2) SUBCHAPTER S STOCK. -Subparagraph (E) of section
1367(a)(2) (relating to adjustments to basis of stock of share-
holders, etc.) is amended to read as follows:

"(E) the amount of the shareholder's deduction for deple-
tion for any oil and gas property held by the S corporation
to the extent such deduction does not exceed the proportion-
ate share of the adjusted basis of such property allocated to
such shareholder under section 613A(c)(13)(B)."

(3) EFFECTIVE DATE. -
(A) The amendment made by paragraph (1) shall take

effect on January 1, 1975.
(B) The amendment made by paragraph (2) shall apply to

taxable years beginning after December 31, 1982.
(f) CLARIFICATION OF INCREASE IN BASIS FOR GAIN RECOGNIZED

ON TRANSFER TO PARTNERSHIP.-

(1) IN GENERAL.-Sections 722 and 723 are each amended by
striking out "gain recognized" and inserting in lieu thereof
'gain ,': -9gnized under section 721(b)".

(2) EFFECTIVE DATE.-The amendments made by paragraph
(1) shall take effect as if included in the amendments made by
section 2131 of the Tax Reform Act of 1976.
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(g) AMENDMENTS RELATED TO INCOME TAXES OF CERTAIN MILI-

TARY AND CIVILIAN EMPLOYEES OF THE UNITED STATES DYING AS A

RESULT OF INJURIES SUSTAINED OVERSEAS.-

(1) EFFECTIVE DATE.-Paragraph (1) of section 1(b) of Public
Law 98-259 is amended by striking out "December 31, 1979"
and inserting in lieu thereof "November 17, 1978".

(2) REQUIREMENT THAT EMPLOYMENT RELATIONSHIP EXIST AT

TIME OF INJURY.-Paragraph (1) of section 692 (relating to cer-
tain military and civilian employees of the United States dying
as a result of injuries sustained overseas) is amended by strik-
ing out "as a result of wounds or injury incurred" and insert-
ing in lieu thereof "as a result of wounds or injury which was
incurred while the individual was a military or civilian em-
ployee of the United States and which was incurred"

(3) CLARIFICATION OF DEFINITION OF TERRORISTIC ACTIVITY

AGAINST THE UNITED STATEs.-Subparagraph (A) of section
692(c)(2) (defining terroristic or military action) is amended to
read as follows:

"(A) any terroristic activity which a preponderance of the
evidence indicates was directed against the United States
or any of its allies, and".

(4) TREATMENT OF DIRECTOR GENERAL OF MULTINATIONAL
FORCE IN SINA.-For purposes of section 692(c) of the Internal
Revenue Code of 1954, the Director General of the Multina-
tional Force and Observers in the Sinai who died on February
15, 1984, shall be treated as if he were a civilian employee of
the United States while he served as such Director General.

(5) EFFECTIVE DATE.-

(A) IN GENERAL.-The amendments made by this subsec-
tion shall take effect as if they were included in the amend-
ments made by section 1 of Public Law 98-259.

(B) STATUTE OF LIMITATIONS WAIED.-Notwithstanding
section 6613 of the Internal Revenue Code of 1954, the time
for filing a claim for credit or refund of any overpayment
of tax resulting from the amendments made by this subsec-
tion shall not expire before the date 1 year after the date of
the enactment of this Act.

(h) AMENDMENTS TO THE INTEREST AND DIVIDEND TAX COMPLI-

ANCE ACT OF 1983.-
(1) BROKER NOTIFICATION OF PAYOR.-

(A) Subparagraph (A) of section 3406(d)(2) (relating to
special rules for readily tradable instruments) is amend-
ed-

(i) by inserting "the payor was notified by a broker
under subparagraph (B) or" after "if (and only if)",
and

(ii) by striking out clause (i) and redesignating
clauses (ii) and (iii) as clauses (i) and (ii).

(B) Subparagraph (B) of section 3406(d)(2) is amended to
read as follows:

"(B) BROKER NOTIFIES PA YOR. -If-
"(i a payee acquires any readily tradable instrument

through a broker, and
"(ii) with respect to such acquisition-



"(I) the payee fails to furnish his TIN to the
broker in the manner required under subsection
(a)(1)(A),

"(II) the Secretary notifies such broker before
such acquisition that the TIN furnished by the
payee is incorrect,

"(III) the Secretary notifies such broker before
such acquisition that such payee is subject to with-
holding under subsection (a)(1)(C), or

"(IV) the payee does not provide a certification to
such broker under subparagraph (C),

such broker shall, within such period as the Secretary
may prescribe by regulations (but not later than 15
days after such acquisition), notify the payor that such
payee is subject to withholding under subparagraph
(A), (B), (C), or (D) of subsection (a)(1), respectively."

(2) NOTIFIED PAYEE UNDERREPORTING. -Paragraph (1) of sec-
tion 3406(c) (relating to notified payee underreporting) is
amended by striking out "(but not the reasons therefor)" and in-
serting in lieu thereof "(but not the reasons for the withholding
under subsection (a)(1)(C))".

(3) APPLICATION WITH TRUSTS.-Section 643 (relating to defi-
nitions applicable to trusts) is amended by adding at the end
thereof the following new subsection:

"(d) COORDINATION WITH BACK-UP WITHHOLDING. -Except to the
extent otherwise provided in regulations, this subchapter shall be
applied with respect to payments subject to withholding under sec-
tion 3406-

"(1) by allocating between the estate or trust and its benefici-
aries any credit allowable under section 31(c) (on the basis of
their respective shares of any such payment taken into account
under this subchapter),

"(2) by treating each beneficiary to whom such credit is allo-
cated as if an amount equal to such credit has been paid to him
by the estate or trust, and

"(3) by allowing the estate or trust a deduction in an amount
equal to the credit so allocated to beneficiaries. "

(4) COORDINATION OF PENSION AND BACK-UP WITHHOLDING.-

(A) Section 3405(d) (relating to definitions and special
rules) is amended by adding at the end thereof the follow-
ing new paragraph:

"(12) FAILURE TO PROVIDE CORRECT TIN.-If-
"(A) a payee fails to furnish his TIN to the payor in the

manner required by the Secretary, or
"(B) the Secretary notifies the payor before any payment

or distribution that the TIN furnished by the payee is in-
correct,

no election under subsection (a)(2) or (b)(3) shall be treated as in
effect and subsection (a)(4) shall not apply to such payee."

(B) Section 6041(a) (relating to information at source) is
amended by inserting "6047(e), "after "6044(a)(1), ".

(5) EFFECTIVE DATES. -

(A) Except as provided in this paragraph, the amend-
ments made by this subsection shall apply as if included in



the amendments made by the Interest and Dividend Tax
Compliance Act of 1983.

(B) The amendments made by paragraph (4) shall apply
to payments or distributions after December 31, 1984, unless
the payor elects to have such amendments apply to pay-
ments or distributions before January 1, 1985.

Subtitle C-Amendments Relating to Highway
Revenue Act of 1982

SEC. 731. VALUE OF USED COMPONENTS FURNISHED BY FIRST USER NOT
TAKEN INTO A CCOUNT IN DETERMINING PRICE.

Subparagraph (B) of section 4052(b)(1) (relating to determination
of price) is amended by striking out "and" at the end of clause (ii)
and by inserting after clause (iii) the following new clause:

"(iv) the value of any component of such article if-
"(I) such component is furnished by the first user

of such article, and
"(II) such component has been used before such

furnishing, and".
SEC. 732. CLARIFICATION OF APPLICATION OF GASOLINE EXCISE TAX TO

GASOHOL, ETC.

(a) GASOLINE EXCISE TAX To APPLY TO GALLON OF GASOHOL.-
(1) IN GENERAL. -Paragraph (1) of section 4081(c) (relating to

gasoline mixed with alcohol) is amended to read as follows:
"(1) IN GENERAL.-Under regulations prescribed by the Secre-

tary, subsection (a) shall be applied-
"(A) by substituting '4 cents' for '9 cents' in the case of

the sale of any gasohol (the gasoline in which was not
taxed under subparagraph (B)), and

"(B) by substituting '4% cents' for '9 cents' in the case of
the sale of any gasoline for use in producing gasohol.

For purposes of this paragraph, the term gasoholl' means any
mixture of gasoline if at least 10 percent of such mixture is al-
cohol."

(2) LATER SEPARATION OF GASOLINE. -Paragraph (2) of section
4081(c) is amended-

(A) by striking out "at the rate of 4 cents a gallon" and
inserting in lieu thereof "at a rate equivalent to 4 cents a
gallon" and

(B) by striking out "5 cents a gallon" and inserting in
lieu thereof "4A cents a gallon ".

(3) CREDIT OR REFUND.-Paragraph (1) of section 6427(f) (re-
lating to gasoline used to produce certain alcohol fuels) is
amended by striking out "5 cents" and inserting in lieu thereof
"45/9 cents".

(b) LOWER FLOOR STOCKS TAX ON GAsoHoL. -Subsection (a) of sec-
tion 521 of the Highway Revenue Act of 1982 is amended by insert-
ing "(4 cents a gallon in the case of a gallon of gasohol, as defined
in section 4 081(c))" after "5 cents a gallon ".



SEC. 733. CERTAIN CHAIN OPERATORS OF RETAIL GASOLINE STATIONS
TREATED AS PRODUCERS.

(a) IN GENERAL.-Subsection (d) of section 4082 (defining whole-
sale distributor) is amended to read as follows:

"(d) WHOLESALE DISTRIBUTOR.-As used in subsection (a), the
term 'wholesale distributor' includes-

"(1) any person who-
"(A) sells gasoline to producers, retailers, or to users who

purchase in bulk quantities and deliver into bulk storage
tanks, or

"(B) purchases gasoline from a producer and distributes
such gasoline to 10 or more retail gasoline stations under
common management with such person,

"(2) but only if such person elects to register with respect to
the tax imposed by section 4081.

Such term does not include any person who (excluding the term
'wholesale distributor' from subsection (a)) is a producer or
importer."

(b) EFFECTIVE DATE.-The amendment made by subsection (a)
shall take effect on the first day of the first calendar quarter begin-
ning after the date of the enactment of this Act.
SEC. 734. OTHER TECHNICAL AMENDMENTS.

(a) FLOOR STOCKS REFUNDS FOR TIRES TAXED AT LOWER RATE
AFTER JANUARY 1, 1984.-

(1) IN GENERAL.-Paragraph (1) of section 523(b) of the High-
way Revenue Act of 1982 (relating to floor stocks refunds for
tires) is amended by inserting "(or will be subject to a lower rate
of tax under such section)" after "and which will not be subject
to tax under such section ".

(2) AMOUNT OF REFUND LIMITED TO REDUCTION IN TAX, ETC.-
(A) IN GENERAL.-Subsection (b) of section 523 of the

Highway Revenue Act of 1982 (relating to floor stocks re-
funds for tires) is amended by adding at the end thereof the
following new paragraph:

"(3) SPECIAL RULES FOR TIRES TAXED AT LOWER RATE AFTER
JANUARY 1, 1984.-In the case of any tire which is a tax-re-
pealed article solely by reason of the parenthetical matter in
paragraph (1)-

"(A) the amount of the credit or refund under subsection
(a) shall not exceed the excess of-

"(i) the tax imposed with respect to such tire by sec-
tion 4071(a) as in effect on December 31, 1983, over

"(ii) the tax which would have been imposed with re-
spect to such tire by section 4071(a) on January 1, 1984,
and

"(B) paragraph (1) of section 522(a) shall be applied-
"(i) by substituting 'January 1, 1985' for 'July 1,

1983' and
"(ii) by substituting 'April 1, 1985' for 'October 1,

1983' each place it appears."
(B) CONFORMING AMENDMENT. -Paragraph (2) of section

523(b) of such Act is amended by striking out "In the case



of" and inserting in lieu thereof "Except as provided in
paragraph (3), in the case of".

(b) OVERPAYMENTS OF TAX ON TRUCKS, ETC., AND TIRES.-

(1) TRUCKS, ETC. -
(A) IN GENERAL.-Subsection (b) of section 6416 (relating

to special cases in which tax payments considered overpay-
ments) is amended by inserting after paragraph (5) the fol-
lowing new paragraph:

"(6) TRUCK CHASSIS, BODIES, AND SEMITRAILERS USED FOR FUR-

THER MANUFACTURE. -If-

"(A) the tax imposed by section 4051 has been paid with
respect to the sale of any article, and

"(B) before any other use, such article is by any person
used as a component part of another article taxable under
section 4051 manufactured or produced by him,

such tax shall be deemed to be an overpayment by such person.
For purposes of the preceding sentence, an article shall be treat-
ed as having been used as a component part of another article
if, had it not been broken or rendered useless in the manufac-
ture or production of such other article, it would have been so
used."

(B) TECHNICAL AMENDMENT. -Subparagraph (B) of sec-
tion 6416(a)(2) is amended by striking out "or (5)" and in-
serting in lieu thereof "(5), or (6)".

(2) TIRES.-
(A) IN GENERAL-Paragraph (4) of section 6416(b) (relat-

ing to tires) is amended to read as follows:
"(4) TIRES.-If-

"(A) the tax imposed by section 4071 has been paid with
respect to the sale of any tire by the manufacturer, produc-
er, or importer thereof, and

"(B) such tire is sold by any person on or in connection
with, or with the sale of, any other article, such tax shall
be deemed to be an overpayment by such person if such
other article is-

"(i) an automobile bus chassis or an automobile bus
body, or

"(ii) by such person exported, sold to a State or local
government for the exclusive use of a State or local gov-
ernment, sold to a nonprofit educational organization
for its exclusive use, or used or sold for use as supplies
for vessels or aircraft."

(B) TECHNICAL AMENDMENTS. -

(i) Paragraph (2) of section 6416(b) is amended by
striking out subparagraph (E).

(ii) Paragraph (3) of section 6416(b) (relating to tax-
paid articles used for further manufacture, etc.) is
amended by striking out subparagraph (C).

(iii) Subparagraph (C) of section 6416(a)(1) is amend-
ed by striking out ", (b)(3) (C) or (D), or (b)(4)"

(iv) Subparagraph (B) of section 6416(a)(2), as amend-
ed by paragraph (1)(B), is amended by inserting "(4),"
before "(5).



(v) Paragraph (3) of section 6416(a) is amended to
read as follows:

"(3) SPECIAL RULE.-For purposes of this subsection, in any
case in which the Secretary determines that an article is not
taxable, the term 'ultimate purchaser' (when used in paragraph
(1)(B) of this subsection) includes a wholesaler, jobber, distribu-
tor, or retailer who, on the 15th day after the date of such de-
termination, holds such article for sale, but only if claim for
credit or refund by reason of this paragraph is filed on or before
the date for filing the return with respect to the taxes imposed
under chapter 32 for the first period which begins more than 60
days after the date on such determination."

(c) ALLOWANCE OF TAX-FREE SALES OF GASOLINE FOR USE IN

NONCOMMERCIAL A VIA TION. -
(1) IN GENERAL.-Section 4082 (relating to definitions with re-

spect to the tax on gasoline) is amended by adding at the end
thereof the following new subsection:

"(e) CERTAIN SELLERS OF GASOLINE FOR USE IN NONCOMMERCIAL

AVIATION TREATED AS PRODUCERS.-For purposes of this subpart,
the term 'producer' includes any person who regularly sells gasoline
to owners, lessees, or operators of aircraft for use as fuel in such air-
craft in noncommercial aviation (as defined in section 4041(c)(4))."

(2) REFuNDs.-Section 6427 (relating to fuels not used for tax-
able purposes) is amended by redesignating subsections U), (k),
and (1) as subsections (k), (l), and (m), respectively, and by in-
serting after subsection (i) the following new subsection:

"U) SPECIAL RULES WITH RESPECT TO NONCOMMERCIAL A VIA-

TiON. -For purposes of subsection (a), in the case of gasoline-
"(1) on which tax was imposed under section 4041(c)(2),
"(2) on which tax was not imposed under section 4081, and
"(3) which was not used as an off-highway business use

(within the meaning of section 6421(d)(2)),
the amount of the payment under subsection (a) shall be an amount
equal to the amount of gasoline used as described in subsection (a)
or resold multiplied by the rate equal to the excess of the rate of tax
imposed by section 4041(c)(2) over the rate of tax imposed by section
4081."

(3) EFFECTIVE DATE.-The amendments made by this subsec-
tion shall take effect on the first day of the first calendar quar-
ter beginning after the date of the enactment of this Act.

(d) FLOOR STOCKS REFUNDS FOR TREAD RUBBER. -Paragraph (1)
of section 523(b) of the Highway Revenue Act of 1982 (relating to
floor stocks refunds for tires) is amended by adding at the end
thereof the following new sentence: "Any tread rubber which was
subject to tax under section 4071(a)(4) as in effect on December 31,
198, and which on January 1, 1984, is part of a retread tire which
is held by a dealer and has not been used and is intended for sale
shall be treated as a tax-repealed article for purposes of subsection
(a) of section 522."

(e) PENALTIES, ETC., To APPLY TO FLOOR STOCKS TAxEs.-Subsec-
tion (c) of section 521 of the Highway Revenue Act of 1982 is amend-
ed by adding at the end thereof the following: "All other provisions
of law, including penalties, applicable with respect to the taxes im-



posed by section 4081 or 4071(a) (whichever is appropriate) shall
apply to the floor stocks taxes imposed by this section."

(f) No 1984 SHORT TAXABLE PERIOD FOR OWNER-OPERATORS.-

Subsection (a) of section 4481 (relating to tax on use of certain vehi-
cles), as in effect before the amendments made by the Highway Rev-
enue Act of 1982, is amended by striking out the last sentence.

(g) CLARIFICATION OF SECONDARY LIABILITY OF INSTALLERS OF
PARTS AND ACCESSORIES PURCHASED SEPARATELY.-The text of sec-
tion 4051(b)(3) is amended to read as follows: "The owners of the
trade or business installing the parts or accessories shall be second-
arily liable for the tax imposed by paragraph (1). "

(h) No INFERENCE FOR PAST PERIODS To BE DRAWN FROM
AMENDMENT RELATING TO CUSTOMARY USE OF TRAILERS.-The sub-
section heading of subsection (c) of section 513 of the Highway Reve-
nue Act of 1982 is amended by striking out "Clarification of".

(i) WIRE TRANSFER TO FEDERAL RESERVE BANK REQUIRED WHERE
EXTENSION OF PAYMENT DUE DATE FOR CERTAIN FUEL TAXES.-
Subsection (a) of section 518 of the Highway Revenue Act of 1982
(relating to extension of payment due date for certain fuel taxes) is
amended by striking out "any government depository authorized
under section 6302 of such Code" and inserting in lieu thereof "any
Federal Reserve Bank ".

(7) CREDIT OR REFUND OF RETAIL TAX ON TRUCKS AND TRAILERS
WHERE PRICE READJUSTMENTS.-Subparagraph (A) of section
6416(b)(1) (relating to price readjustments) is amended by inserting
"or by section 4051" after "by chapter 32".
SEC. 735. REPEAL OF CERTAIN PROVISIONS MADE OBSOLETE BY HIGHWAY

REVENUE ACT OF 1982.
(a) DELETION OF TERMINATED MANUFACTURERS EXCISE TAX ON

MOTOR VEHICLES. -
(1) Part I of subchapter A of chapter 32 is amended by strik-

ing out sections 4061, 4062, and 4063.
(2) The part heading and the table of sections for such part I

are amended to read as follows:

"PART I-GA S GUZZLERS

"Sec. 4064. Gas guzzlers tax."
(3) The table of parts for subchapter A of chapter 32 is

amended by striking out the item relating to part I and insert-
ing in lieu thereof the following:

"Part I Gas guzzlers."
(b) CROSS-REFERENCES TO TERMINATED MANUFACTURERS EXCISE

TAX ON MOTOR VEHICLES STATED AS PART OF RETAIL TAX.-
(1) EXEMPTIONS.-Section 4053 (relating to exemptions from

retail tr,,x on heavy trucks, etc.) is amended to read as follows:
"SEC. 4053. EXEMPTIONS.

"No tax shall be imposed by section 4051 on any of the following
articles:

"(1) CAMPER COACHES BODIES FOR SELF-PROPELLED MOBILE

HOMES.-Any article designed-
"(A) to be mounted or placed on automobile trucks, auto-

mobile truck chassis, or automobile chassis, and



"(B) to be used primarily as living quarters or camping
accommodations.

"(2) FEED, SEED, AND FERTILIZER EQUIPMENT.-Any body pri-
marily designed-

"(A) to process or prepare seed, feed, or fertilizer for use
on farms,

"(B) to haul feed, seed, or fertilizer to and on farms,
"(C) to spread feed, seed, or fertilizer on farms,
"(D) to load or unload feed, seed, or fertilizer on farms,

or
"(E) for any combination of the foregoing.

"(3) HOUSE TRAILERS.-Any house trailer.
"(4) AMBULANCES, HEARSES, ETC.-Any ambulance, hearse, or

combination ambulance-hearse.
"(5) CONCRETE MIXERS.-Any article designed-

"(A) to be placed or mounted on an automobile truck
chassis or truck trailer or semitrailer chassis, and

"(B) to be used to process or prepare concrete.
"(6) TRASH CONTAINERS, ETC.-Any box, container, receptacle,

bin or other similar article-
"(A) which is designed to be used as a trash container

and is not designed for the transportation of freight other
than trash, and

"(B) which is not designed to be permanently mounted on
or permanently affixed to an automobile truck chassis or
body.

"(7) RAIL TRAILERS AND RAIL VANs.-Any chassis or body of a
trailer or semitrailer which is designed for use both as a high-
way vehicle and a railroad car. For purposes of the preceding
sentence, piggy-back trailer or semitrailer shall not be treated as
designed for use as a railroad car."

(2) CERTAIN COMBINATIONS NOT TREATED AS MANUFACTURE.-
Subsection (c) of section 4052 (relating to definitions and special
rules) is amended to read as follows:

"(c) CERTAIN COMBINATIONS NOT TREATED AS MANUFACTURE.-
"(1) IN GENERAL.-For purposes of this subchapter (other than

subsection (a)(3)(B)), a person shall not be treated as engaged in
the manufacture of any article by reason of merely combining
such article with any item listed in paragraph (2).

"(2) ITEMS.-The items listed in this paragraph are any cou-
pling device (including any fifth wheel), wrecker crane, loading
and unloading equipment (including any crane, hoist, winch, or
power liftgate), aerial ladder or tower, snow and ice control
equipment, earthmoving, excavation and construction equip-
ment, spreader, sleeper cab, cab shield, or wood or metal floor."

(c) OTHER TECHNICAL AND CONFORMING AMENDMENTS.-
(1) Clause (i) of section 48(l)(16)(B) (defining qualified inter-

city bus) is amended to read as follows:
"(i) the chassis of which is an automobile bus chassis

and the body of which is an automobile bus body, ".
(2)(A) The first sentence of section 4071(b) is amended by

striking out "or inner tube" and by striking out "or tube" each
place it appears.



(B) The first sentence of section 4071(c) is amended by striking
out "on total weight, "and all that follows and inserting in lieu
thereof "on total weight exclusive of metal rims or rim bases."

(C) Subsection (e) of section 4071 is amended-
(i) by striking out "or inner tubes (other than bicycle tires

and inner tubes)",
(ii) by striking out "and inner tubes" in paragraphs (1)

and (2), and
(iii) by striking out the last sentence and inserting in lieu

thereof the following: "This subsection shall not apply with
respect to the sale of an automobile bus chassis or an auto-
mobile bus body."

(D) Subsection (f) of section 4071 (relating to imported re-
capped or retreaded United States tires) is hereby repealed.

(3) Section 4072 (relating to definitions) is amended by strik-
ing out subsection (b) and by redesignating subsection (c) as sub-
section (b).

(4) Section 4073 (relating to exemptions) is amended to read
as follows:

"SEC. 4073. EXEMPTION FOR TIRES WITH INTERNAL WIRE FASTENING.
"The tax imposed by section 4071 shall not apply to tires of ex-

truded tiring with an internal wire fastening agent."
(5)(A) The heading for part II of subchapter A of chapter 32 is

amended by striking out "AND TUBES".
(B) The table of parts for subchapter A of chapter 32 is

amended by striking out "and tubes" in the item relating to
part II.

(C) The item relating to section 4073 in the table of sections
for part II of subchapter A of chapter 32 is amended to read as
follows:

"Sec. 4073. Exemption for tires with internal wire fastening."
(6)(A) Paragraph (1) of section 4216(b) (defining constructive

sale price) is amended-
(i) by striking out "(other than an article the sale of

which is taxable under section 4061(a))" in the second sen-
tence, and

(ii) by striking out the third sentence.
(B) Paragraph (2) of section 4216(b) is amended by striking

out subparagraph (C), by adding "and" at the end of subpara-
graph (B), and by redesignating subparagraph (D) as subpara-
graph (C).

(C) Subsection (b) of section 4216 is amended by striking out
paragraph (5).

(D) Paragraph (3) of section 4216(b) is amended by striking
out "paragraphs (4) and (5)" and inserting in lieu thereof
'"paragraph (4)".

(E) Paragraph (6) of section 4216(b) is redesignated as para-
graph (5) and is amended by striking out "(1), (3), and (5) 'and
inserting in lieu thereof "(1) and (3)'.

(F) Subsection (f) of section 4216 (relating to certain trucks in-
corporating used components) is hereby repealed.

(7)(A) Subsection (b) of section 4218 (relating to use by manu-
facturer or importer considered as sale) is amended-



(i) by striking out "or inner tube", and
(ii) by striking out "Except as provided in subsection (d),

if" and inserting in lieu thereof "If".
(B) The heading for subsection (b) of section 4218 is amended

by striking out "and Tubes ".
(C) Section 4218 is amended by striking out subsections (c)

and (d) and by redesignating subsection (e) as subsection (c).
(D) Subsection (a) of section 4218 is amended by striking out

"(other than an article specified in subsection (b), (c), or (d))"
and inserting in lieu thereof "(other than a tire taxable under
section 4071)".

(8)(A) Subsection (a) of section 4221 (relating to tax-free sales)
is amended by inserting "(or under section 4051 on the first
retail sale)" after "manufacturer".

(B) Subsection (c) of section 4221 is amended by striking out
"section 4063(a) (6) or (7), 4063(b), 4063(e)," and inserting in lieu
thereof "section 4053(a)(6)"

(C) Paragraph (1) of section 4221(d) (defining manufacturer) is
amended by inserting before the period ', and, in the case of the
tax imposed by section 4051, includes the retailer with respect to
the first retail sale".

(D) Paragraph (6) of section 4221(d) (relating to use in further
manufacture) is amended-

(i) by striking out subparagraph (B) and the last sentence,
(ii) by striking out "(other than an article referred to in

subparagraph (B))" in subparagraph (A),
(iii) by redesignating subparagraph (C) as subparagraph

(B), and
(iv) by adding "or" at the end of subparagraph (A).

(E) Paragraph (2) of section 4221(e) is amended-
(i) by striking out "or inner tube" each place it appears;

and
(ii) by striking out "or tube" each place it appears.

(F) The heading for paragraph (2) of section 4221(e) is
amended by striking out "AND TUBES ".

(G) Subsection (e) of section 4221 is amended by striking out
paragraphs (4), (5), and (6) and inserting in lieu thereof the fol-
lowing:

"(3) TIRES USED ON INTERCITY, LOCAL, AND SCHOOL BUSES.-
Under regulations prescribed by the Secretary, the tax imposed
by section 4071 shall not apply in the case of tires sold for use
by the purchaser on or in connection with a qualified bus."

(9) Subsection (d) of section 4222 is amended by striking out
"4063(a)(7), 4063(b), 4063(e)," and inserting in lieu thereof
"4053(a)(6), ".

(10) Paragraph (1) of section 4223(b) is amended by striking
out "section 4218(e)" and inserting in lieu thereof "4218(c)".

(11) Paragraph (2) of section 4227 is amended by striking out
"and tubes'

(12)(A) So much of paragraph (1) of section 6412(a) (relating to
floor stock refunds) as precedes "there shall be credited or re-
funded" is amended to read as follows:

"(1) TIRES AND GASOLINE.-Where before October 1, 1988, any
article subject to the tax imposed by section 4071 or 4081 has



been sold by the manufacturer, producer, or importer and on
such date is held by a dealer and has not been used and is in-
tended for sale, ".

(B) Paragraph (1) of section 6412(a) is amended by striking
out the last sentence.

(C) Subparagraph (A) of section 6412(a)(2) is amended to read
as follows:

"(A) The term 'dealer' includes a wholesaler, jobber, dis-
tributor, or retailer."

(D) Subsection (c) of section 6412 is amended by striking out
"4061, 4071, "and inserting in lieu thereof "4071 ".

(13)(A) Subparagraph (C) of section 6416(b)(1) (relating to ad-
justment of tire price) is amended by striking out "section
4071(a) (1) or (2) or section 4071(b)" apd inserting in lieu thereof
"subsection (a) or (b) of section 4071 ".

(B) Paragraph (2) of section 6416(b) is amended by striking
out subparagraph (F) and all that follows to the end thereof
and inserting in lieu thereof the following:

"(E) in the case of any tire taxable under section 4071(a),
sold to any person for use as described in section 4221(e)(3);
or "(F) in the case of gasoline, used or sold for use in the
production of special fuels referred to in section 4041.

Subparagraphs (C) and (D) shall not apply in the case of any
tax paid under section 4064."

(C) Paragraph (3) of section 6416(b) is amended by striking
out all subparagraphs and the last sentence thereof and insert-
ing in lieu thereof the following:

"(A) in the case of any article other than gasoline taxable
under section 4081, such article is used by the subsequent
manufacturer or producer as material in the manufacture
or production of, or as a component part of-

"(i) another article taxable under chapter 32, or
"(ii) an automobile bus chassis or an automobile bus

body,
manufactured or produced by him; or

"(B) in the case of gasoline taxable under section 4081,
such gasoline is used by the subsequent manufacturer or
producer, for nonfuel purposes, as a material in the manu-
facture or production of any other article manufactured or
produced by him."

(D) Subparagraph (B) of section 6416(a)(2) is amended by
striking out "or (B)".

(E) Section 6416 is amended by striking out subsections (c)
and (g) and by redesignating subsections (e), (f), (h), and (i) as
subsections (c), (d), (e), and (f), respectively.

(F) Subparagraph (A) of section 6416(b)(2) is amended by
striking out "(except in any case to which subsection (g) ap-
plies) ".

(14) Section 6613 is amended by striking out subsection (i) and
by redesignating subsection (j) as subsection (i).

(15) Paragraph (3) of section 9502(b) is amended by striking
out "under paragraphs (2) and (3) of section 4071(a), with re-
spect to tires and tubes of types used on aircraft" and inserting



in lieu thereof "under section 4071 with respect to tires of the
types used on aircraft"

(16) Sections 1366(f)(1) and 6401(b) are each amended by strik-
ing out ", special fuels, and lubricating oil" and inserting in
lieu thereof "and special fuels".

SEC. 736. EFFECTIVE DATE.
Except as otherwise provided in this subtitle, any amendment

made by this subtitle shall take effect as if included in the provi-
sions of the Highway Revenue Act of 1982 to which such amend-
ment relates.

TITLE VIII-FOREIGN SALES
CORPORA TIONS

SEC. 801. FOREIGN SALES CORPORATIONS.
(a) IN GENERAL.-Part III of subchapter N of chapter 1 (relat-

ing to income from sources outside the United States) is amend-
ed by inserting after subpart B the following new subpart:

"Subpart C-Taxation of Foreign Sales Corporations

"Sec. 921. Exempt foreign trade income excluded from gross income.
"Sec. 922. FSC defined.
"Sec. 923. Exempt foreign trade income.
"Sec. 924. Foreign trading gross receipts.
"Sec. 925. Transfer pricing rules.
"Sec. 926. Distributions to shareholders.
"Sec. 927. Other definitions and special rules.

"SEC. 921. EXEMPT FOREIGN TRADE INCOME EXCLUDED FROM GROSS
INCOME.

"(a) ExcLusIoN.-Exempt foreign trade income of a FSC shall
be treated as foreign source income which is not effectively con-
nected with the conduct of a trade or business within the
United States.

"(b) PROPORTIONATE ALLOCATION OF DEDUCTIONS TO EXEMPT
FOREIGN TRADE INCOME.-Any deductions of the FSC properly
apportioned and allocated to the foreign trade income derived
by a FSC from any transaction shall be allocated between-

"(1) the exempt foreign trade income derived from such trans-
action, and

"(2) the foreign trade income (other than exempt foreign trade
income) derived from such transaction, on a proportionate basis.

"(C) DENIAL OF CREDITS. -Notwithstanding any other provi-
sion of this chapter, no credit (other than a credit allowable
under section 27(a), 33, or 34) shall be allowed under this chap-
ter to any FSC.

"(d) FOREIGN TRADE INCOME, INVESTMENT INCOME, AND CAR-
RYING CHARGES TREATED AS EFFECTIVELY CONNECTED WITH
UNITED STATES BUSINESS. -For purposes of this chapter-

"(1) all foreign trade income of a FSC other than-
"(A) exempt foreign trade income, and
"(B) section 923(a)(2) non-exempt income,

"(2) all interest, dividends, royalties, and other investment
income received by a FSC, and



"(3) all carrying charges received by a FSC,
shall be treated as income effectively connected with the conduct of
a trade or business conducted through a permanent establishment of
such corporation within the United States. Income described in
paragraph (1) shall be treated as derived from sources within the
United States.
"SEC. 922. FSC DEFINED.

"(a) FSC DEFINED.-For purposes of this title, the term 'FSC'
means any corporation-

"(1) which-
"(A) was created or organized-

"(i) under the laws of any foreign country which
meets the requirements of section 927(e)(3), or

"(ii) under the laws applicable to any possession of
the United States,

"(B) has no more than 25 shareholders at any time
during the taxable year,

"(C) does not have any preferred stock outstanding at any
time during the taxable year,

"(D) during the taxable year-
"(i) maintains an office located outside the United

States in a foreign country which meets the require-
ments of section 927(e)(3),

"(ii) maintains a set of the permanent books of ac-
count (including invoices) of such corporation at such
office, and

"(iii) maintains at a location within the United
States the records which such corporation is required
to keep under section 6001,

"(E) at all times during the taxable year, has a board of
directors which includes at least one individual who is not
a resident of the United States, and

"(F) is not a member, at any time during the taxable
year, of any controlled group of corporations of which a
DISC is a member, and

"(2) which has made an election (at the time and in the
manner provided in section 927(f)(1)) which is in effect for the
taxable year to be treated as a FSC.

"(b) SMALL FSC DEFINED.-For purposes of this title, a FSC is a
small FSC with respect to any taxable year if-

"(1) such corporation has made an election (at the time and
in the manner provided in section 927(f)(1)) which is in effect
for the taxable year to be treated as a small FSC, and

"(2) such corporation is not a member, at any time during the
taxable year, of a controlled group of corporations which in-
cludes a FSC unless such other FSC has also made an election
under paragraph (1) which is in effect for such year.

"SEC. 923. EXEMPT FOREIGN TRADE INCOME.
"(a) EXEMPT FOREIGN TRADE INCOME.-For purposes of this sub-

part-
"(1) IN GENERAL.-The term 'exempt foreign trade income'

means the aggregate amount of all foreign trade income of a



FSC for the taxable year which is described in paragraph (2) or
(3).

"(2) INCOME DETERMINED WITHOUT REGARD TO ADMINISTRATIVE

PRICING RULES.-In the case of any transaction to which paragraph
(3) does not apply, 32 percent of the foreign trade income derived
from such transaction shall be treated as described in this para-
graph. For purposes of the preceding sentence, foreign trade income
shall not include any income properly allocable to excluded property
described in subparagraph (B) of section 927(a)(2) (relating to intan-
gibles).

"(3) INCOME DETERMINED WITH REGARD TO ADMINISTRATIVE

PRICING RULES.-In the case of any transaction with respect to
which paragraph (1) or (2) of section 925(a) (or the correspond-
ing provisions of the regulations prescribed under section 925(b))
applies, 16/23 of the foreign trade income derived from such
transaction shall be treated as described in this paragraph.

"(4) SPECIAL RULE FOR FOREIGN TRADE INCOME ALLOCABLE TO

A COOPERATIVE.-

"(A) IN GENERAL.-In any case in which a qualified coop-
erative is a shareholder of a FSC, paragraph (3) shall be
applied with respect to that portion of the foreign trade
income of such FSC for any taxable year which is properly
allocable to the marketing of agricultural or horticultural
products (or the providing of related services) by such coop-
erative by substituting '100 percent'for '16/23'.

"(B) PARAGRAPH ONLY TO APPLY TO AMOUNTS FSC DISTRIB-

UTES.-Subparagraph (A) shall not apply for any taxable
year unless the FSC distributes to the qualified cooperative
the amount which (but for such subparagraph) would not
be treated as exempt foreign trade income. Any distribution
under this subparagraph for any taxable year-

"(i) shall be made before the due date for filing the
return of tax for such taxable year, but

"(ii) shall be treated as made on the last day of such
taxable year.

"(5) SPECIAL RULE FOR MILITARY PROPERTY.-Under regula-
tions prescribed by the Secretary, that portion of the foreign
trading gross receipts of the FSC for the taxable year attributa-
ble to the disposition of, or services relating to, military proper-
ty (within the meaning of section 995(b)(3)(B)) which may be
treated as exempt foreign trade income shall equal 50 percent of
the amount which (but for this paragraph) would be treated as
exempt foreign trade income.

"(b) Foreign Trade Income Defined.-For purposes of this subpart,
the term 'foreign trade income' means the gross income of a FSC at-
tributable to foreign trading gross receipts.

"SEC. 924. FOREIGN TRADING GROSS RECEIPTS.

"(a) IN GENERAL.-Except as otherwise provided in this section,
for purposes of this subpart, the term 'foreign trading gross receipts'
means the gross receipts of any FSC which are-

"(1) from the sale, exchange, or other disposition of export
property,



"(2) from the lease or rental of export property for use by the
lessee outside the United States,

"() for services which are related and subsidiary to-
"(A) any sale, exchange, or other disposition of export

property by such corporation, or
"(B) any lease or rental of export property described in

paragraph (2) by such corporation,
"(4) for engineering or architectural services for construction

projects located (or proposed for location) outside the United
States, or

"(5) for the performance of managerial services for an unre-
lated FSC or DISC in furtherance of the production of foreign
trading gross receipts described in paragraph (1), (2), or (3).

Paragraph (5) shall not apply to a FSC for any taxable year unless
at least 50 percent of its gross receipts for such taxable year is from
activities described in paragraph (1), (2), or (3).

"(b) FOREIGN MANAGEMENT AND FOREIGN ECONOMIC PROCESS RE-
QUIREMENTS.-

"(1) IN GENERAL.-Except as provided in paragraph (2)-
"(A) a FSC shall be treated as having foreign trading

gross receipts for the taxable year only if the management
of such corporation during such taxable year takes place
outside the United States as required by subsection (c), and

"(B) a FSC has foreign trading gross receipts from any
transaction only if economic processes with respect to such
transaction take place outside the United States as required
by subsection (d).

"(2) EXCEPTION FOR SMALL FSC. -
"(A) IN GENERAL.-Paragraph (1) shall not apply with re-

spect to any small FSC.
"(B) LIMITATION ON AMOUNT OF FOREIGN TRADING GROSS

RECEIPTS OF SMALL FSC TAKEN INTO ACCOUNT.-
"(i) IN GENERAL.-Any foreign trading gross receipts

of a small FSC for the taxable year which exceed
5,000,000 shall not be taken into account in determin-

ing the exempt foreign trade income of such corpora-
tion and shall not be taken into account under any
other provision of this subpart.

"(ii) ALLOCATION OF LIMITATION.-If the foreign trad-
ing gross receipts of a small FSC exceed the limitation
of clause (i), the corporation may allocate such limita-
tion among such gross receipts in such manner as it
may select (at such time and in such manner as may be
prescribed in regulations).

"(iii) RECEIPTS OF CONTROLLED GROUP AGGREGAT-
ED.-For purposes of applying clauses (i) and (ii), all
small FSC's which are members of the same controlled
group of corporations shall be treated as a single corpo-
ration.

"(iv) ALLOCATION OF LIMITATION AMONG MEMBERS OF
CONTROLLED GROUP.-The limitation under clause (i)
shall be allocated among the foreign trading gross re-
ceipts of small FSC's which are members of the same



controlled group of corporations in a manner provided
in regulations prescribed by the Secretary.

"(c) REQUIREMENT THAT FSC BE MANAGED OUTSIDE THE UNITED

STATES.-The management of a FSC meets the requirements of this
subsection for the taxable year if-

"(1) all meetings of the board of directors of the corporation,
and all meetings of the shareholders of the corporation, are out-
side the United States,

"(2) the principal bank account of the corporation is main-
tained outside the United States at all times during the taxable
year, and

"(3) all dividends, legal and accounting fees, and salaries of
officers and members of the board of directors of the corpora-
tion disbursed during the taxable year are disbursed out of
bank accounts of the corporation maintained outside the United
States.

"(d) REQUIREMENT THAT ECONOMIC PROCESSES TAKE PLACE OUT-
SIDE THE UNITED STATES.-

"(1) IN GENERAL.-The requirements of this subsection are
met with respect to the gross receipts of a FSC derived from any
transaction if-

"(A) such corporation (or any person acting under a con-
tract with such corporation) has participated outside the
United States in the solicitation (other than advertising),
the negotiation, or the making of the contract relating to
such transaction, and

"(B) the foreign direct costs incurred by the FSC attribut-
able to the transaction equal or exceed 50 percent of the
total direct costs attributable to the transaction.

"(2) ALTERNATIVE 85-PERCENT TEST.-A corporation shall be
treated as satisfying the requirements of paragraph (1)(B) with
respect to any transaction if, with respect to each of at least 2
paragraphs of subsection (e), the foreign direct costs incurred by
such corporation attributable to activities described in such
paragraph equal or exceed 85 percent of the total direct costs at-
tributable to activities described in such paragraph.

"(3) DEFINITIONS.-For purpose of this subsection-
"(A) TOTAL DIRECT COSTS.-The term 'total direct costs'

means, with respect to any transaction, the total direct
costs incurred by the FSC attributable to activities de-
scribed in subsection (e) performed at any location by the
FSC or any person acting under a contract with such FSC.

"(B) FOREIGN DIRECT COSTS.-The term 'foreign direct
costs' means with respect to any transaction, the portion of
the total direct costs which are attributable to activities
performed outside the United States.

"(4) RULES FOR COMMISSIONS, ETC.-The Secretary shall pre-
scribe such regulations as may be necessary to carry out the pur-
poses of this subsection and subsection (e) in the case of commis-
sions, rentals, and furnishing of services.

"(e) ACTIVITIES RELATING TO DISPOSITION OF EXPORT PROPER-

TY.-The activities referred to in subsection (d) are-
"(1) advertising and sales promotion,



"(2) the processing of customer orders and the arranging for
delivery of the export property,

"(3) transportation from the time of acquisition by the FSC
(or, in the case of a commission relationship, from the begin-
ning of such relationship for such transaction) to the delivery to
the customer,

"(4) the determination and transmittal of a final invoice or
statement of account and the receipt of payment, and

"(5) the assumption of credit risk.
"(f) CERTAIN RECEIPTS NOT INCLUDED IN FOREIGN TRADING

GROSS RECEIPTS.-
"(1) CERTAIN RECEIPTS EXCLUDED ON BASIS OF USE; SUBSI-

DIZED RECEIPTS AND RECEIPTS FROM RELATED PARTIES EX-

CLUDED.-The term 'foreign trading gross receipts' shall not in-
clude receipts of a FSC from a transaction if-

"(A) the export property or services-
"(i are for ultimate use in the United States, or
"(ii) are for use by the United States or any instru-

mentality thereof and such use of export property or
services is required by law or regulation,

"(B) such transaction is accomplished by a subsidy grant-
ed by the United States or any instrumentality thereof, or

"(C) such receipts are from another FSC which is a
member of the same controlled group of corporations of
which such corporation is a member.

"(2) INVESTMENT INCOME; CARRYING CHARGES.-The term 'for-
eign trading gross receipts" shall not include any investment
income or carrying charges.

"SEC. 925. TRANSFER PRICING RULES.
"(a) IN GENERAL.-In the case of a sale of export property to a

FSC by a person described in section 482, the taxable income of such
FSC and such person shall be based upon a transfer price which
would allow such FSC to derive taxable income attributable to such
sale (regardless of the sales price actually charged) in an amount
which does not exceed the greatest of-

"(1) 1.83 percent of the foreign trading gross receipts derived
from the sale of such property by such FSC,

"(2) 23 percent of the combined taxable income of such FSC
and such person which is attributable to the foreign trading
gross receipts derived from the sale of such property by such
FSC, or

"(3) taxable income based upon the sale price actually
charged (but subject to the rules provided in section 482).

Paragraphs (1) and (2) shall apply only if the FSC meets the require-
ments of subsection (c) with respect to the sale.

"(b) RULES FOR COMMISSIONS, RENTALS, AND MARGINAL COST-
ING. -The Secretary shall prescribe regulations setting forth-

"(1) rules which are consistent with the rules set forth in sub-
section (a) for the application of this section in the case of com-
missions, rentals, and other income, and

"(2) rules for the allocation of expenditures in computing
combined taxable income under subsection (a)(2) in those cases



where a FSC is seeking to establish or maintain a market for
export property.

"(c) REQUIREMENTS FOR USE OF ADMINISTRATIVE PRICING

RULE.-A sale by a FSC meets the requirements of this subsectionif-
"(1) all of the activities described in section 924(e) attributa-

ble to such sale, and
"(2) all of the activities relating to the solicitation (other than

advertising), negotiation, and making of the contract for such
sale,

have been performed by such FSC (or by another person acting
under a contract with such FSC).

"(d) LIMITATION ON GROSS RECEIPTS PRICING RULE.-The amount
determined under subsection (a)(1) with respect to any transaction
shall not exceed 2 times the amount which would be determined
under subsection (a)(2) with respect to such transaction.

"(e) TAXABLE INCOME.-For purposes of this section, the taxable
income of a FSC shall be determined without regard to section 921.

"(f) SPECIAL RULE FOR COOPERATIVES.-In any case in which a
qualified cooperative sells export property to a FSC, in computing
the combined taxable income of such FSC and such organization for
purposes of subsection (a)(2), there shall not be taken into account
any deduction allowable under subsection (b) or (c) of section 1382
(relating to patronage dividends, per-unit retain allocations, and
nonpatronage distributions).
"SE. 926. DISTRIBUTIONS TO SHAREHOLDERS.

"(a) DISTRIBUTIONS MADE FIRST OUT OF FOREIGN TRADE
INCOME. -For purposes of this title, any distribution to a sharehold-
er of a FSC by such FSC which is made out of earnings and profits
shall be treated as made-

"(1) first, out of earnings and profits attributable to foreign
trade income, to the extent thereof, and

"(2) then, out of any other earnings and profits.
"(b) DISTRIBUTIONS BY FSC TO NONRESIDENT ALIENS AND FOR-

EIGN CORPORATIONS TREATED AS UNITED STATES CONNECTED.-For

purposes of this title, any distribution by a FSC which is made out
of earnings and profits attributable to foreign trade income to any
shareholder of such corporation which is a foreign corporation or a
nonresident alien individual shall be treated as a distribution-

"(1) which is effectively connected with the conduct of a trade
or business conducted through a permanent establishment of
such shareholder within the United States, and

"(2) of income which is derived from sources within the
United States.

"(c) FSC INCLUDES FORMER FSC.-For purposes of this section,
the term 'FSC' includes a former FSC.
"SEC. 927. OTHER DEFINITIONS AND SPECIAL RULES.

"(a) EXPORT PROPERTY.-For purposes of this subpart-
"(1) IN GENERAL.-The term 'export property' means proper-

ty-
"(A) manufactured, produced, grown, or extracted in the

United States by a person other than a FSC,



"(B) held primarily for sale, lease, or rental, in the ordi-
nary course of trade or business, by, or to, a FSC, for direct
use, consumption, or disposition outside the United States,
and

"(C) not more than 50 percent of the fair market value of
which is attributable to articles imported into the United
States.

For purposes of subparagraph (C), the fair market value of any
article imported into the United States shall be its appraised
value, as determined by the Secretary under section 402 of the
Tariff Act of 1930 (19 US.C. 1401a) in connection with its im-
portation.

"(2) EXCLUDED PROPERTY.-The term 'export property' shall
not include-

"(A) property leased or rented by a FSC for use by any
member of a controlled group of corporations of which such
FSC is a member,

"(B) patents, inventions, models, designs, formulas, or
processes whether or not patented, copyrights (other than
films, tapes, records, or similar reproductions, for commer-
cial or home use), good will, trademarks, trade brands,
franchises, or other like property,

"(C) oil or gas (or any primary product thereof), or
"(D) products the export of which is prohibited or cur-

tailed to effectuate the policy set forth in paragraph (2)(C)
of section 3 of the Export Administration Act of 1979 (relat-
ing to the protection of the domestic economy).

"(3) PROPERTY IN SHORT SUPPLY.-If the President determines
that the supply of any property described in paragraph (1) is in-
sufficient to meet the requirements of the domestic economy, he
may by Executive order designate the property as in short
supply. Any property so designated shall not be treated as
export property during the period beginning with the date speci-
fied in the Executive order and ending with the date specified
in an Executive order setting forth the President's determina-
tion that the property is no longer in short supply.

"(4) QUALIFIED COOPERATIVE.-The term 'qualified coopera-
tive' means any organization to which part I of subchapter T
applies which is engaged in the marketing of agricultural or
horticultural products.

"(b) GROSS RECEIPTS.-
"(1) IN GENERAL.-For purposes of this subpart, the term

'gross receipts' means-
"(A) the total receipts from the sale, lease, or rental of

property held primarily for sale, lease, or rental in the ordi-
nary course of trade or business, and

"(B) gross income from all other sources.
"(2) GROSS RECEIPTS TAKEN INTO ACCOUNT IN CASE OF COMMIS-

SION.-In the case of commissions on the sale, lease, or rental of
property, the amount taken into account for purposes of this
subpart as gross receipts shall be the gross receipts on the sale,
lease, or rental of the property on which such commissions
arose.



"(c) INVESTMENT INCoME.-For purposes of this subpart, the term
'investment income' means-

"(1) dividends,
"(2) interest,
"(3) royalties,
"(4) annuities,
"(5) rents (other than rents from the lease or rental of export

property for use by the lessee outside of the United States),
"(6) gains from the sale or exchange of stock or securities,
"(7) gains from futures transactions in any commodity on, or

subject to the rules of, a board of trade or commodity exchange
(other than gains which arise out of a bona fide hedging trans-
action reasonably necessary to conduct business of the FSC in
the manner in which such business is customarily conducted by
others),

"(8) amounts includible in computing the taxable income of
the corporation underpart I of subchapter J, and

"(9) gains from the sale or other disposition of any interest in
an estate or trust.

"(d) OTHER DEFINITIONS. -For purposes of this subpart-
"(1) CARRYING CHARGES.-The term 'carrying charges'

means-
"(A) carrying charges, and
"(B) under regulations prescribed by the Secretary, any

amount in excess of the price for an immediate cash sale
and any other unstated interest.

"(2) TRANSACTION.-
"(A) IN GENERAL.-The term 'transaction' means-

"(i) any sale, exchange, or other disposition,
"(ii) any lease or rental, and
"(iii) any furnishing of services.

"(B) GROUPING OF TRANSACTIONS.--To the extent provid-
ed in regulations, any provision of this subpart which, but
for this subparagraph, would be applied on a transaction-
by-transaction basis may be applied by the taxpayer on the
basis of groups of transactions based on product lines or
recognized industry or trade usage. Such regulations may
permit different groupings for different purposes.

"(3) UNITED STATES DEFINED.-The term 'United States' in-
cludes the Commonwealth of Puerto Rico.

"(4) CONTROLLED GROUP OF CORPORATIONS.-The term 'con-
trolled group of corporations' has the meaning given to such
term by section 1563(a), except that-

"(A) 'more than 50 percent' shall be substituted for 'at
least 80 percent' each place it appears therein, and

"(B) section 1563(b) shall not apply.
"(5) PossESsIoNs.-The term 'possession of the United States'

means Guam, American Samoa, the Commonwealth of the
Northern Mariana Islands, and the Virgin Islands of the
United States.

"(6) SECTION 923(a)(2) NON-EXEMPT INCOME.-The term 'sec-
tion 923(a)(2) non-exempt income' means any foreign trade
income from a transaction with respect to which paragraph (1)



or (2) of section 925(a) does not apply and which is not exempt
foreign trade income.

"(e) SPECIAL RULES.-

"(1) SOURCE RULES FOR RELATED PERSONs.-Under regula-
tions, the income of a person described in section 482 from a
transaction giving rise to foreign trading gross receipts of a FSC
which is treated as from sources outside the United States shall
not exceed the amount which would be treated as foreign source
income earned by such person if the pricing rule under section
994 which corresponds to the rule used under section 925 with
respect to such transaction applied to such transaction.

"(2) PARTICIPATION IN INTERNATIONAL BOYCOTTS, ETC.-Under
regulations prescribed by the Secretary, the exempt foreign trade
income of a FSC for any taxable year shall be limited under
rules similar to the rules of clauses (i) and (ii) of section
995(b)(1)(F).

"(3) EXCHANGE OF INFORMATION REQUIREMENTS. -For pur-
poses of this title, the term 'FSC' shall not include any corpora-
tion which was created or organized under the laws of any for-
eign country unless, at the time such corporation was created or
organized, there was in effect between such country and the
United States-

"(A) a bilateral or multilateral agreement described in
section 274(h)(6)(C), or

"(B) an income tax treaty with respect to which the Secre-
tary certifies that the exchange of information program
with such country under such treaty carries out the pur-
poses of this paragraph.

"(4) DISALLOWANCE OF TREATY BENEFITS.-Any corporation
electing to be treated as a FSC under subsection (f)(1) may not
claim any benefits under any income tax treaty between the
United States and any foreign country.

"(5) EXEMPTION FROM CERTAIN OTHER TAXES.-

"(A) IN GENERAL.-No tax shall be imposed on any for-
eign trade income derived before January 1, 1987, by any
jurisdiction described in subsection (d)(5).

"(B) EXCEPTION FOR TAX LIABILITY INCURRED TO POSSES-
SION. -Subparagraph (A) shall not apply with respect to
any income tax liability which is incurred to any jurisdic-
tion described in subsection (d)(5).

"(f) ELECTION OF STATUS AS FSC (AND AS SMALL FSC).-
"(1) ELECTION. -

"(A) TIME FOR MAKING.-An election by a corporation
under section 922(a)(2) to be treated as a FSC, and an elec-
tion under section 922(b)(1) to be a small FSC, shall be
made by such corporation for a taxable year at any time
during the 90-day period immediately preceding the begin-
ning of the taxable year, except that the Secretary. may give
his consent to the making of an election at such other times
as he may designate.

"(B) MANNER OF ELECTION.--An election under subpara-
graph (A) shall be made in such manner as the Secretary
shall prescribe and shall be valid only if all persons who
are shareholders in such corporation on the first day of the



first taxable year for which such election is effective con-
sent to such election.

"(2) EFFECT OF ELEcTIN.-If a corporation makes an election
under paragraph (1), then the provisions of this subpart shall
apply to such corporation for the taxable year of the corporation
for which made and for all succeeding taxable years.

"() TERMINATION OF ELECTION. -
"(A) REVOCATION.-An election under this subsection

made by any corporation may be terminated by revocation
of such election for any taxable year of the corporation
after the first taxable year of the corporation for which the
election is effective. A termination under this paragraph
shall be effective with respect to such election-

"(i) for the taxable year in which made, if made at
any time during the first 90 days of such taxable year,
or "(ii) for the taxable year following the taxable year
in which made, if made after the close of such 90 days,
and

for all succeeding taxable years of the corporation. Such
termination shall be made in such manner as the Secretary
shall prescribe by regulations.

"(B) CONTINUED FAILURE TO BE A FSC.-If a corporation
is not a FSC for each of any 5 consecutive taxable years of
the corporation for which an election under this subsection
is effective, the election to be a FSC shall be terminated
and not be in effect /or any taxable year of the corporation
after such 5th year..

(b) DIVIDEND RECEIVED DEDUCTION FOR DOMESTIC CORPORA-

TIONS.-

(1) IN GENERAL.-Section 245 (relating to dividends received
from certain foreign corporations) is amended by redesignating
subsection (c) as subsection (d) and by inserting after subsection
(b) the following new subsection:

"(c) CERTAIN DIVIDENDS RECEIVED FROM FSC.-
"(1) IN GENERAL. -In the case of a domestic corporation, there

shall be allowed as a deduction an amount equal to 100 percent
of any dividend received by such corporation from another cor-
poration which is distributed out of earnings and profits attrib-
utable to foreign trade income for a period during which such
other corporation was a FSC. The deduction allowable under
the preceding sentence with respect to any dividend shall be in
lieu of any deduction allowable under subsection (a) or (b) with
respect to such dividend.

"(2) EXCEPTION FOR CERTAIN DIVIDENDS. -Paragraph (1) shall
not apply to any dividend which is distributed out of earnings
and profits attributable to foreign trade income which-

'(A) is section 923(a)(2) non-exempt income (within the
meaning of section 927(d)(6)), or

"(B) would not, but for section 923(a)(4), be treated as
exempt foreign trade income.

"(3) DEFINITIoNS.-For purposes of this subsection, the terms
'foreign trade income' and 'exempt foreign trade income' have
the meaning given such terms by section 923. ".



"(2) CONFORMING AMENDMENTS. -

(A) Paragraph (1) of section 246(b) (relating to limitation
on aggregate amount of deduction) is amended by striking
out "245" each place it appears and inserting in lieu there-
of "subsection (a) or (b) of section 245".

(B) Subsection (d) of section 245 (relating to property dis-
tributions), as redesignated by paragraph (1), is amended by
striking out "subsections (a) and (b)" and inserting in lieu
thereof "this section".

(C) CLARIFICATION OF INFORMATION EXCHANGE AGREEMENTS.-

Subparagraph (D) of section 274(h)(6) (relating to coordination with
section 6103) is amended-

(1) by adding at the end thereof the following new sentence:
"The Secretary may exercise his authority under subchapter A
of chapter 78 to carry out any obligation of the United States
under an agreement referred to in subparagraph (C). ", and

(2) by striking out the heading thereof and inserting in lieu
thereof "COORDINATION WITH OTHER PROVISIONS.- ".

(d) CONFORMING AMENDMENTS.-

(1) Section 901 (relating to foreign tax credit) is amended by
redesignating subsection (h) as subsection (i) and inserting after
subsection (g) the following new subsection:

"(h) TAXES PAID WITH RESPECT TO FOREIGN TRADE INCOME.-No
credit shall be allowed under this section for any income, war prof-
its, and excess profits taxes paid or accrued with respect to the for-
eign trade income (within the meaning of section 923(b)) of a FSC,
other than section 923(a)(2) non-exempt income (within the meaning
of section 927(d)(6). ".

(2) Paragraph (1) of section 904(d) (relating to application of
section in case of certain interest income and dividends from a
DISC) as amended-

(A) by striking out "and" at the end of subparagraph (B),
(B) by striking out subparagraph (C) and inserting in lieu

thereof the following:
"(C) taxable income attributable to foreign trade income

(within the meaning of section 923(b)),
"(D) distributions from a FSC (or former FSC) out of

earnings and profits attributable to foreign trade income
(within the meaning of section 923(b)), and

"(E) income other than income described in subparagraph
(A), (B), (C), or (D). " and

(C) by striking out the heading and inserting in lieu
thereof

"(d) SEPARATE APPLICATION OF SECTION WITH RESPECT TO CER-
TAIN INTEREST INCOME AND INCOME FROM DISC, FORMER DISC,
FSC, OR FORMER FSC.-".

(3) Subsection (b) of section 906 (relating to special rules) is
amended by adding at the end thereof the following new para-
graph:

"(5) No credit shall be allowed under this section for any
income, war profits, and excess profits taxes paid or accrued
with respect to the foreign trade income (within the meaning of
section 923(b)) of a FSC.



(4) Section 951 (relating to amounts included in gross income
of shareholders) is amended by adding at the end thereof the
following new subsection:
"(e) FOREIGN TRADE INCOME NOT TAKEN INTO ACCOUNT.-

"(1) IN GENERAL.-The foreign trade income of a FSC and
any deductions which are apportioned or allocated to such
income shall not be taken into account under this subpart. For
purposes of the preceding sentence, income described in para-
graph (2) or (3) of section 921(d) shall be treated as derived from
sources within the United States.

"(2) FOREIGN TRADE INCOME.-For purposes of this subsection,
the term 'foreign trade income' has the meaning given such
term by section 923(b), but does not include section 923(a)(2)
non-exempt income (within the meaning of section 927(d)(6)). ".

(5) Paragraph (4) of section 275(a) (relating to disallowance of
deduction for certain taxes) is amended to read as follows:

"(4) Income, was profits, and excess profits taxes imposed by
the authority of any foreign country or possession of the United
States if-

"(A) the taxpayer chooses to take to any extent the bene-
fits of section 901, or

"(B) such taxes are paid or accrued with respect to for-
eign trade income (within the meaning of section 923(b)) of
a FSC. ".

(6) Subsection (d) of section 1248 (relating to exclusions from
earnings and profits) is amended by adding at the end thereof
the following new paragraph:

"(6) FOREIGN TRADE INcOME.-Earnings and profits of the
foreign corporation attributable to foreign trade income (within
the meaning of section 923(b)) of a FSC. ".

(7) Section 934 (relating to limitation on reduction in income
tax liability incurred to the Virgin Islands) is amended by
adding at the end thereof the following new subsection:

"(f) FSC.-Subsection (a) shall not apply in the case of a Virgin
Islands corporation which is a FSC. ".

(8) Paragraph (2) of section 956(b) (defining United States
property) is amended by striking out "and" at the end of sub-
paragraph (G), by striking out the period at the end of subpara-
graph (H) and inserting in lieu thereof a semicolon and "and",
and by adding at the end thereof the following new subpara-
graph:

"(I) to the extent provided in regulations prescribed by
the Secretary, property which is otherwise United States
property which is held by a FSC and which is related to
the export activities of such FSC. ".

(9) Subparagraph (B) of section 7651(5), as amended by this
Act, is amended by inserting "or subpart C of part III of sub-
chapter N of chapter 1" after "881(b)(1) ".

(10) Section 996(g) (relating to effectively connected income) is
amended by inserting "and which are derived from sources
within the United States" after "United States ".
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SEC. 802. INTEREST CHARGE DISC.
(a) INTEREST CHARGE ON DEFERRED TAx.-Section 995 (relating to

taxation of DISC income to shareholders) is amended-
(1) by striking out subsections (e) and (f),
(2) by redesignating subsection (g) as subsection (e), and
(3) by adding at the end thereof the following new subsection:

"(f) INTEREST ON DISC-RELATED DEFERRED TAX LIABILITY.-
"(1) IN GENERAL.-A shareholder of a DISC shall pay for

each taxable year interest in an amount equal to the product
of-

"(A) the shareholder's DISC-related deferred tax liability
for such year, and

"(B) the base period T-bill rate.
"(2) SHAREHOLDER'S DISC-RELATED DEFERRED TAX LIABIL-

ITY. -For purposes of this subsection-
"(A) IN GENERAL.-The term 'shareholder's DISC-related

deferred tax liability' means, with respect to any taxable
year of a shareholder of a DISC, the excess of-

"(i) the amount which would be the tax liability of
the shareholder for the taxable year if the deferred
DISC income of such shareholder for such taxable year
were included in gross income as ordinary income, over

"(ii) the actual amount of the tax liability of such
shareholder for such taxable year.

Determinations under the preceding sentence shall be made
without regard to carrybacks to such taxable year.

"(B) ADJUSTMi-ENTS FOR LOSSES, CREDITS, AND OTHER
ITEMS.-The Secretary shall prescribe regulations which
provide such adjustments-

"(i) to the accounts of the DISC, and
"(ii) to the amount of any carryover or carryback of

the shareholder,
as may be necessary or appropriate in the case of net operat-
ing losses, credits, and carryovers and carrybacks of losses
and credits.

"(C) TAX LIABILITY.-The term 'tax liability' means the
amount of the tax imposed by this chapter for the taxable
year reduced by credits allowable against such tax (other
than credits allowable under sections 31, 32, and 34).

"(2) DEFERRED DISC INCoME.-For purposes of this subsec-
tion-

"(A) IN GENERAL.-The term 'deferred DISC income'
means, with respect to any taxable year of a shareholder,
the excess of-

"(i) the shareholder's pro rata share of accumulated
DISC income (for periods after 1984) of the DISC as of
the close of the computation year, over

"(ii) the amount of the distributions-in-excess-of-
income for the taxable year of the DISC following the
computation year.

"(B) COMPUTATION YEAR.-For purposes of applying sub-
paragraph (A) with respect to any taxable year of a share-
holder, the computation year is the taxable year of the
DISC which ends with (or within) the taxable year of the



shareholder which precedes the taxable year of the share-
holder for which the amount of deferred DISC income is
being determined.

"(C) DISTRIBUTIONS-IN-EXCESS-OF-INCOME. -For purposes
of subparagraph (A), the term 'distributions-in-excess-of-
income' means, with respect to any taxable year of a DISC,
the excess (if any) of-

"(i) the amount of actual distributions to the share-
holder out of accumulated DISC income, over

"(ii) the shareholder's pro rata share of the DISC
income for such taxable year.

"(3) BASE PERIOD T-BILL RATE.-For purposes of this subsec-
tion, the term 'base period T-bill rate' means the annual rate of
interest determined by the Secretary to be equivalent to the av-
erage investment yield of United States Treasury bills with ma-
turities of 52 weeks which were auctioned during the 1-year
period ending on September 30 of the calendar year ending with
(or of the most recent calendar year ending before) the close of
the taxable year of the shareholder.

"(4) SHORT YEARS. -The Secretary shall prescribe such regula-
tions as may be necessary for the application of this subsection
to short years of the DISC, the shareholder, or both.

"(5) PAYMENT AND ASSESSMENT AND COLLECTION OF INTER-

EST.-The interest accrued during any taxable year which a
shareholder is required to pay under paragraph (1) shall be
treated, for purposes of this title, as interest payable under sec-
tion 6601 and shall be paid by the shareholder at the time the
tax imposed by this chapter for such taxable year is required to
be paid. ".

(b) TAXABLE INCOME IN EXCESS OF $10,000,000 DEEMED DISTRIB-

UTED. -

(1) IN GENERAL-Subparagraph (E) of section 995(b)(1) (relat-
ing to based period export gross receipts) is amended to read as
follows:

"(E) the taxable income of the DISC attributable to quali-
fied export receipts of the DISC for the taxable year which
exceed $10,000,000, ".

(2) AGGREGATION OF RECEIPTS.-Subsection (b) of section 995
(relating to deemed distributions) is amended by adding at the
end thereof the following new paragraph:

"(4) AGGREGATION OF QUALIFIED EXPORT RECEIPTS.-

"(A) IN GENERAL.-For purposes of applying paragraph
(1)(E), all DISC's which are members of the same controlled
group shall be treated as a single corporation.

"(B) ALLOCATION.-The dollar amount under paragraph
(1)(E) shall be allocated among the DISC's which are mem-
bers of the same controlled group in a manner provided in
regulations prescribed by the Secretary.

(c) CONFORMING AMENDMENTS.-
(1) Subsection (a)(1) of section 992 (relating to definition of

DISC) is amended-
(A) by striking out "and" at the end of subparagraph (C),
(B) by striking out the period at the end of subparagraph

(D) and inserting in lieu thereof ", and", and



(C) by adding at the end thereof the following new sub-
paragraph:

"(E) such corporation is not a member of any controlled
group of which a FSC is a member. ".

(2) Paragraph (3) of section 993(a) (relating to controlled
groups) is amended by striking out "such term by" and insert-
ing in lieu thereof "the term 'controlled group of corporations'
by".

(3) Subsection (c) of section 999 (relating to international boy-
cott factor) is amended by striking out "995(b)(1)(F)(ii)" each
place it appears and inserting in lieu thereof "995(b)(1)(F)(i)".

(4) The table of subparts of part III of subchapter N of chap-
ter 1 is amended by inserting after the item relating to subpart
B the following new item:

"Subpart C Taxation of foreign sales corporations."

SEC. 803. TAXABLE YEAR OF DISC AND FSC REQUIRED TO CONFORM TO
TAXABLE YEAR OF MAJORITY SHAREHOLDER.

(a) IN GENERAL.-Subsection (b) of section 441 (relating to period
for computation of taxable income) is amended-

(1) by striking out "or" at the end of paragraph (2),
(2) by striking out the period at the end of paragraph (3) and

inserting in lieu thereof "; or", and
(3) by adding at the end thereof the following new paragraph:
"(4) in the case of a FSC or DISC filing a return for a period

of at least 12 months, the period determined under subsection
(h). " .

(b) DETERMINATION OF TAXABLE YEAR.-Section 441 is amended
by adding at the end thereof the following new subsection:

"(h) TAXABLE YEAR OF FSC's AND DISC's.-
"(1) IN GENERAL.-For purposes of this subtitle, the taxable

year of any FSC or DISC shall be the taxable year of that
shareholder (or group of shareholders with the same 12-month
taxable year) who has the highest percentage of voting power.

"(2) SPECIAL RULE WHERE MORE THAN ONE SHAREHOLDER (OR

GROUP) HAS HIGHEST PERCENTAGE.-If 2 or more shareholders
(or groups) have the highest percentage of voting power under
paragraph (1), the taxable year of the FSC or DISC shall be the
same 12-month period as that of any such shareholder (or
group).

"(3) SUBSEQUENT CHANGES OF OWNERSHIP.-The Secretary
shall prescribe regulations under which paragraphs (1) and (2)
shall apply to a change of ownership of a corporation after the
taxable year of the corporation has been determined under
paragraph (1) or (2) only if such change is a substantial change
of ownership.

"(4) VOTING POWER DETERMINED.-For purposes of this sub-
section, voting power shall be determined on the basis of total
combined voting power of all classes of stock of the corporation
entitled to vote. ".

SEC. 804. REPORTING REQUIREMENTS.

(a) IN GENERAL.-The Secretary of the Treasury shall, for calen-
dar year 1985 and each second calendar year thereafter, submit a



report to the Congress within 272 months following the close of
such calendar year setting forth an analysis of the operation and
effect of the provisions of this title.

(b) REPEAL OF DISC REPORTING REQUIREMENTS.-
(1) IN GENERAL.-Section 806 of the Revenue Act of 1971 (re-

lating to submission of annual reports to Congress) is hereby re-
pealed.

(2) EFFECTIVE DATE.-The amendment made by paragraph (1)
shall apply to reports for calendar years after 1984.

SEC. 805. EFFECTIVE DATE; TRANSITION RULES.
(a) EFFECTIVE DATES.-

(1) IN GENERAL.-Except as provided in this subsection, the
amendments made by this title shall apply to transactions after
December 31, 1984, in taxable years ending after such date.

(2) SPECIAL RULE FOR CERTAIN CONTRACTS.-To the extent pro-
vided in regulations prescribed by the Secretary, subsections (c)
and (d) of section 924 of the Internal Revenue Code of 1954 (as
added by this title) shall not apply to-

(A) any contract with respect to which the taxpayer uses
the completed contract method of accounting and which-

(i) was entered into before March 16, 1984, or
(ii) was entered into after March 15, 1984, and before

January 1, 1985, pursuant to a written plan to enter
into such contract which was in effect on March 15,
1984,

(B) any contract which was entered into before March 16,
1984, except that this subparagraph shall only apply to the
first 2 taxable years of the FSC ending after January 1,
1985, or such later taxable years as the Secretary of the
Treasury may designate, or

(C) any contract which was entered into after March 15,
1984, and before January 1, 1985, except that this subpara-
graph shall only apply to the first taxable year of the FSC
ending after January 1, 1985, or such later taxable years as
the Secretary of the Treasury may designate.

(3) SECTION 801(d)(10).-The amendment made by section
801(d)(10) shall apply to distributions on or after June 22, 1984.

(4) SECTION 803.-The amendments made by section 803 shall
apply to any DISC established after March 21, 1984.

(b) TRANSITION RULES FOR DISC's. -
(1) CLOSE OF 1984 TAXABLE YEARS OF DISCS.-

(A) IN GENERAL.-For purposes of applying the Internal
Revenue Code of 1954, the taxable year of each DISC which
begins before January 1, 1985, and which (but for this para-
graph) would include January 1, 1985, shall close on De-
cember 31, 1984. For purposes of such Code, the require-
ments of section 992(a)(1)(B) of such Code (relating to per-
centage of qualified export assets on last day of the taxable
year) shall not apply to any taxable year ending on Decem-
ber 31, 1984.

(B) UNDERPAYMENTS OF ESTIMATED TAX.-To the extent
provided in regulations prescribed by the Secretary of the
Treasury or his delegate, no addition to tax shall be made



under section 6654 or 6655 of such Code with respect to any
underpayment of any installment required to be paid before
April 13, 1985, to the extent the underpayment was created
or increased by reason of subparagraph (A).

(2) EXEMPTION OF ACCUMULATED DISC INCOME FROM TAX.-
(A) IN GENERAL.-For purposes of applying the Internal

Revenue Code of 1954 with respect to actual distributions
made after December 31, 1984, by a DISC or former DISC
which was a DISC on December 31, 1984, any accumulated
DISC income of a DISC or former DISC (within the mean-
ing of section 996(f)(1) of such Code) which is derived before
January 1, 1985, shall be treated as previously taxed
income (within the meaning of section 996(f)(2) of such
Code).

(B) EXCEPTION FOR DISTRIBUTION OF AMOUNTS PREVIOUS-
LY DISQUALIFIED.-Subparagraph (A) shall not apply to the
distribution of any accumulated DISC income of a DISC or
former DISC to which section 995(b)(2) of such Code applied
by reason of any revocation or disqualification (other than
a revocation which under regulations prescribed by the Sec-
retary results solely from the provisions of this title.

(3) INSTALLMENT TREATMENT OF CERTAIN DEEMED DISTRIBU-
TIONS OF SHAREHOLDERS. -

(A) IN GENER4L. -Notwithstanding section 995(b) of such
Code, if a shareholder of a DISC elects the application of
this paragraph, any qualified distribution shall be treated,
for purposes of such Code, as received by such shareholder
in 10 equal installments on the last day of each of the 10
taxable years of such shareholder which begins after the
first taxable year of such shareholder beginning in 1984.
The preceding sentence shall apply without regard to
whether the DISC exists after December 31, 1984.

(B) QUALIFIED DISTRIBTION.-The term 'qualified distri-
bution' means any distribution which a shareholder is
deemed to have received by reason of section 995(b) of such
Code with respect to income derived by the DISC in the
first taxable year of the DISC beginning-

(i) in 1984, and
(ii) after the date in 1984 on which the taxable year

of such shareholder begins.
(C) SHORTER PERIOD FOR INSTALLMENT.-The Secretary

of the Treasury or his delegate may by regulations provide
for the election by any shareholder to be treated as receiv-
ing a qualified distribution over such shorter period as the
taxpayer may elect.

(D) ELECTIONS.-Any election under this paragraph shall
be made at such time and in such manner as the Secretary
of the Treasury or his delegate may prescribe.

(4) TREATMENT OF TRANSFERS FROM DISC TO FSC.-Except to
the extent provided in regulations, section 367 of such Code
shall not apply to transfers made before January 1, 1986 (or, if
later, the date 1 year after the date on which the corporation
ceases to be a DISC), to a FSC of qualified export assets (as de-
fined in section 993(b) of such Code) held on August 4, 1983, by



a DISC in a transaction described in section 351 or 368(a)(1) of
such Code.

(5) DEEMED TERMINATION OF A DISC.-Under regulations pre-
scribed by the Secretary, if any controlled group of corporations
of which a DISC is a member establishes a FSC, then any DISC
which is a member of such group shall be treated as having ter-
minated its DISC status.

(6) DEFINITION.-For purposes of this subsection, the terms
"DISC" and "former DISC" have the respective meanings given
to such terms by section 992 of such Code.

(c) SPECIAL RULE FOR EXPORT TRADE CORPORATIONS.-

(1) IN GENERAL.-If, before January 1, 1985, any export trade
corporation-

(A) makes an election under section 927(f)(1) of the Inter-
nal Revenue Code of 1954 to be treated as a FSC, or

(B) elects not to be treated as an export trade corporation
with respect to taxable years beginning after December 31,
1984,

rules similar to the rules of paragraphs (2) and (4) of subsection
(b) shall apply to such export trade corporation.

(2) TREATMENT OF TRANSFERS TO FSC.-In the case of any
export trade corporation which-

(A) makes an election described in paragraph (1), and
(B) transfers before January 1, 1986, any portion of its

property to a FSC in a transaction described in section 351
or 368(a)(1),

then, subject to such rules as the Secretary of the Treasury or
his delegate may prescribe based on principles similar to the
principles of section 505 (a) and (b) of the Revenue Act of 1971,
no income, gain, or loss shall be recognized on such transfer or
on the distribution of any stock of the FSC received (or treated
as received) in connection with such transfer.
(3) EXPORT TRADE CORPORA TION.-For purposes of this subsec-

tion, the term "export trade corporation' has the meaning given
such term by section 971 of the Internal Revenue Code of 1954.

TITLE IX-HIGHWA Y REVENUE
PRO VISIONS

Subtitle A- Provisions Relating to Heavy
Vehicle Use Tax

SEC. 90L REDUCTION OF HEA VY VEHICLE USE TAX.
(a) GENERAL RuLE. -Subsection (a) of section 4481 (as amended by

section 513(a) of the Highway Revenue Act of 1982) is amended to
read as follows:

"(a) IMPOSITION OF TAx.-A tax is hereby imposed on the use of
any highway motor vehicle which (together with the semitrailers
and trailers customarily used in connection with highway motor ve-
hicles of the same type as such highway motor vehicle) has a tax-
able gross weight of at least 55,000 pounds at the rate specified in
the following table:



"Taxable gross weight, Rate of tax:

"At least 55,000 pounds, but not over $100 per year plus $22 for each 1,000 pounds (or
75, 000 pounds fraction thereof) in excess of 55,000 pounds.

Over 75,000 pounds $550."

(b) SPECIAL RULES IN THE CASE OF CERTAIN OWNER-OPERATORS.-

(1) SPECIAL RULE FOR TAXABLE PERIOD BEGINNING ON JULY 1,
1984.-In the case of a small owner-operator, the amount of the
tax imposed by section 4481 of the Internal Revenue Code of
1954 on the use of any highway motor vehicle subject to tax
under section 4481(a) of such Code (as amended by subsection
(a)) for the taxable period which begins on July 1, 1984, shall be
the lesser of-

(A) $3 for each 1,000 pounds of taxable gross weight (or
fraction thereof), or

(B) the amount of the tax which would be imposed under
such section 4481(a) without regard to this paragraph.

(2) EXEMPTION FOR VEHICLES USED FOR LESS THAN 5,000 MILES

(AND CERTAIN OTHER AMENDMENTS) TO TAKE EFFECT ON JULY 1,
19s.-In the case of a small owner-operator, notwithstanding
subsection (f)(2) of section 513 of the Highway Revenue Act of
1982, the amendments made by subsections (b), (c), and (d) of
such section shall take effect on July 1, 1984.

(2) SMALL OWNER-OPERATOR DEFINED.-For purposes of this
subsection, the term "small owner-operator" has the meaning
given such term by section 513(f)(2) of the Highway Revenue Act
of 1982.

(4) TAXABLE GROSS WEIGHT.-For purposes of this subsection,
the term 'taxable gross weight' has the same meaning as when
used in section 4481 of the Internal Revenue Code of 1954.

(c) EFFECTIVE DATE.-The amendment made by subsection (a)
(and the provisions of subsection (b)) shall take effect on July 1,
1984.
SEC. 902. SPECIAL RULE FOR TRUCKS USED IN LOGGING.

(a) IN GENERAL. -Section 4483 (relating to exemptions from high-
way use tax) is amended by redesignating subsection (e) as subsec-
tion (f) and inserting after subsection (d) the following new subsec-
tion:

"(e) REDUCTION IN TAX FOR TRUCKS USED IN LOGGING.-The tax
imposed by section 4481 shall be reduced by 25 percent with respect
to any highway motor vehicle if-

"(1) the exclusive use of such vehicle during any taxable
period is the transportation, to and from a point located on a
forested site, of products harvested from such forested site, and

"(2) such vehicle is registered (under the laws of the State in
which such vehicle is required to be registered) as a highway
motor vehicle used in the transportation of harvested forest
products. ".

(b) EFFECTIVE DATE.-The amendment made by this section shall
take effect on July 1, 1984.



SEC. 903. SPECIAL RULE FOR CERTAIN AGRICULTURAL VEHICLES.
(a) IN GENERAL.-Subsection (d) of section 4483 (relating to ex-

emptions from highway use tax) is amended by redesignating para-
graph (5) as paragraph (6) and by inserting after paragraph (4) the
following new paragraph:

"(5) 7,500-MiLEs EXEMPTION FOR AGRICULTURAL VEHICLES.-
"(A) IN GENERAL.-In the case of an agricultural vehicle,

paragraphs (1) and (2) shall be applied by substituting
'7,500' for '5,000' each place it appears.

"(B) DEFINITIONS. -For purposes of this paragraph-
"(i) AGRICULTURAL VEHICLE.-The term 'agricultural

vehicle' means any highway motor vehicle-
"(I) used primarily for farming purposes, and
"(II) registered (under the laws of the State in

which such vehicle is required to be registered) as
a highway motor vehicle used for farming pur-
poses.

"(ii) FARMING PURPOSES.-The term 'farming pur-
poses' means the transporting of any farm commodity
to or from a farm or the use directly in agricultural
production.

"(iii) FARM COMMODITY.-The term 'farm commodity'
means any agricultural or horticultural commodity,
feed, seed, fertilizer, livestock, bees, poultry, fur-bearing
animals, or wildlife. ".

(b) EFFECTIVE DATE.-The amendments made by subsection (a)
shall take effect as if included in the amendments made by section
513 of the Highway Revenue Act of 1982.

Subtitle B-Provisions Relating to Fuel Taxes

SEC. 911. INCREASE IN DIESEL FUEL TAX.
(a) GENERAL RULE.-Paragraph (1) of section 4041(a) (relating to

diesel fuel) is amended by striking out "9 cents" and inserting in
lieu thereof "15 cents ".

(b) INCOME TAX CREDIT FOR PURCHASE OF DIESEL-POWERED A UTO-
MOBILE OR LIGHT TRUC.-Section 6427 (relating to fuels not used
for taxable purposes), as amended by this Act, is amended by redes-
ignating subsections (g), (h), (i), 0), (k), (1), and (m) as subsections (h),
(i), U), (k), (1), (m), and (n), respectively, and by inserting after subsec-
tion (f) the following new subsection:

"(g) ADVANCE REPAYMENT OF INCREASED DIESEL FUEL TAX TO
ORIGINAL PURCHASERS OF DIESEL-POWERED AUTOMOBILES AND
LIGHT TRUCKS.--

"(1) IN GENERAL.-Except as provided in subsection (), the
Secretary shall pay (without interest) to the original purchaser
of any qualified diesel-powered highway vehicle an anount
equal to the diesel fuel differential amount.

"(2) QUALIFIED DIESEL-POWERED HIGHWAY VEHICLE. -For pur-
poses of this subsection, the term 'qualified diesel-powered high-
way vehicle' means any diesel-powered highway vehicle
which-

"(A) has at least 4 wheels,



"(B) has a gross vehicle weight rating of 10, 000 pounds or
less, and

"(C) is registered for highway use in the United States
under the laws of any State.

"(3) DIESEL FUEL DIFFERENTIAL AMOUNT.-For purposes of
this subsection, the term 'diesel fuel differential amount'
means-

"(A) except as provided in subparagraph (B), $102, or
"(B) in the case of a truck or van, $198.

"(4) ORIGINAL PURCHASER.-For purposes of this subsection-
(A) IN GENERAL.-Except as provided in subparagraph

(B), the term 'original purchaser' means the first person to
purchase the qualified diesel-powered vehicle for use other
than resale.

"(B) EXCEPTION FOR CERTAIN PERSONS NOT SUBJECT TO

FUELS TAx.-The term 'original purchaser' shall not in-
clude any State or local government (as defined in section
4221(d)(4)) or any nonprofit educational organization (as de-
fined in section 4221(d)(5)).

"(C) TREATMENT OF DEMONSTRATION USE BY DEALER.-

For purposes of subparagraph (A), use as a demonstrator by
a dealer shall not be taken into account.

"(5) VEIIICLES TO WHICH SUBSECTION APPLIES.-Except as pro-
vided in paragraph (6), this subsection shall only apply to
qualified diesel-powered highway vehicles originally purchased
after January 1, 1985, and before January 1, 1988.

"(6) SPECIAL RULE FOR CERTAIN VEHICLES HELD ON JANUARY 1,

1985.-
"(A) IN GENERAL.-In the case of any person holding a

qualified diesel-powered highway vehicle on January 1,
1985- "(i) such person shall be treated as if he originally

purchased such vehicle on December 31, 1984, but
"(ii) the amount payable under paragraph (1) to such

person for such vehicle shall be the applicable fraction
of the diesel fuel differential amount.

"(B) APPLICABLE FRACTION.-For purposes of subpara-
graph (A), the applicable fraction is the fraction deter-
mined in accordance with the following table:

"If the model year of The applicable
the vehicle is: fraction is:

1984 or 1985 .......................................................................... 1
1 9 83 ........................................................................................
19 82 .........................................................................................
1981 ............................................................................... ... 
19 80 ......................................................................................... /
1979 ................................................................................ ... 1/6

In the case of a 1978 or earlier model year vehicle, the ap-
plicable fraction shall be zero.

"(7) BASIS REDUCTION -For the purposes of subtitle A, the
basis of any qualified diesel-powered highway vehicle shall be
reduced by the amount payable under this subsection with re-
spect to such vehicle."

(d) TECHNICAL AND CONFORMING ADMENDMENTS. -



(1) AMENDMENTS TO HIGHWAY TRUST FUND.-

(A) TRANSFERS TO MASS TRANSIT ACCOUNT.-Paragraph

(2) of section 9503(e) (relating to transfers to Mass Transit
Account) is amended to read as follows:

"(2) TRANSFERS TO MASS TRANSIT ACCOUNT.-The Secretary of
the Treasury shall transfer to the Mass Transit Account the
mass transit portion of the amounts appropriated to the High-
way Trust Fund under subsection (b) which are attributable to
taxes under sections 4041 and 4081 imposed after March 31,
1983. For purposes of the preceding sentence, the term 'mass
transit portion' means an amount determined at the rate of 1
cent for each gallon with respect to which tax was imposed
under section 4041 or 4081."

(B) INCOME TAX CREDITS PA YABLE OUT OF HIGHWAY TRUST

FUND.-Clause (ii) of section 9503(c)(2)(A) is amended by
striking out "used before October 1, 1988" and inserting in
lieu thereof "used before October 1, 1988 (or with respect to
qualified diesel-powered highway vehicles purchased before
January 1, 1988)".

(2) CONFORMING AMENDMENTS TO INCOME TAX CREDIT.-

(A) Subsections (a)(4) and (b) of section 39 (as in effect
before the enactment made by title IV of this Act) are each
amended by striking out "6427(i)" and inserting in lieu
thereof "6427()".

(B) Subsections (a), (b)(1), (c), (d), (e)(1), and (f)(1) of section
6427 are each amended by striking out "(i)" and inserting
in lieu thereof "()".

(C) Subsection (h)(1) of section 6427 (as redesignated by
subsection (c)) is amended-

(i) by striking out "or (f)" and inserting in lieu there-
of "(f), or (g)'", and

(ii) by striking out "fuel used" each place it appears
and inserting in lieu thereof "fuel used (or a qualified
diesel powered highway vehicle purchased)".

(D) Subsection (h)(2)(A) of section 6427 (as so redesignat-
ed) is amended-

(i) by striking out "and (e)" in clause (i) and insert-
ing in lieu thereof "(e), and (g)", and

(ii) by striking out "fuel used" each place it appears
and inserting in lieu thereof "fuel used (or a qualified
diesel powered highway vehicle purchased)".

(E) Subsection (k)(2) of section 6427 (as so redesignated) is
amended by striking out "(g)(2)" and inserting in lieu there-
of "(h)(2)".

(F) Subsection (m) of section 6427 (as so redesignated) is
amended by striking out "and (d)" each place it appears
and inserting in lieu thereof "(d), and (g)".

(G) Sections 7210, 7603, 7604(b), 7604(c)(2), 7605(a),
7609(c)(1), and 7610(c) are each amended by striking out
"6427(h)(2)" each place it appears and inserting in lieu
thereof "6427(i)(2)".

(e) EFFECTIVE DATE.-The amendments made by this section shall
take effect on August 1, 1984.



SEC. 912. DECREASE IN TAX IMPOSED ON GASOHOL.

(a) AMENDMENT OF SECTION 4041.-Paragraph (1) of section
4041(k) (relating to fuels containing alcohol) is amended to read as
follows:

"(1) IN GENERAL.-Under regulations prescribed by the Secre-
tary, in the case of the sale or use of any liquid at least 10 per-
cent of which consists of alcohol (as defined in section
4081(c)(3))-"(A) subsection (a)(1) shall be applied by substituting '9

cents'for '15 cents', and
"(B) subsection (a)(2) shall be applied by substituting 'W

cents'for '9 cents', and
"(C) no tax shall be imposed by subsection (c). ".

(b) AMENDMENTS OF SECTION 4081.-Subsection (c) of section 4081
(relating to imposition of tax on petroleum products), as amended by
title VII of this Act, is amended-

(A) by striking out "4 cents" each place it appears and insert-
ing in lieu thereof "3 cents",

(B) by striking out "4% cents" and inserting in lieu thereof
"3'/3 cents", and

(C) by striking out "4% cents" and inserting in lieu thereof
"52/3 cents ".

(c) CREDIT FOR ALCOHOL USED AS A FuEL.-Section 40 (relating to
alcohol used as a fuel) (as amended by title IV of this Act) is
amended

(1) by striking out "50 cents" each place it appears and insert-
ing in lieu thereof "60 cents", and

(2) by striking out "37.5 cents" each place it appears and in-
serting in lieu thereof "45 cents".

(d) AMENDMENT OF SECTION 6427.-Paragraph (1) of section
6427(f) (relating to gasoline used to produce certain alcohol fuels) is
amended by striking out "4% cents" and inserting in lieu thereof
"521 cents ".

(e) TARIFF IMPORTED FOR USE AS A FuEL.-Item 901.50 of the
Tariff Schedules of the United States (19 US.C. 1202) is amended
by striking out "50 cents per gal." each place it appears and insert-
ing in lieu thereof "60 cents per gal. ".

(f) DEFINITION OF ALCOHOL.-Sections 40(d)(1)(A)(i) (as amended
by title IV of this Act) and 4081 (c)(3) (defining alcohol) are each
amended by striking out "coal" and inserting in lieu thereof "coal
(including peat)".

(g) EFFECTIVE DATE.-The amendments made by this section shall
take effect on January 1, 1985.
SEC. 913. MODIFICATION OF TAX IMPOSED ON METHANOL AND ETHANOL.

(a) IN GENERAL. -Section 4041 (relating to imposition of tax on
special fuels) is amended by adding at the end thereof the following
new subsection.

"(m) CERTAIN ALCOHOL FUELS.-
"(1) IN GENERAL.-In the case of the sale or use of any par-

tially exempt methanol or ethanol fuel-
"(A) subsection (a)(2) shall be applied by substituting "412

cents" for "9 cents" and
"(B) no tax shall be imposed by subsection (c).



"(2) PARTIALLY EXEMPT METHANOL OR ETHANOL FUEL.-The

term 'partially exempt methanol or ethanol fuel' means any
liquid at least 85 percent of which consists of methanol, etha-
nol, or other alcohol produced from natural gas. ".

(b) CONFORMING AMENDMENT.-Subsection (c) of section 40 (relat-
ing to coordination of credit for alcohol used as a fuel with exemp-
tion from excise tax) (as redesignated by title IV of this Act) is
amended by striking out "(b)(2) or (k)" and inserting in lieu thereof
"(b)(2), (k), or (m)".

(c) EFFECTIVE DATE.-The amendments made by this section shall
take effect on August 1, 1984.
SEC. 914. EXTENSION OF REDUCTION IN TAX FOR FUEL USED BY TAXICABS.

Paragraph (3) of section 6427(e) (relating to termination of use in
certain taxicabs) is amended by striking out "September 30, 1984"
and inserting in lieu thereof "September 30, 1985".
SEC. 915. 3 CENT TAX ON DIESEL FUEL, ETC., USED IN CERTAIN BUSES.

(a) IN GENERAL.-Subsection (b) of section 6427 (relating to fuels
not used for taxable purposes) is amended by redesignating para-
graph (2) as paragraph (3) and inserting after paragraph (1) the fol-
lowing new paragraph:

"(2) 3-cent reduction in refund in certain cases.-
"(A) IN GENERAL.-Except as provided in subparagraph

(B), the rate of tax taken into account under paragraph (1)
shall not exceed 12 cents.

"(B) ExCEPTlION.-Subparagraph (A) shall not apply to
fuel used in any automobile bus while engaged in furnish-
ing (for compensation) intracity passenger land transporta-
tion-

"(i) which is available to the general public, and
"(ii) which is scheduled and along regular routes,

but only if such bus is a qualified local bus.
"(C) QUALIFIED LOCAL BUS.-For purposes of this para-

graph, the term 'qualified local bus' means any local bus-
"(i) which has a seating capacity of at least 20

adults (not including the driver), and
"(ii) which is under contract (or is receiving more

than a nominal subsidy) from any State or local gov-
ernment (as defined in section 4221(d)) to furnish such
transportation."

(b) EFFECTIVE DATE.-The amendments made by this section shall
take effect on August 1, 1984.

Subtitle C-Temporary Reduction in Retail Tax
on Certain Piggyback Trailers

SEC. 921. TEMPORARY REDUCTION IN TAX.

Section 4051 (relating to retail tax on heavy trucks and trailers) is
amended by redesignating subsection (d) as subsection (e) and insert-
ing after subsection (c) the following new subsection:

"(d) TEMPORARY REDUCTION IN TAX ON CERTAIN PIGGYBACK

TRAILERS. -



"(1) IN GENERAL.-In the case of piggyback trailers or semi-
trailers sold within the 1-year period beginning on the date of
the enactment of the Tax Reform Act of 1984, subsection (a)
shall be applied by substituting '6 percent' for '12percent'.

"(2) PIGGYBACK TRAILERS OR SEMITRAILERS.-For purposes of
this subsection, the term 'piggyback trailers or semitrailers'
means any trailer or semitrailer-

"(A) which is designed for use principally in connection
with trailer-on-flatcar service by rail, and

"(B) with respect to which the seller certifies, in such
manner and form and at such time as the Secretary pre-
scribes by regulations, that such trailer or semitrailer-

"(i) will be used, or resold for use, principally in con-
nection with such service, or

"(ii) will be incorporated into an article which will
be so used or resold.

"(3) ADDITIONAL TAX WHERE NONQUALIFIED UE.-If any pig-
gyback trailer or semitrailer was subject to tax under subsection
(a) at the 6 percent rate and such trailer or semitrailer is used
or resold for use other than for a use described in paragraph
(2)-

"(A) such use or resale shall be treated as a sale to which
subsection (a) applies,

"(B) the amount of the tax imposed under subsection (a)
on such sale shall be equal to the amount of the tax which
was imposed on the first retail sale, and

"(C) the person so using or reselling such trailer or semi-
trailer shall be liable for the tax imposed by subsection
(a). "

Subtitle D-Studies

PART I-STUDIES RELATING TO HEA VY VEHICLE USE TAX

SEC. 931. WHETHER HEAVY VEHICLES BEAR FAIR SHARE OF HIGHWAY
COSTS.

The Secretary of Transportation shall conduct a study of whether
highway motor vehicles with taxable gross weights of 80,000 pounds
or more bear their fair share of the costs of the highway system.
SEC. 932. TRANS-BORDER TRUCKING.

The Secretary of Transportation shall conduct a study to deter-
mine the significance of the tax imposed by section 4481 of the In-
ternal Revenue Code of 1954 (relating to tax on use of certain vehi-
cles) on trans-border trucking operations.
SEC. 933. WEIGHT-DISTANCE TAXES.

The Secretary of Transportation shall conduct a study to evaluate
the feasibility and ability of weight-distance truck taxes to provide
the greatest degree of equity among highway users, to ease the costs
of compliance of such taxes, and to improve the efficiency by which
such taxes might be administered. Such study shall also include an
evaluation of the evasion potential for weight-distance taxes and an
assessment of the benefits to interstate commerce of replacing all



Federal truck taxes (other than fuel taxes) with a weight-distance
tax.
SEC. 934. REPORTS, ETC.

(a) CONSULTATION WITH TREAsuRY.-Studies conducted under
this part shall be conducted in consultation with the Secretary of
the Treasury.

(b) REPORT.-Not later than October 1, 1987, the Secretary of
Transportation shall submit to the Committee on Ways and Means
of the House of Representatives and the Committee on Finance of
the Senate a report on each study conducted under this part togeth-
er with such recommendations as the Secretary may deem advisable.

PART II-OTHER STUDIES

SEC. 935. STUDY OF REDUCED FUEL TAXES FOR TAXICABS.

The Secretary of the Treasury or his delegate shall conduct a
study of the reduced rate of fuel taxes provided by section 6427(e) of
the Internal Revenue Code of 1954. Not later than January 1, 1985,
such Secretary shall submit a report on such study to the Congress,
together with such recommendations as the Secretary may deem ad-
visable.
SEC. 936. STUDY OF PIGGYBACK TRAILERS.

(a) IN GENERAL.-The Secretary of Transportation (in consulta-
tion with the Secretary of the Treasury) shall conduct a study of the
appropriate application and level of the tax imposed by section 4051
of the Internal Revenue Code of 1954 (relating to tax on trucks and
trailers sold at retail) on piggyback trailers and semi-trailers.

(b) REPORT.-Not later than May 1, 1985, the Secretary of Trans-
portation shall submit to the Committee on Ways and Means of the
House of Representatives and the Committee on Finance of the
Senate a report on the study conducted under subsection (a) together
with such recommendations as the Secretary may deem advisable.

TITLE X-MISCELLANEOUS REVENUE
PRO VISIONS

Subtitle A-Capital Gains and Losses

SEC. 1001. DECREASE IN HOLDING PERIOD REQUIRED FOR LONG-TERM
CAPITAL GAIN TREATMENT

(a) IN GENERAL. -

(1) CAPITAL GAiNs.-Paragraphs (1) and (3) of section 1222 (re-
lating to other terms relating to capital gains and losses) are
each amended by striking out "1 year" and inserting in lieu
thereof "6 months"

(2) CAPITAL LOSSEs.-Paragraphs (2) and (4) of section 1222
are each amended by striking out "1 year" and inserting in lieu
thereof "6 months".

(b) CONFORMING AMENDMENTS.-The following provisions are

each amended by striking out "1 year" each place it appears and
inserting in lieu thereof "6 months".



(1) Paragraph (1)(B) of section 166(d) (relating to nonbusiness
debts).

(2) Subsection (a) of section 341 (relating to treatment of gain
to shareholders in the case of collapsible corporations).

(3) Paragraph (2) of subsection (a) and subparagraph (L) of
subsection (e)(4) of section 402 (relating to capital gains treat-
ment for certain distributions in the case of a beneficiary of an
exempt employees' trust).

(4) Subparagraph (A) of section 403(a)(2) (relating to capital
gains treatment for certain distributions in the case of a benefi-
ciary under a qualified annuity plan).

(5) Paragraph (1) of section 423(a) (relating to employee stock
purchase plans).

(6) Paragraph (2) of section 582(c) (relating to capital gains of
banks).

(7) Subparagraphs (A) and (B) of section 584(c)(1) (relating to
inclusions in taxable income of participants in common trust
funds).

(8) Paragraphs (3) and (4) of section 642(c) (relating to charita-
ble deductions for certain trusts).

(9) Paragraphs (1) and (2) of section 702(a) (relating to income
and credits of partner).

(10) Subparagraph (A) of section 817(a)(1) (relating to certain
gains and losses in the case of life insurance companies).

(11) Subparagraph (B) of section 852(b)(3) (relating to taxation
of shareholders of regulated investment companies).

(12) Subparagraph (A) of section 856(c)(4) (relating to defini-
tion of real estate investment trust).

(13) Paragraphs (3)(B) and (7) of section 857(b) (relating to
taxation of shareholders of real estate investment trust),

(14) Paragraphs (11) and (12) of section 1223 (relating to hold-
ing period of property).

(15) Section 1231 (relating to property used in the trade or
business and involuntary conversions).

(16) Paragraph (2) of section 1232(a) (relating to sale or ex-
change in the case of bonds and other evidences of indebted-
ness).

(17) Subsections (b), (d), and subparagraph (A) of subsection
(e)(4) of section 1233 (relating to gains and losses from short
sales).

(18) Paragraph (1) of section 1234(b) (relating to treatment of
the grantor of an option in the case of stock, securities, or com-
modities).

(19) Subsection (a) of section 1235 (relating to sale or exchange
of patents).

(20) Paragraph (4) of section 1246(a) (relating to holding
period in the case of gain on foreign investment company stock).

(21) Subsection (i) of section 1247 (relating to loss on sale or
exchange of certain stock in the case of foreign investment com-
panies electing to distribute income currently).

(22) Subsections (b) and (g)(3)(C) of section 1248 (relating to
gain from certain sales or exchanges of stock in certain foreign
corporations).



(23) Subparagraph (A) of section 1251(e)(1) (defining farm re-
capture property).

(c) TECHNICAL AMENDMENT RELATING TO TIMBER, COAL, AND Do-

MESTIC IRON ORE.--Section 631 (relating to gain or loss in the case
of timber, coal, or domestic iron ore) is amended-

(1) by striking out "for a period of more than 1 year" in the
first sentence of subsection (a) and inserting in lieu thereof "on
the first day of such year and for a period of more than 6
months before such cutting", and

(2) by striking out "1 year" in subsections (b) and (c) and in-
serting in lieu thereof "6 months ".

(d) TECHNICAL AMENDMENT RELATING TO CERTAIN SHORT-TERM

GOVERNMENT OBLIGATIONS. -Section 1232(a)(3)(A) (relating to cer-
tain short-term government obligations) is amended by striking out
"held less than I year".

(e) EFFECTIVE DATE.-The amendments made by this section shall
apply to property acquired after June 22, 1984, and before January
1, 1988.
SEC. 1002. REPEAL OF SPECIAL RULE FOR PRE-1970 LOSSES.

(a) IN GENERAL.-Paragraph (3) of section 1212(b) (relating to
transitional rule for taxpayers other than corporations) is repealed.

(b) EFFECTIVE DATE.-The repeal made by subsection (a) shall
apply to taxable years beginning after December 31, 1986.

Subtitle B-Excise Tax Provisions

PART I-BOATING SAFETY AND SPORT FISH RESTORATION

Subpart A-Boating Safety Amendments

SEC. 1010. POLICY.

It is declared to be the policy of Congress and the purpose of this
part to improve recreational boating safety and to foster greater de-
velopment, use, and enjoyment of all waters of the United States by
encouraging and assisting participation by the States, the boating
industry, and the boating public in activities related to increasing
boating safety; by authorizing the establishment of national con-
struction and performance standards for boats and associated equip-
ment; by creating more flexible authority governing the use of boats
and equipment; and by facilitating the provision of services by the
United States Coast Guard on behalf of boating safety. It is further
declared to be the policy of Congress to encourage greater and con-
tinuing uniformity of boating laws and regulations among the
States and the Federal Government, to encourage and assist the
States in exercising their authorities in boating safety, to foster
greater cooperation and assistance between the Federal Government
and the States in administering and enforcing Federal and State
laws and regulations pertaining to boating safety, and to equitably
utilize taxes paid on fuel use in motor boats in a manner which en-
hances boating safety.
SEC. 1011. GENERAL AMENDMENTS TO TITLE 46.

(a) Section 2102 of title 46, United States Code, is amended-
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(1) by striking out "and facilities improvement" in paragraph

(2) by striking out paragraphs (3) and (4); and
(3) by redesignating paragraph (5) as paragraph (3).

(b)(1) Section 13101 of such title is amended-
(A) by striking out "and facility improvement" in subsection

(a); and
(B) by striking out "and facilities improvement" each place it

appears.
(2) Subsection (a) of section 13101 of such title is amended by

striking out "may" in the second sentence and inserting in lieu
thereof "shall".

(c)(1) Section 13102 of such title is amended by striking out "and
facilities improvement" each place it appears.

(2) Subsection (a) of section 13102 of such title is amended by
striking out "may" and inserting in lieu thereof "shall".
(3) Paragraph (2) of section 13102(a) of such title is amended by

striking out ", (d), or (f)".
(4) Subsections (d) and (f) of section 13102 of such title are re-

pealed, and subsection (e) of such section (and any reference thereto)
is redesignated as subsection (d).

(d)(1) Subsections (b), (d), and (f) of section 13103 of such title are
repealed, and subsections (c) and (e) of such section (and all refer-
ences thereto) are redesignated as subsections (b) and (c), respective-
ly.

(2) Subsections (b) and (c) of section 13103 of such title (as redesig-
nated by paragraph (1) of this subsection) are amended by striking
out "and facilities improvement" each place it appears.

(e) Section 13105 of such title is amended by striking out "and fa-
cilities improvement".

(f) Subsection (c) of section 13108 of such title is amended by strik-
ing out "and facilities improvement" each place it appears.

(g) Section 13109 of such title is amended by striking out "and fa-
cilities improvement" each place it appears.
SEC. 1012. AUTHORIZATION OF FUNDS FOR BOATING SAFETY.

Section 13106 of title 46, United States Code, is amended to read
as follows:

"(a) The Secretary may expend in each of the fiscal years 1985,
1986, 1987, and 1988, subject to amounts as are provided in appro-
priations laws for liquidation of contract authority, an amount
equal to two-thirds of the amount transferred for such fiscal year to
the Boat Safety Account under section 9503(c)(4) of the Internal Rev-
enue Code of 1954 (26 US.C. 9503(c)(4)). The amount shall be allo-
cated as provided under section 13103 of this title and shall be
available for State recreational boating safety programs as provided
under the guidelines established under subsection (b) of this section.
Amounts authorized to be expended for State recreational boating
safety programs shall remain available until expended and are
deemed to have been expended only if an amount equal to the total
amounts authorized to be expended under this section for the fiscal
year in question and all prior fiscal years have been obligated.
Amounts previously obligated but released by payment of a final
voucher or modification of a program acceptance shall be credited to



the balance of unobligated amounts and are immediately available
for expenditure.

"(b) The Secretary shall establish guidelines prescribing the pur-
poses for which amounts available under this chapter for State rec-
reational boating safety programs may be used. Those purposes may
include-

"(1) providing facilities, equipment, and supplies for boating
safety education and law enforcement, including purchase, oper-
ation, maintenance, and repair;

"(2) training personnel in skills related to boating safety and
to the enforcement of boating safety laws and regulations;

"(3) providing public boating safety education, including edu-
cational programs and lectures, to the boating community and
the public school system;

"(4) acquiring, constructing, or repairing public access sites
used primarily by recreational boaters;

"(5) conducting boating safety inspections and marine casual-
ty investigations;

"(6) establishing and maintaining emergency or search and
rescue facilities, and providing emergency or search and rescue
assistance;

"(7) establishing and maintaining waterway markers and
other appropriate aids to navigation; and

"(8) providing State recreational vessel numbering or titling
programs.

"(c) Ar amount equal to one-third of the amount transferred for
each fiscal year to the Boat Safety Account under section 9503(c)(4)
of the Internal Revenue Code of 1954 (26 US.C. 9503(c)(4)) is avail-
able to the Secretary for expenditures out of the operating expenses
account of the Coast Guard for services provided by the Coast Guard
for recreational boating safety, including services provided by the
Coast Guard Auxiliary. Amounts made available by this subsection
shall remain available until expended."
SEC. 1013. EFFECTIVE DATE.

The amendments made by this subpart shall take effect on Octo-
ber 1, 1984, and shall apply with respect to fiscal years beginning
after September 30, 1984.

Subpart B-Sport Fish Restoration Program

SEC. 1014. AMENDMENTS TO THE SPORT FISH RESTORATION PROGRAM.
(a) The Act entitled "An Act to provide that the United States

shall aid the States in fish restoration and management projects,
and for other purposes" approved August 9, 19.50 (16 U.S.C. 777 et
seq.), is amended as follows:

(1) The first section is amended-
(A) by inserting "(a)" after "That' and
(B) by adding at the end thereof the following new sub-

section:
"(b) Each coastal State, to the extent practicable, shall equitably

allocate the following sums between marine fish projects and fresh-
water fish projects in the same proportion as the estimated number
of resident marine anglers and the estimated number of resident



freshwater anglers, respectively, bear to the estimated number of all
resident anglers in that State:

"(1) The additional sums apportioned to such State under
this Act as a result of the taxes imposed by the amendments
made by section 1015 of the Tax Reform Act of 1984 on items
not taxed under section 4161(a) of the Internal Revenue Code of
1954 before October 1, 1984.

"(2) The sums apportioned to such State under this Act that
are not attributable to any tax imposed by such section 4161(a).

As used in this subsection, the term 'coastal State' means any one of
the States of Alabama, Alaska, California, Connecticut, Delaware,
Florida, Georgia, Hawaii, Louisiana, Maine, Maryland, Massachu-
setts, Mississippi, New Hampshire, New Jersey, New York, North
Carolina, Oregon, Rhode Island, South Carolina, Texas, Virginia,
and Washington. The term also includes the Commonwealth of
Puerto Rico, the United States Virgin Islands, Guam, American
Samoa, and the Commonwealth of the Northern Marianas."

(2) The first sentence of section 3 is amended to read as fol-
lows: "To carry out the provisions of this Act for fiscal years
after September 30, 1984, there are authorized to be appropri-
ated from the Sport Fish Restoration Account established by
section 9504(a) of the Internal Revenue Code of 1954 the
amounts paid, transferred, or otherwise credited to that
Account. For purposes of the provision of the Act of August 31,
1951, which refers to this section, such amounts shall be treated
as the amounts that are equal to the revenues described in this
section."
(3) The first sentence of section 4 is amended to read as fol-

lows: "So much, not to exceed 6 per centum, of each annual ap-
propriation made in accordance with the provisions of section 3
of this Act as the Secretary of the Interior may estimate to be
necessary for his expenses in the conduct of necessary investiga-
tions, administration, and the execution of this Act and for
aiding in the formulation, adoption, or administration of any
compact between two or more States for the conservation and
management of migratory fishes in marine or freshwaters shall
be deducted for that purpose, and such sum is authorized to be
made available therefor until the expiration of the next suc-
ceeding fiscal year."

(4) Section 5 is amended by striking all after the first sen-
tence.

(5) Section 6 is amended by adding at the end thereof the fol-
lowing new subsection:

"(d) The Secretary of the Interior may enter into agreements to fi-
nance up to 75 per centum of the initial costs of the acquisition of
lands or interests therein and the construction of structures or fa-
cilities for appropriations currently available for the purposes of
this Act; and to agree to finance up to 75 per centum of the remain-
ing costs over such a period of time as the Secretary may consider
necessary. The liability of the United States in any such agreement
is contingent upon the continued availability of funds for the pur-
poses of this Act."



(6) Section 8 is amended by inserting "(a)" before the first sen-
tence, and by adding at the end thereof the following new sub-
sections:

"(b)(1) Each State shall allocate 10 per centum of the funds appor-
tioned to it for each fiscal year under section 4 of this Act for the
payment of up to 75 per centum of the costs of the acquisition, devel-
opment, renovation, or improvement of facilities (and auxiliary fa-
cilities necessary to insure the safe use of such facilities) that create,
or add to, public access to the waters of the United States to im-
prove the suitability of such waters for recreational boating pur-
poses.

"(2) So much of the funds that are allocated by a State under
paragraph (1) in any fiscal year that remained unexpended or unob-
ligated at the close of such year are authorized to be made available
for the purposes described in paragraph (1) during the succeeding
fiscal year, but any portion of such funds that remain unexpended
or unobligated at the close of such succeeding fiscal year are author-
ized to be made available for expenditure by the Secretary of the In-
terior in carrying out the research program of the Fish and Wildlife
Service in respect to fish of material value for sport or recreation.

"(c) Each State may use not to exceed 10 per centum of the funds
apportioned to it under section 4 of this Act to pay up to 75 per
centum of the costs of an aquatic resource education program for
the purpose of increasing public understanding of the Nation's
water resources and associated aquatic life forms. The non-Federal
share of such costs may not be derived from other Federal grant pro-
grams. The Secretary shall issue not later than the one hundred
and twentieth day after the effective date of this subsection such
regulations as he deems advisable regarding the criteria for such
programs."

(7) Section 12 is amended-
(A) inserting "the Mayor of the District of Columbia,"

immediately after "the Secretary of Agriculture of Puerto
Rico, "

(B) by inserting "for the District of Columbia one-third of
I per centum," immediately after "for Puerto Rico I per
centum, ' and

(C) by inserting "the District of Columbia," after "Puerto
Rico, " each place it appears therein.

(b) The amendments made by subsection (a) shall take effect on
October 1, 1984, and shall apply with respect to fiscal years begin-
ning after September 30, 1984.

Subpart C-Taxes on Sales of Sport Fishing Equipment, Etc.

SEC. 1015. TAX ON SALE OF SPORT FISHING EQUIPMENT.

(a) GENERAL RULE.-Subsection (a) of section 4161 (relating to im-
position of tax on the sale of rods, reels, etc.) is amended to read as
follows:

"(a) SPORT FISHING EQUIPMENT.-
"(1) IMPOsITION OF TAx.-There is hereby imposed on the sale

of any article of sport fishing equipment by the manufacturer,
producer, or importer a tax equal to 10 percent of the price for
which so sold.



"(2) 3 PERCENT RATE OF TAX FOR ELECTRIC OUTBOARD MOTORS

AND SONAR DEVICES SUITABLE FOR FINDING FISH.-

"(A) IN GENERAL.-In the case of an electric outboard
motor or a sonar device suitable for finding fish, paragraph
(1) shall be applied by substituting '3 percent' for '10 per-
cent'"(B) $30 LIMITATION ON TAX IMPOSED ON SONAR DEVICES

SUITABLE FOR FINDING FISH.-The tax imposed by para-
graph (1) on any sonar device suitable for finding fish shall
not exceed $30.

"(3) PARTS OR ACCESSORIES SOLD IN CONNECTION WITH TAX-

ABLE SALE.-In the case of any sale by the manufacturer, pro-
ducer, or importer of any article of sport fishing equipment,
such article shall be treated as including any parts or accesso-
ries of such article sold on or in connection therewith or with
the sale thereof."

(b) DEFINITION OF SPORT FISHING EQUIPMENT, ETC. -Part I of
subchapter D of chapter 32 is amended by adding at the end thereof
the following new section:
"SEC. 4162. DEFINITIONS; TREATMENT OF CERTAIN RESALES.

"(a) SPORT FISHING EQUIPMENT DEFINED.-For purposes of this
part, the term 'sport fishing equipment' means-

"(1) fishing rods and poles (and component parts therefor),
"(2) fishing reels,
"(3) fly fishing lines, and other fishing lines not over 130

pounds test,
"(4) fishing spears, spear guns, and spear tips,
"(5) items of terminal tackle, including-

"(A) leaders,
"(B) artificial lures,
"(C) artificial baits,
"(D) artificial flies,
"(E) fishing hooks,
"(F) bobbers,
"(G) sinkers,
"(H) snaps,
"(I) drayles, and
"(J) swivels,

but not including natural bait or any item of terminal tackle
designed for use and ordinarily used on fishing lines not de-
scribed in paragraph (3), and

"(6) the following items of fishing supplies and accessories-
"(A) fish stringers,
"(B) creels,
"(C) tackle boxes,
"(D) bags, baskets, and other containers designed to hold

fish,
"(E) portable bait containers,
"(F) fishing vests,
"(G) landing nets,
"(H) gaff hooks,
"(I) fishing hood disgorgers, and
"(J) dressing for fishing lines and artificial flies,



"(7) fishing tip-ups and tilts,
"(8) fishing rod belts, fishing rodholders, fishing harnesses,

fish fighting chairs, fishing outriggers, and fishing downrig-
gers,

"(9) electric outboard boat motors, and
"(10) sonar devices suitable for finding fish.

"(b) SONAR DEVICE SUITABLE FOR FINDING FISH. -For purposes of
this part, the term 'sonar device suitable for finding fish' shall not
include any sonar device which is-

(1) a graph recorder,
"(2) a digital type,
"(3) a meter readout, or
"(4) a combination graph recorder meter readout.

"(C) TREATMENT OF CERTAIN RESALES.-
"(1) IN GENERAL.-If-

"(A) the manufacturer, producer, or importer sells any ar-
ticle taxable under section 4161(a) to any person,

"(B) the constructive sale price rules of section 4216(b) do
not apply to such sale, and

"(C) such person (or any other person) sells such article to
a related person with respect to the manufacturer, producer,
or importer,

then such related person shall be liable for tax under section
4161 in the same manner as if such related person were the
manufacturer of the article.

"(2) CREDIT FOR TAX PREVIOUSLY PAID.-If-
"(A) tax is imposed on the sale of any article by reason of

paragraph (1), and
"(B) the related person establishes the amount of the tax

which was paid on the sale described in paragraph (1)(A),
the amount of the tax so paid shall be allowed as a credit
against the tax imposed by reason of paragraph (1).

"(3) RELATED PERSON.-For purposes of this subsection, the
term 'related person' has the meaning given such term by sec-
tion 168(e)(4)(D).

"(4) REGULATIONS.-Except to the extent provided in regula-
tions, rules similar to the rules of this subsection shall also
apply in cases (not described in paragraph (1)) in which inter-
mediaries or other devices are used for purposes of reducing the
amount of the tax imposed by section 4161(a)."

(c) TIME FOR PAYMENT OF TAx.-Section 6302 (relating to mode or
time of collecting tax) is amended by redesignating subsection (d) as
subsection (e) and by inserting after subsection (c) the following new
subsection:

"(d) TIME FOR PAYMENT OF MANUFACTURERS EXCISE TAX ON
SPORT FISHING EQUIPMENT.-The tax imposed by section 4161(a) (re-
lating to manufacturers excise tax on sport fishing equipment) shall
be due and payable on the date for filing the return for such tax."

(d) CLERICAL AMENDMENT-The table of sections for part I of
subchapter D of chapter 32 is amended by adding at the end thereof
the following new item:

"Sec. 4162. Definitions; treatment of certain resales."
(e) EFFECTIVE DATE. -



(1) IN GENERAL.-Except as provided in paragraph (2), the
amendments made by this section shall apply with respect to ar-
ticles sold by the manufacturer, producer, or importer after Sep-
tember 30, 1984.

(2) TREATMENT OF CERTAIN RESALES.-Subsection (c) of section
4162 of the Internal Revenue Code of 1954 (relating to treat-
ment of certain resales), as added by this section, shall apply to
sales by related persons (as defined in such subsection) after the
date of the enactment of this Act.

SEC. 1016. ESTABLISHMENT OF A QUATIC RESOURCES TRUST FUND.

(a) GENERAL RULE. -Subchapter A of chapter 98 (relating to Trust
Fund Code) is amended by adding at the end thereof the following
new section:
"SEC. 9504. AQUATIC RESOURCES TRUST FUND.

"(a) CREATION OF TRUST FUND.-

"(1) IN GENERAL.-There is hereby established in the Treasury
of the United States a trust fund to be known as the 'Aquatic
Resources Trust Fund'.

"(2) ACCOUNTS IN TRUST FUND.-The Aquatic Resources Trust
Fund shall consist of-

"(A) a Sport Fish Restoration Account, and
"(B) a Boat Safety Account.

Each such Account shall consist of such amounts as may be ap-
propriated, credited, or paid to it as provided in this section,
section 9503(c)(4), or section 9602(b).

"(b) SPORT FISH RESTORATION ACCOUNT. -
"(1) TRANSFER OF CERTAIN TAXES TO ACCOUNT.-There is

hereby appropriated to the Sport Fish Restoration Account
amounts equivalent to the following amounts received in the
Treasury on or after October 1, 1984-

"(A) the taxes imposed by section 4161(a) (relating to
sport fishing equipment), and

"(B) the import duties imposed on fishing tackle under
subpart B of part 5 of schedule 7 of the Tariff Schedules of
the United States (19 U.SC. 1202) and on yachts and pleas-
ure craft under subpart D of part 6 of schedule 6 of such
Schedules.

"(2) EXPENDITURES FROM ACCOUNT.-Amounts in the Sport
Fish Restoration Account shall- be available, as provided by ap-
propriation Acts, to carry out the purposes of the Act entitled
'An Act to provide that the United States shall aid the States
in fish restoration and management projects, and for other pur-
poses, approved August 9, 1950 (as in effect on June 1, 1984).

"(c) EXPENDITURES FROM BOAT SAFETY ACCOUNT.-Amounts in
the Boat Safety Account shall be available, as provided by appro-
priation Acts, for making expenditures before April 1, 1989, to carry
out the purposes of section 13106 of title 46, United States Code (as
in effect on June 1, 1984).

"(d) CROSS REFERENCE.-
"For provision transferring motorboat fuels taxes to Boat Safety Account

and Sport Fish Restoration Accoun4 see section 9503(c)(4)."
(b) TRANSFERS FROM HIGHWAY TRUST FUND.-



(1) Subparagraph (A) of section 9503(c)(4) of such Code is
amended-

(A) by striking out "the National Recreational Boating
Safety and Facilities Improvement Fund established by sec-
tion 202 of the Recreational Boating Fund Act" in clause
(i) and inserting in lieu thereof "the Boat Safety Account in
the Aquatic Resources Trust Fund",

(B) by striking out "the amount in the National Recre-
ational Boating Safety and Facilities Improvement Fund"
in clause (ii) and inserting in lieu thereof "the amount in
the Boat Safety Account" and

(C) by striking out "NATIONAL RECREATIONAL BOATING
SAFETY AND FACILITIES IMPROVEMENT FUND" in the sub-
paragraph heading and inserting in lieu thereof "BOAT

SAFETY ACCOUNT".

(2) Paragraph (4) of section 9503(c) is amended by redesignat-
ing subparagraph (C) as subparagraph (D) and by striking out
subparagraph (B) and inserting in lieu thereof the following
new subparagraphs:

"(B) $1,000,000 PER YEAR OF EXCESS TRANSFERRED TO

LAND AND WATER CONSERVATION FUND.-

"(i) IN GENERAL.-Any amount received in the High-
way Trust Fund-

"(I) which is attributable to motorboat fuel
taxes, and

"(II) which is not transferred from the Highway
Trust Fund under subparagraph (A),

shall be transferred (subject to the limitation of clause
(ii)) by the Secretary from the Highway Trust Fund
into the land and water conservation fund provided for
in title I of the Land and Water Conservation Fund
Act of 1965.

"(ii) LIMITATION.-The aggregate amount transferred
under this subparagraph during any fiscal year shall
not exceed $1,000,000.

"(C) EXCESS FUNDS TRANSFERRED TO SPORT FISH RESTORA-

TION ACCOUNT.-Any amount received in the Highway
Trust Fund-

"(i) which is attributable to motorboat fuel taxes,
and

"(ii) which is not transferred from the Highway
Trust Fund under subparagraph (A) or (B),

shall be transferred by the Secretary from the Highway
Trust Fund into the Sport Fish Restoration Account in the
Aquatic Resources Trust Fund."

(c) CONFORMING AMENDMENTS.

(1) Section 13107 of title 46, United States Code, is hereby re-
pealed.

(2) The table of sections for chapter 131 of title 46, United
States Code, is amended by striking out the item relating to sec-
tion 13107.

(d) CLERICAL AMENDMENT.-The table of sections for subchapter
A of chapter 98 is amended by adding at the end thereof the follow-
ing new item:



"Sec. 9504. Aquatic Resources Trust Fund."

(e) EFFECTIVE DATE.-
(1) IN GENERAL.-The amendments made by this section shall

take effect on October 1, 1984.
(2) BOAT SAFETY ACCOUNT TREATED AS CONTINUATION OF NA-

TIONAL RECREATIONAL BOATING SAFETY AND FACILITIES IM-

PROVEMENT FUND.-The Boat Safety Account in the Aquatic
Resources Trust Fund established by the amendments made by
this section shall be treated for all purposes of law as the con-
tinuation of the National Recreational Boating Safety and Fa-
cilities Improvement Fund established by section 13107 of title
46, United States Code. Any reference in any law to the Nation-
al Recreational Boating Safety and Facilities Improvement
Fund established by such section shall be deemed to include
(wherever appropriate) a reference to such Boat Safety Account.

SEC. 1017. TAX ON CERTAIN ARROWS.

(a) GENERAL RULE.-Paragraph (1) of section 4161(b) (relating to
bows and arrows) is amended to read as follows:

"(1) BOWS AND ARROWS. -There is hereby imposed on the sale
by the manufacturer, producer, or importer-

"(A) of any bow which has a draw weight of 10 pounds
or more, and

"(B) of any arrow which-
"(i measures 18 inches overall or more in length, or
"(ii) measures less than 18 inches overall in length

but is suitable for use with a bow described in subpara-
graph (A).

a tax equal to 11 percent of the price for which so sold."
(b) COORDINATION WITH TAX ON SPORT FISHING EQUIPMENT. -

(1) Subsection (b) of section 4161 is amended by adding at the
end thereof the following new paragraph:

"(3) COORDINATION WITH SUBSECTION (a).-No tax shall be
imposed under this subsection with respect to any article tax-
able under subsection (a)."

(2) Paragraph (2) of section 4161(b) is amended by striking out
"(other than a fishing reel)".

(c) EFFECTIVE DATE.-The amendments made by this section shall
apply with respect to articles sold by the manufacturer, producer, or
importer after September 30, 1984.

PART H-OTHER EXCISE TAXES

SEC. 1018. EXEMPTION FROM AVIATION EXCISE TAX FOR CERTAIN HELI-
COPTER OPERATIONS.

(a) EXEMPTION FROM FUEL TAx.-Paragraph (1) of section 4041(l)
(relating to exemption for certain helicopter uses) is amended to
read as follows:

"(1) transporting individuals, equipment, or supplies in-
"(A) the exploration for, or the development or removal

of, hard minerals, or
"(B) the exploration for oil or gas, or".

(b) EXEMPTION FROM TAX ON TRANSPORTATION By AiR.-Para-
graph (1) of section 4261(e) (relating to exemption for certain helicop-
ter uses) is amended to read as follows:



"(1) transporting individuals, equipment, or supplies in-
"(A) the exploration for, or the development or removal

of, hard minerals, or
"(B) the exploration for oil or gas, or".

(c) EFFECTIVE DATE.-
(1) SUBSECTION (a).-The amendment made by subsection (a)

shall take effect on April 1, 1984.
(2) SUBSECTION (b).-The amendment made by subsection (b)

shall apply to transportation beginning after March 31, 1984,
but shall not apply to any amount paid on or before such date.

SEC. 1019. TECHNICAL AMENDMENTS TO THE HAZARDOUS SUBSTANCE RE-
SPONSE REVENUE ACT OF 1980.

(a) CLARIFICATION OF EXCEPTED SUBSTANCES.-

(1) IN GENERAL.-Subsection (b) of section 4662 (relating to
definitions and special rules with respect to tax on certain
chemicals) is amended by adding at the end thereof the follow-
ing new paragraphs:

"(5) SUBSTANCES USED IN THE PRODUCTION OF MOTOR FUEL,

ETC. -
"(A) IN GENERAL.-In the case of any chemical described

in subparagraph (D) which is a qualified fuel substance, no
tax shall be imposed under section 4661(a).

"(B) QUALIFIED FUEL SUBSTANCE.-For purposes of this
section, the term 'qualified fuel substance' means any sub-
stance-

"(i) used in a qualified fuel use by the manufacturer,
producer, or importer,

"(ii) sold for use by any purchaser in a qualified fuel
use, or

"(iii) sold for resale by any purchaser for use, or
resale for ultimate use, in a qualified fuel use.

"(C) QUALIFIED FUEL USE.-For purposes of this subsec-
tion, the term 'qualified fuel use' means-

"(i) any use in the manufacture or production of any
motor fuel, diesel fuel, aviation fuel, or jet fuel, or

"(ii) any use as such a fuel.
"(D) CHEMICALS TO WHICH PARAGRAPH APPLIES. -For pur-

poses of this subsection, the chemicals described in this sub-
paragraph are acetylene, benzene, butylene, butadiene, eth-
ylene, naphthalene, propylene, toluene, and xylene.

"(E) TAXATION OF NONQUALIFIED SALE OR USE.-For pur-
poses of section 4661(a), if no tax was imposed by such sec-
tion on the sale or use of any chemical by reason of sub-
paragraph (A), the first person who sells or uses such chem-
ical other than in a sale or use described in subparagraph
(A) shall be treated as the manufacturer of such chemical.

"(6) SUBSTANCE HAVING TRANSITORY PRESENCE DURING REFIN-

ING PROCESS, ETC.-

"(A) IN GENERAL.-No tax shall be imposed under section
4661(a) on any taxable chemical described in subparagraph
(B) by reason of the transitory presence of such chemical
during any process of smelting, refining, or otherwise ex-



tracting any substance not subject to tax under section
4661(a).

"(B) CHEMICALS TO WHICH SUBPARAGRAPH (A) APPLIES.-

The chemicals described in this subparagraph are-
"(i) barium sulfide, cupric sulfate, cupric oxide, cu-

prous oxide, lead oxide, zinc chloride, and zinc sulfate,
and

"(ii) any solution or mixture containing any chemical
described in clause (i).

"(C) REMOVAL TREATED AS USE.-Nothing in subpara-
graph (A) shall be construed to apply to any chemical
which is removed from or ceases to be part of any smelting,
refining, or other extraction process."

(2) CREDIT OR REFUND FOR USE AS QUALIFIED FUEL, ETC.-Sub-

section (d) of section 4662 (relating to refund or credit for cer-
tain uses) is amended by adding at the end thereof the follow-
ing new paragraph:

"(3) USE AS QUALIFIED FUEL.-Under regulations prescribed
by the Secretary, if-

"(A) a tax under section 4661 was paid with respect to
any chemical described in subparagraph (D) of subsection
(b)(5) without regard to subsection (b)(5), and

"(B) any person uses such chemical as a qualified fuel
substance,

then an amount equal to the excess of the tax so paid over the
tax determined with regard to subsection (b)(5) 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
this section."

(3) METHANE AND BUTANE USED IN PRODUCTION OF MOTOR
FUEL, ETC.-Paragraph (1) of section 4662(b) is amended by in-
serting "or in the manufacture or production of any motor fuel,
diesel fuel, aviation fuel, or jet fuel" after "than as a fuel".

(b) CLARIFICATION OF USE AS FERTILIZER.-
(1.) IN GENERAL.-Paragraph (2) of section 4662(b) is amended

by striking out subparagraphs (B) and (C) and inserting in lieu
thereof the following:

"(B) QUALIFIED FERTILIZER SUBSTANCE. -For purposes of
this section, the term 'qualified fertilizer substance' means
any substance-

"(i) used in a qualified fertilizer use by the manufac-
turer, producer, or importer,

"(ii) sold for use by any purchaser in a qualified fer-
tilizer use, or

"(iii) sold for resale by any purchaser for use, or
resale for ultimate use, in a qualified fertilizer use.

"(C) QUALIFIED FERTILIZER USE.-The term 'qualified fer-
tilizer use' means any use in the manufacture or production
of fertilizer or for direct application as a fertilizer.

"(D) TAXATION OF NONQUALIFIED SALE OR USE.-For pur-
poses of section 4661(a), if no tax was imposed by such sec-
tion on the sale or use of any chemical by reason of sub-
paragraph (A), the first person who sells or uses such chem-



ical other than in a sale or use described in subparagraph
(A) shall be treated as the manufacturer of such chemical."

(2) TECHNICAL AMENDMENTS. -

(A) Subparagraph (A) of section 4662(b)(2) is amended by
striking out "qualified substance" and inserting in lieu
thereof "qualified fertilizer substance".

(B) Subparagraph (B) of section 4662(d)(2) is amended to
read as follows:

"(B) any person uses such substance as a qualified ferti-
lizer substance, ".

(c) CONFORMING AMENDMENT.-Subsection (c) of section 4662
(relating to use by manufacturer, etc., considered sale) is amended
by striking out "If" and inserting in lieu thereof "Except as provid-
ed in subsection (b), if".

(d) EFFECTIVE DATE. -
(1) IN GENERAL.-The amendments made by this section shall

take effect as if included in the amendments made by section
211(a) of the Hazardous Substance Response Revenue Act of
1980.

(2) WAIVER OF LIMITATION.-If refund or credit of any over-
payment of tax resulting from the application of the amend-
ments made by this section is prevented at any time before the
date which for one year after the date of the enactment of this
Act by the operation of any law or rule of law (including res
judicata), refund or credit of such overpayment (to the extent at-
tributable to the application of such amendments) may, never-
theless, be made or allowed if claim therefor is filed on or
before the date which for one year after the date of the enact-
ment of this Act.

SEC. 1020. FLOOR STOCK REFUND FOR CIGARETTES.
(a) IN GENERAL.-Where, before October 1, 1985, any article sub-

ject to tax under section 5701(b) of the Internal Revenue Code of
1954 has been sold by the manufacturer, producer, or importer and
on such day is held for sale by any person (hereinafter in this sec-
tion referred to as the "dealer', there shall be credited or refunded
(without interest) to the manufacturer, producer, or importer an
amount equal to the excess of the tax paid by such manufacturer,
producer, or importer on such article over the tax which would have
been paid if such article were taxed at the rate in effect on October
1, 1985, if-

(1) claim for such credit or refund is filed with the Secretary
before July 1, 1986, based on a request submitted to the manu-
facturer, producer, or importer before April 1, 1986, by the
dealer who held the article in respect of which the credit or
refund is claimed, and

(2) on or before July 1, 1986, reimbursement has been made to
the dealer by the manufacturer, producer, or importer in an
amount equal to such excess or written consent has been ob-
tained from the dealer to the allowance of the credit or refund.

(b) LIMITATION ON ELIGIBILITY FOR CREDIT OR REFUND.- -No ma"'-
ufacturer, producer, or importer shall be entitled to a credit or
refund under subsection (a) unless he has in his possession such evi-
dence of the inventories with respect to which the credit or refund is



claimed as may be required by regulations prescribed by the Secre-
tary.

(c) OTHER LAWS APPLICABLE.-All provisions of law, including
penalties, applicable with respect to the taxes imposed by section
5701 of such Code shall, insofar as applicable and not inconsistent
with subsections (a) and (b) of this section, apply in respect of the
credits and refunds provided for in subsection (a) to the same extent
as if the credits or refunds constituted overpayments of the tax.

(d) DEFINITIONS.-For purposes of this section-
(1) PERSON. -The term person " includes any State or politi-

cal subdivision thereof, or any agency or instrumentality of a
State or political subdivision thereof

(2) SECRETARY.-The term "Secretary" means the Secretary of
the Treasury or his delegate.

Subtitle C-Estate and Gift Tax Provisions

SEC. 1021. DEFERRAL OF ESTATE TAXES FOR INTEREST IN HOLDING COM-
PANY WHICH OWNS STOCK IN CLOSELY HELD OPERATING
COMPANY.

(a) GENERAL RULE. -Subsection (b) of section 6166 (relating to ex-
tension of time for payment of estate tax where estate consists large-
ly of interests in closely held business) is amended by adding at the
end thereof the following new paragraph:

"(8) STOCK IN HOLDING COMPANY TREATED AS BUSINESS COM-

PANY STOCK IN CERTAIN CASES.-

"(A) IN GENERAL.-If the executor elects the benefits of
this paragraph, then-

"(i) HOLDING COMPANY STOCK TREATED AS BUSINESS

COMPANY STOCK.-For purposes of this section, the por-
tion of the stock of any holding company which repre-
sents direct ownership (or indirect ownership through 1
or more other holding companies) by such company in
a business company shall be deemed to be stock in such
business company.

"(ii) 5-YEAR DEFERRAL FOR PRINCIPAL NOT TO
APPLY.-The executor shall be treated as having select-
ed under subsection (a)(3) the date prescribed by section
6151(a).

"(iii) 4-PERCENT INTEREST RATE NOT TO APPLY.-Sec-

tion 6601U) (relating to 4-percent rate of interest) shall
not apply.

"(B) ALL STOCK MUST BE NON-READILY-TRADABLE STOCK.-

No stock shall be taken into account for purposes of apply-
ing this paragraph unless it is non-readily-tradable stock
(within the meaning of paragraph (7)(B)).

"(C) APPLICATION OF VOTING STOCK REQUIREMENT OF

PARAGRAPH (1)(c)(i).-For purposes of clause (i) of para-
graph (1)(C), the deemed stock resulting from the applica-
tion of subparagraph (A) shall be treated as voting stock to
the extent that voting stock in the holding company owns
directly (or through the voting stock of 1 or more other
holding companies) voting stock in the business company.



"(D) DEFINITIONS. -For purposes of this paragraph-
"(i) HOLDING COMPANY.-The term 'holding compa-

ny' means any corporation holding stock in another
corporation.

'(ii) BUSINESS COMPANY.-The term 'business compa-
ny' means any corporation carrying on a trade or busi-
ness."

(b) DEFERRAL OF ESTATE TAXES NOT AVAILABLE FOR PASSIVE
ASSETS. -Subsection (b) of section 6166 is amended by adding at the
end thereof the following new paragraph:

"(9) DEFERRAL NOT AVAILABLE FOR PASSIVE ASSETS.-

"(A) IN GENERAL.-For purposes of subsection (a)(1) and
determining the closely held business amount (but not for
purposes of subsection (g)), the value of any interest in a
closely held business shall not include the value of that
portion of such interest which is attributable to passive
assets held by the business.

"(B) PASSIVE ASSET DEFINED.-For purposes of this para-
graph-

"(i) IN GENERAL.-The term 'passive asset' means any
asset other than an asset used in carrying on a trade or
business.

"(ii) STOCK TREATED AS PASSIVE ASSET.-The term
'passive asset' includes any stock in another corpora-
tion unless-

"(I) such stock is treated as held by the decedent
by reason of an election under paragraph (8), and

"(II) such stock qualified under subsection (a)(1).
"(iii) EXCEPTION FOR ACTIVE CORPORATIONS. -If-"(I) a corporation owns 20 percent or more in

value of the voting stock of another corporation, or
such other corporation has 15 or fewer sharehold-
ers, and"(II) 80 percent or more of the value of the assets
of each such corporation is attributal to assets used
in carrying on a trade or business,

then such corporations shall be treated as 1 corporation.
For purposes of applying subclause (II) to the corporation
holding the stock of the other corporation, such stock shall
not be taken into account.

(b) ACCELERATION OF PAYMENT.-Paragraph (1) of section 6166(g)
(relating to disposition of interest; withdrawal of funds from busi-
ness) is amended by adding at the end thereof the following new
subparagraphs:

"(E) CHANGES IN INTEREST IN HOLDING COMPANY. -If any
stock in a holding company is treated as stock in a business
company by reason of subsection (b)(8)(A)-

"(i) any disposition of any interest in such stock in
such holding company which was included in deter-
mining the gross estate of the decedent, or

"(ii) any withdrawal of any money or other property
from such holding company attributable to any interest
included in determining the gross estate of the dece-
dent,



shall be treated for purposes of subparagraph (A) as a dis-
position of (or a withdrawal with respect to) the stock
qualifying under subsection (a)(1).

"(F) CHANGES IN INTEREST IN BUSINESS COMPANY.-If any
stock in a holding company is treated as stock in a business
company by reason of subsection (b)(8)(A)-

"(i) any disposition of any interest in such stock in
the business company by such holding company, or

"(ii) any withdrawal of any money or other property
from such business company attributable to such stock
by such holding company owning such stock,

shall be treated for purposes of subparagraph (A) as a dis-
position of (or a withdrawal with respect to) the stock
qualifying under subsection (a)(1)."

(c) UNDISTRIBUTED INCOME OF ESTATE.-Paragraph (2) of section
6166(g) (relating to undistributed income of estate) is amended by
adding at the end thereof the following new subparagraph:

"(C) For purposes of this paragraph, if any stock in a cor-
poration is treated as stock in another corporation by
reason of subsection (b)(8)(A), any dividends paid by such
other corporation to the corporation shall be treated as paid
to the estate of the decedent to the extent attributable to the
stock qualifying under subsection (a)(1)."

(d) EFFECTIVE DATE. -
(1) IN GENERAL.-The amendments made by this section shall

apply with respect to estates of decedents dying after the date of
the enactment of this Act.

(2) SPECIAL RULE.-
(A) IN GENERAL.-At the election of the executor, if-

(i) a corporation has 15 or fewer shareholders on
June 22, 1984, and at all times thereafter before the
date of the decedent's death, and

(ii) stock of such corporation is included in the gross
estate of the decedent,

then all other corporations all of the stock of which is
owned directly or indirectly by the corporation described in
clauses (i) and (ii) shall be treated as one corporation for
purposes of section 6166 of the Internal Revenue Code of
1954.

(B) EFFECT OF ELECTION.-Any executor who elects the
application of this paragraph shall be treated as having
made the election under paragraph (8) of section 6166(b) of
such Code.

SEC. 1022. PERMANENT RULES FOR REFORMING GOVERNING INSTRUMENTS
CREATING CHARITABLE REMAINDER TRUSTS AND OTHER
CHARITABLE INTERESTS.

(a) GENERAL RuLE.-Paragraph (3) of section 2055(e) (relating to
disallowance of deductions in certain cases) is amended to read as
follows:

"(3) REFORMATIONS TO COMPLY WITH PARAGRAPH (2).-

"(A) IN GENERAL.-A deduction shall be allowed under
subsection (a) in respect of any qualified reformation.

"(B) QUALIFIED REFORMATION.-For purposes of this
paragraph, the term 'qualified reformation' means a



change of a governing instrument by reformation, amend-
ment, construction, or otherwise which changes a reforma-
ble interest into a qualified interest but only if-

"() any difference between-
"(I) the actuarial value (determined as of the

date of the decedent's death) of the qualified inter-
est, and

"(II) the actuarial value (as so determined) of
the reformable interest,

does not exceed 5 percent of the actuarial value (as so
determined) of the reformable interest,

"(ii) in the case of-
"(I) a charitable remainder interest, the nonre-

mainder interest (before and after the qualified
reformation) terminated at the same time, or

"(II) any other interest, the reformable interest
and the qualified interest are for the same period,
and

"(iii) such change is effective as of the date of the de-
cedent's death.

A nonremainder interest (before reformation) for a term of
years in excess of 20 years shall be treated as satisfying sub-
clause (I) of clause (ii) if such interest (after reformation) is
for a term of 20 years.

"(C) REFORMABLE INTEREST.-For purposes of this para-
graph-

"(i) IN GENERAL.-The term 'reformable interest'
means any interest for which a deduction would be al-
lowable under subsection (a) at the time of the dece-
dent's death but for paragraph (2).

"(ii) BENEFICIARY'S INTEREST MUST BE FIXED.-The
term 'reformable interest' does not include any interest
unless, before the remainder vests in possession, all
payments to persons other than an organization de-
scribed in subsection (a) are expressed either in speci-
fied dollar amounts or a fixed percentage of the fair
market value of the property. For purposes of determin-
ing whether all such payments are expressed as a fixed
percentage of the fair market value of the property, sec-
tion 664(d)(3) shall be taken into account.

"(iii) SPECIAL RULE WHERE TIMELY COMMENCEMENT
OF REFORMATION.-Clause (ii) shall not apply to any
interest if a judicial proceeding is commenced to
change such interest into a qualified interest not later
than the 90th day after-

"(I) if an estate tax return is required to be filed,
the last date (including extensions) for filing such
return, or

"(II) if no estate tax return is required to be
filed, the last date (including extensions) for filing
the income tax return for the 1st taxable year for
which such a return is required to be filed by the
trust.



"(iv) SPECIAL RULE FOR WILL EXECUTED BEFORE JANU-

ARY 1, 1979, ETC.-In the case of any interest passing
under a will executed before January 1, 1979, or under
a trust created before such date, clause (ii) shall not
apply.

"(D) QUALIFIED INTEREST.-For purposes of this para-
graph, the term 'qualified interest' means an interest for
which a deduction is allowable under subsection (a).

"(E) LIMITATioN.-The deduction referred to in subpara-
graph (A) shall not exceed the amount of the deduction
which would have been allowable for the reformable inter-
est but for paragraph (2).

"(F) SPECIAL RULE WHERE INCOME BENEFICIARY DIES.-If
(by reason of the death of any individual, or by termination
or distribution of a trust in accordance with the terms of
the trust instrument) by the due date for filing the estate
tax return (including any extension thereof) a reformable
interest is in a wholly charitable trust or passes directly to
a person or for a use described in subsection (a), a deduc-
tion shall be allowed for such reformable interest as if it
had met the requirements of paragraph (2) on the date of
the decedent's death. For purposes of the preceding sen-
tence, the term 'wholly charitable trust' means a charitable
trust which, upon the allowance of a deduction, would be
described in section 494 7(a)(1).

"(G) STATUTE OF LIMITATIONS.-The period for assessing
any deficiency of any tax attributable to the application of
this paragraph shall not expire before the date 1 year after
the date on which the Secretary is notified that such refor-
mation has occurred.

"(H) REGULATIONS.-The Secretary shall prescribe such
regulations as may be necessary to carry out the purposes of
this paragraph, including regulations providing such ad-
justments in the application of the provisions of section 508
(relating to special rules relating to section 501(c)(3) organi-
zations), subchapter J (relating to estates, trusts, benefici-
aries, and decedents), and chapter 42 (relating to private
foundations) as may be necessary by reason of the qualified
reformation.

"(I) REFORMATIONS PERMITTED IN CASE OF REMAINDER IN-

TERESTS IN RESIDENCE OR FARM, POOLED INCOME FUNDS,

ETC.-The Secretary shall prescribe regulations (consistent
with the provisions of this paragraph) permitting reforma-
tions in the case of any failure-

"(i) to meet the requirements of section 170(f)(3)(B)
(relating to remainder interests in personal residence or
farm, etc.), or

"(ii) to meet the requirements of section 642(c)(5)."
(b) INCOME TAX DEDUCTION.-Subsection (f) of section 170 (relat-

ing to disallowance of deduction in certain cases and special rules)
is amended by adding at the end thereof the following new para-
graph:

"(7) REFORMATIONS TO COMPLY WITH PARAGRAPH (2).-



"(A) IN GENERAL.-A deduction shall be allowed under
subsection (a) in respect of any qualified reformation
(within the meaning of section 2055(e)(3)(B)).

"(B) RULES SIMILAR TO SECTION 2o55(e)(3) TO APPLY. -For

purposes of this paragraph, rules similar to the rules of sec-
tion 2 055(e)(3) shall apply."

(c) GIFT TAX DEDUCTION.-Subsection (c) of section 2522 is amend-
ed by adding at the end thereof the following new paragraph:

"(4) REFORMATIONS TO COMPLY WITH PARAGRAPH (2).-

"(A) IN GENERAL.-A deduction shall be allowed under
subsection (a) in respect of any qualified reformation
(within the meaning of section 2055(e)(3)(B)),

"(B) RULES SIMILAR TO SECTION 2055(e)(3) TO APPLY.-For
purposes of this paragraph, rules similar to the rules of sec-
tion 2055(e)(3) shall apply."

(d) TREATMENT OF CERTAIN CONTINGENCIES UNDER SECTION

664.-Section 664 (relating to charitable remainder trusts) is amend-
ed by adding at the end thereof the following subsection:

"(f) CERTAIN CONTINGENCIES PERMITTED.-

"(1) GENERAL RULE.-If a trust would, but for a qualified
contingency, meet the requirements of paragraph (1)(A) or (2)(A)
of subsection (d), such trust shall be treated as meeting such re-
quirements.

"(2) VALUE DETERMINED WITHOUT REGARD TO QUALIFIED CON-

TINGENCY.-For purposes of determining the amount of any
charitable contribution (or the actuarial value of any interest),
a qualified contingency shall not be taken into account.

"(3) QUALIFIED CONTINGENCY.-For purposes of this subsec-
tion, the term 'qualified contingency' means any provision of a
trust which provides that, upon the happening of a contingency,
the payments described in paragraph (1)(A) or (2)(A) of subsec-
tion (d) (as the case may be) will terminate not later than such
payments would otherwise terminate under the trust."

(e) EFFECTIVE DATE.-
(1) SUBSECTIONS (a), (b), AND (c).-The amendments made by

subsections (a), (b), and (c) shall apply to reformations after De-
cember 31, 1978; except that such amendments shall not apply
to any reformation to which section 2055(e)(3) of the Internal
Revenue Code of 1954 (as in effect on the day before the date of
the enactment of this Act) applies. For purposes of applying
clause (iii) of section 2055(e)(3)(C) of such Code (as amended by
this section), the 90th day described in such clause shall be
treated as not occurring before the 90th day after the date of
the enactment of this Act.

(2) SUBSECTION (d).-The amendment made by subsection (d)
shall apply to transfers after December 31, 1978.

(3) STATUTE OF LIMITATIONS.-

(A) IN GENERAL.-If on the date of the enactment of this
Act (or at any time before the date 1 year after such date of
enactment), credit or refund of any overpayment of tax at-
tributable to the amendments made by this section is
barred by any law or rule of law, such credit or refund of
such overpayment may nevertheless be made if claim there-



for is filed before the date 1 year after the date of the enact-
ment of this Act.

(B) No INTEREST WHERE STATUTE CLOSED ON DATE OF EN-

ACTMENT.-In any case where the making of the credit or
refund of the overpayment described in subparagraph (A) is
barred on the date of the enactment of this Act, no interest
shall be allowed with respect to such overpayment (or anyv
rel,', ed adjustment) for the period before the date 180 d,'ys
after the date on which the Secretary of the Treasury (or
his delegate) is notified that the reformation has occurred.

SEC. 1023. ALTERNATE VALUATION ELECTION AVAILABLE ONLY WHERE IT
RESULTS IN REDUCTION OF GROSS ESTATE AND ESTATE TAX.

(a) GENERAL RULE.-Section 2032 (relating to alternate valuation)
is amended by redesignating subsection (c) as subsection (d) and by
inserting after subsection (b) the following new subsection:

"(c) ELECTION MUST DECREASE GROSS ESTATE AND ESTATE TAX.-

No election may be made under this section with respect to an estate
unless such election will decrease-

"(1) the value of the gross estate, and
"(2) the amount of the tax imposed by this chapter (reduced

by credits allowable against such tax)."
(b) EFFECTIVE DATE.-The amendments made by subsection (a)

shall apply wuh respect to estates of decedents dying after the date
"-of the enactment of this Act.

SEC. 1024. ALTERNATE VALUATION ELECTION AVAILABLE ON CERTAIN
LATE RETURNS.

(a) GENERAL RULE.-Subsection (d) of section 2032 (relating to
time of election), as amended by section 1023, is amended to read as
follows:

"(d) ELECTION. -
"(1) IN GENERAL.-The election provided for in this section

shall be made by the executor on the return of the tax imposed
by this chapter. Such election ;7-, made, shall be irrevocable.

"(2) EXCEPTION.-No election - .y be made under this section
if such return is filed more than 1 year after the time pre-
scribed by law (including extensions) for filing such return."

(b) EFFECTIVE D4TE.-
(1) IN GENERAL-The amendment made by subsection (a)

shall apply to estates of decedents dying after the date of the
enactment of this Act.

(2) TRANSITIONAL RULE.-In the case of an estate of a dece-
dent dying before the date of the enactment of this Act if-

(A) a credit or refund of the tax imposed by chapter 11 of
the Internal Revenue Code of 1954 is not prevented on the
date of the enactment of this Act by the operation of any
law or rule of law,

(B) the election under section 2032 of the Internal Reve-
nue Code of 1954 would have met the requirements of such
section (as amended by this section and section 1023) had
the decedent died after the date of enactment of this Act,
and



(C) a claim for credit or refund of such tax with respect
to such estate is filed not later than the 90th day after the
date of the enactment of this Act,

then such election shall be treated as a valid election under
such section 2032. The statutory period for the assessment of
any deficiency which is attributable to an election under this
paragraph shall not expire before the close of the 2-year period
beginning on the date of the enactment of this Act.

SEC. 1025. MODIFICATION OF ELECTION OR AGREEMENT UNDER SECTION
2032A.

(a) IN GENERAL.-Section 2032A(d) (relating to election and agree-
ment) is amended by adding at the end thereof the following new
paragraph:

"(3) MODIFICATION OF ELECTION AND AGREEMENT TO BE PERMIT-
TED.-The Secretary shall prescribe procedures which provide that
in any case in which-

"(A) the executor makes an election under paragraph (1)
within the time prescribed for filing such election, and

"(B) substantially complies with the regulations prescribed by
the Secretary with respect to such election, but-

"(i) the notice of election, as filed, does not contain all re-
quired information, or

"(ii) signatures of I or more persons required to enter into
the agreement described in paragraph (2) are not included
on the agreement as filed, or the agreement does not con-
tain all required information,

the executor will have a reasonable period of time (not exceed-
ing 90 days) after notification of such failures to provide such
information or agreements."

(b) EFFECTIVE DATE.-
(1) IN GENERAL.-The amendment made by this section shall

apply to estates of decedents dying after December 31, 1976.
(2) REFUND OR CREDIT OF OVERPAYMENT BARRED BY STATUTE

OF LIMITATIONS.-Notwithstanding section 6613(a) of the Inter-
nal Revenue Code of 1954 or any other period of limitation or
lapse of time, a claim for credit or refund of overpayment of the
tax imposed by such Code which arises by reason of this section
may be filed by any person at any time within the 1-year period
beginning on the date of the enactment of this Act. Sections
6613(b) and 6514 of such Code shall not apply to any claim for
credit or refund filed under this subsection within such 1-year
period.

SEC. 1026. NO GAIN RECOGNIZED FROM NET GIFTS MADE BEFORE MARCH 4,
1981.

"(a) IN GENERAL.-In the case of any transfer of property subject
to gift tax made before March 4, 1981, for purposes of subtitle A of
the Internal Revenue Code of 1954, gross income of the donor shall
not include any amount attributable to the donee's payment of (or
agreement to pay) any gift tax imposed with respect to such gift.

(b) GIFT TAX DEFINED.-For purposes of subsection (a), the term
'"gift tax" means-

(1) the tax imposed by chapter 12 of such Code, and



(2) any tax imposed by a State (or the District of Columbia)
on transfers by gifts.

(C) STATUTE OF LrMITATIONs.-lf refund or credit of any overpay-
ment of tax resulting from subsection (a) is prevented on the date of
the enactment of this Act (or at any time within 1 year after such
date) by the operation of any law or rule of law (including res judi-
cata), refund or credit of such overpayment (to the extent attributa-
ble to subsection (a)) may nevertheless be made or allowed if claim
therefor is filed within 1 year after the date of the enactment of this
Act.
SEC. 1027. MARITAL DEDUCTION FOR A USUFRUCT.

(a) IN GENERAL.-Subclause () of section 2056(b)(7)(B)(ii) (relating
to qualifying income interest for life) is amended by inserting ", or
has a usufruct interest for life in the property" after "intervals ".

(b) LIMITATION ON DEDUCTIONS FROM GROSS ESTATE.-Paragraph
(1) of section 2053(c) (relating to limitations on deductions for ex-
penses, indebtedness, and taxes) is amended by adding at the end
thereof the following new subparagraph:

"(C) CERTAIN CLAIMS BY REMAINDERMEN.-No deduction
shall be allowed under this section for a claim against the
estate by a remainderman relating to any property de-
scribed in section 2044."

(c) EFFECTIVE DATE -The amendments made by this section shall
take effect as if included in the amendment made by section 403 of
the Economic Recovery Tax Act of 1981.
SEC. 1028. CREDIT AGAINST ESTATE TAX FOR TRANSFERS TO TOIYABE NA-

TIONAL FOREST.
(a) CREDIT ALLOWED.-Subject to the provisions of this section,

and notwithstanding any period of limitation or lapse of time, the
Secretary of the Treasury or his delegate shall allow credit against
the tax imposed by chapter 11 of the Internal Revenue Code of 1954
(rodeting to the imposition of estate tax)-

(1) upon the estate of Nell J. Redfield for the conveyance by
the estate of the United States of real property included in the
gross estate and located within and adjacent to the boundaries
of the Toiyabe National Forest; and

(2) upon the estate of Elizabeth Schultz Rabe for the convey-
ance by the estate to the United States of real property included
in the gross estate and known as Parcel No. 4 containing 97.60
acres, more or less, located in the County of Douglas, State of
Nevada, and described as follows:

The NE1
4 of the SW/ 4, the NW 4 of the SE1!4, and a portion

of the SE14 of the NWV4 of Section 23, Township 13 North,
Range 18 East, M.D.B.&M., more particularly described as
follows:
All that portion of the SE'14 of the NW 4 excepting there-
from the following:
Beginning at a United States Forest Service Brass Cap,
being the C-N 1 corner of Section 23; thence South0*45'24' West 500.00 feet to an iron pipe; thence South
44'50"02' West 945.42 feet to an iron pipe; thence North

89°46'12" West 301.78 feet to a point; thence tangent North
20°28"20' East on the arc of a circular curve to the left



with a radius of 800 feet through a central angle of
40-44"50- an arc distance of 568.94 feet to a point; thence
North 20'02'42" West 683.17 feet to a point; thence South
88°35"88 " East 1206.29 feet to the Point of Beginning, con-
taining 22.40 acres, more or less.

(b) AMOUNT OF CREDIT.-The amount allowed as a credit under
subsection (a) shall be equal to the lesser of-

(1) the fair market value of the real property transferred by
each estate as of the valuation date used for purposes of the tax
imposed by chapter 11 of such Code, or

(2) the Federal estate tax liability (and interest thereon) of
each estate.

(c) LIMITATIONS.--
(1) The provisions of this section shall apply only if the execu-

tor of each estate executes a deed (in accordance with the laws
of the State in which such real property is situated) transfer-
ring title to the United States before the date which is 90 days
after the date of the enactment of this Act, but only if such title
is satisfactory to the Attorney General or his delegate.

(2) The provisions of this section shall apply only if the real
property transferred is accepted by the Secretary of Agriculture
and added to the Toiyabe National Forest. The lands shall be
transferred to the Secretary of Agriculture without reimburse-
ment or payment from the Department of Agriculture.
(3) Unless the Secretary of Agriculture determines and certi-

fies to the Secretary of the Treasury that there has been an ex-
peditious transfer of the real property under this section, no in-
terest payable with respect to the tax imposed by chapter 11 of
the Internal Revenue Code of 1954 shall be deemed to be waived
by reasons of the provisions of this section.

Subtitle D- Charitable Contributions and
Exempt Organizations

SEC. 1031. INCREASE IN CHARITABLE VOLUNTEER MILEAGE.
(a) IN GENERAL.-Section 170 (relating to charitable, etc., contri-

butions and gifts) is amended by redesignating subsections U) and
(k) as subsections (k) and (1), respectively, and by inserting after sub-
section (i) the following new subsection:

"(J) STANDARD MILEAGE RATE FOR USE OF PASSENGER AUTOMO-

BILE.-For purposes of computing the deduction under this section
for use of a passenger automobile the standard mileage rate shall be
12 cents per mile."

(b) EFFECTIVE DATE.-The amendments made by subsection (a)
shall apply to taxable years beginning after December 31, 1984.

SEC. 1032. CERTAIN ORGANIZATIONS PROVIDING CHILD CARE INCLUDED
WITHIN THE DEFINITION OF TAX-EXEMPT ORGANIZATIONS.

(a) IN GENERAL. -Section 501 (relating to exemption from tax on
corporations, certain trusts, etc.) is amended by redesignating subsec-
tion (k) as subsection (1) and inserting after subsection U) the follow-
ing new subsection:
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"(k) TREATMENT OF CERTAIN ORGANIZATIONS PROVIDING CHILD

CARE.-For purposes of subsection (c)(2) of this section and sections
170(c)(2), 2055(a)(2), and 2522(a)(2), the term 'educational purposes'
includes the providing of care of children away from their homes
if-

"(1) substantially all of the care provided by the organi-
zation is for purposes of enabling individuals to be gainful-
ly employed, and

"(2) the services provided by the organization are avail-
able to the general public."

(b) CROSS REFERENCES. -
"(1) Subsection (k) of section 170, as redesignated by sec-

tion 1021 of this Act, is amended by redesignating para-
graphs (1) through (8) as paragraphs (2) through (9), respec-
tively, and by inserting before paragraph (2) (as so redesig-
nated) the following new paragraph:

"(1) For treatment of certain organizations providing child care, see section
501(k)."
(2) Subsection (f) of section 2055 is amended by redesignating

paragraphs (2) through (11) as paragraphs (3) through (12), re-
spectively, and by inserting after paragraph (1) the following
new paragraph:

"(2) For treatment of certain organizations providing child care, see section
501(k)."
(3) Subsection (d) of section 2522 is amended by redesignating

paragraphs (1) and (2) as paragraphs (2) and (2), respectively,
and by inserting befbre paragraph (2) (as so redesignated) the
following new paragraph:

"(1) For treatment of certain organizations providing child care, see section
501(k)."
(c) EFFECTIVE DArES.-The amendments made by subsections

(a) and (b) shall apply to taxable years beginning after the date
of the enactment of this Act.

SEC. 1033. RESTRICTIONS ON CHURCH TAX INQUIRIES AND EXAMINATIONS.
(a) IN GENERAL.-Subchapter A of chapter 78 (relating to discov-

ery of liability and enforcement of title) is amended by redesignat-
ing section 7611 as section 7612 and inserting after section 7610 the
following new section:
"SEC. 7611. RESTRICTIONS ON CHURCH TAX INQUIRIES AND EXAMINA.

TIONS.

"(a) RESTRICTIONS ON INQUIRIES.-
"(1) IN GENERAL.-The Secretary may begin a church tax in-

quiry only if-

an 4) the reasonable belief requirements of paragraph (2),

"(B) the notice requirements of paragraph (3), have been
met.

"(2) REASONABLE BELIEF REQUIREMENTS. -The requirements
of this paragraph are met with respect to any church tax in-
quiry if an appropriate high-level Treasury official reasonably
believes (on the basis of facts and circumstances recorded in
writing) that the church-

"(A) may not be exempt, by reason of its status as a
church, from tax under section 501(a), or



"(B) may be carrying on an unrelated trade or business
(within the meaning of section 513) or otherwise engaged in
activities subject to taxation under this title.

"(3) INQUIRY NOTICE REQUIREMENTS.-
"(A) IN GENERAL.-The requirements of this paragraph

are met with respect to any church tax inquiry if, before be-
ginning such inquiry, the Secretary provides written notice
to the church of the beginning of such inquiry.

"(B) CONTENTS OF INQUIRY NOTICE.-The notice required
by this paragraph shall include-

"(i an explanation of-
"(I) the concerns which gave rise to such inquiry,

and
"(II) the general subject matter of such inquiry,

and
"(ii) a general explanation of the applicable-

"(I) administrative and constitutional provisions
with respect to such inquiry (including the right to
a conference with the Secretary before any exami-
nation of church records), and

"(II) provisions of this title which authorize such
inquiry or which may be otherwise involved in
such inquiry.

"(b) RESTRICTIONS ON EXAMINATIONS. -
"(1) IN GENERAL.-The Secretary may begin a church tax ex-

amination only if the requirements of paragraph (2) have been
met and such examination may be made only-

"(A) in the case of church records, to the extent necessary
to determine the liability for, and the amount of, any tax
imposed by this title, and

"(B) in the case of religious activities, to the extent neces-
sary to determine whether an organization claiming to be a
church is a church for any period.

"(2) NOTICE OF EXAMINATION; OPPORTUNITY FOR CONFER-
ENCE.-The requirements of this paragraph are met with respect
to any church tax examination if-

"(A) at least 15 days before the beginning of such exami-
nation, the Secretary provides the notice described in para-
graph (3) to both the church and the appropriate regional
counsel of the Internal Revenue Service, and

"(B) the church has a reasonable time to participate in a
conference described in paragraph (32A)(iii), but only if the
church requests such a conference before the beginning of
the examination.

"(3) CONTENTS OF EXAMINATION NOTICE, ET CETERA.-
"(A) IN GENERAL.-The notice described in this para-

graph is a written notice which includes-
"(i a copy of the church tax inquiry notice provided

to the church under subsection (a),
"(ii) a description of the church records and activi-

ties which the Secretary seeks to examine,
"(iii) an offer to have a conference between the

church and the Secretary in order to discuss, and at-



tempt to resolve, concerns relating to such examination,
and

"(iv) a copy of all documents which were collected or
prepared by the Internal Revenue Service for use in
such examination, and the disclosure of which is re-
quired by the Freedom of Information Act (5 U.SC.
552).

"(B) EARLIEST DAY EXAMINATION NOTICE MAY BE PROVID-

ED.-The examination notice described in subparagraph (A)
shall not be provided to the church before the 15th day
after the date on which the church tax inquiry notice was
provided to the church under subsection (a).

"(C) OPINION OF REGIONAL COUNSEL WITH RESPECT TO EX-

AMINATION.-Any regional counsel of the Internal Revenue
Service who receives an examination notice under para-
graph (1) may, within 15 days after such notice is provided,
submit to the regional commissioner for the region an advi-
sory objection to the examination.

"(4) EXAMINATION OF RECORDS AND ACTIVITIES NOT SPECIFIED

IN NOTiCE.-Within the course of a church tax examination
which (at the time the examination begins) meets the require-
ments of paragraphs (1) and (2), the Secretary may examine any
church records or religious activities which were not specified
in the examination notice to the extent such examination meets
the requirement of subparagraph (A) or (B) of paragraph (1)
(whichever applies).

"(c) LIMITATION ON PERIOD OF INQUIRIES AND EXAMINATIONS.-

"(1) INQUIRIES AND EXAMINATIONS MUST BE COMPLETED

WITHIN 2 YEARS.-

"(A) IN GENERAL.-The Secretary shall complete any
church tax status inquiry or examination (and make a
final determination with respect thereto) not later than the
date which is 2 years after the examination notice date.

"(B) INQUIRIES NOT FOLLOWED BY EXAMINATIONS.-In the
case of a church tax inquiry with respect to which there is
no examination notice under subsection (b), the Secretary
shall complete such inquiry (and make a final determina-
tion with respect thereto) not later than the date which is
90 days after the inquiry notice date.

"(2) SUSPENSION OF 2-YEAR PERIOD.-The running of the 2-
year period described in paragraph (1)(A) and the 90-day period
in paragraph (1)(B) shall be suspended-

'(A) for any period during which-
"(i) a judicial proceeding brought by the church

against the Secretary with respect to the church tax in-
quiry or examination is pending or being appealed,

"(ii) a judicial proceeding brought by the Secretary
against the church (or any official thereof) to compel
compliance, with any reasonable request of the Secre-
taty in a church tax examination for examination of
church records or religious activities is pending or
being appealed, or

"(iii) the Secretary is unable to take actions with re-
spect to the church tax inquiry or examination by



reason of an order issued in any judicial proceeding
brought under section 7609,

"(B) for any period in excess of 20 days (but not in excess
of 6 months) in which the church or its agents fail to
comply with any reasonable request of the Secretary for
church records or other information, or

"(C) for any period mutually agreed upon by the Secre-
tary and the church.

"(d) LIMITATIONS ON REVOCATION OF TAX-EXEMPT STATUS, ET
CETERA. -

"(1) IN GENERAL.-The Secretary may-
"(A) determine that an organization is not a church

which-
"(i) is exempt from taxation by reason of section

501(a), or
"(ii) is described in section 170(c), or

"(B)(i) send a notice of deficiency of any tax involved in a
church tax examination, or

"(ii) in the case of any tax with respect to which subchap-
ter B of chapter 63 (relating to deficiency procedures) does
not apply, assess any underpayment of such tax involved in
a church tax examination,

only if the appropriate regional counsel of the Internal Revenue
Service determines in writing that there has been substantial
compliance with the requirements of this section and approves
in writing of such revocation, notice of deficiency, or assess-
ment.

"(2) LIMITATIONS ON PERIOD OF ASSESSMENT. -
"(A) REVOCATION OF TAX-EXEMPT STATUS.-

"(i) 3-YEAR STATUTE OF LIMITATIONS GENERALLY.-In
the case of any church tax examination with respect to
the revocation of tax-exempt status under section
501(a), any tax imposed by chapter I (other than section
511) may be assessed, or a proceeding in court for col-
lection of such tax may be begun without assessment,
only for the 3 most recent taxable years ending before
the examination notice date.

"(ii) 6-YEAR STATUTE OF LIMITATIONS WHERE TAX-
EXEMPT STATUS REVOKED.-If an organization is not a
church exempt from tax under section 501(a) for any of
the 3 taxable years described in clause (i), clause (i)
shall be applied by substituting '6 most recent taxable
years' for 'V most recent taxable years'.

"(B) UNRELATED BUSINESS TAX.-In the case of any
church tax examination with respect to the tax imposed by
section 511 (relating to unrelated business income), such tax
may be assessed, or a proceeding in court for the collection
of such tax may be begun without assessment, only with re-
spect to the 6 most recent taxable years ending before the
examination notice date.

"(C) EXCEPTION WHERE SHORTER STATUTE OF LIMITATIONS
OTHERWISE APPLICABLE.-Subparagraphs (A) and (B) shall
not be construed to increase the period otherwise applicable



under subchapter A of chapter 66 (relating to limitations
on assessment and collection).

"(e) INFORMATION NOT COLLECTED IN SUf :TANTIAL COMPLIANCE

WITH PROCEDURES To STAY SUMMONS PROCEEDING.-

"(1) IN GENERAL.-If there has not been substantial compli-
ance with-

"(A) the notice requirements of subsection (a) or (b),
"(B) the conference requirement described in subsection

(b)(3)(A)(iii), or
"(C) the approval requirement of subsection (d)(1) (if ap-

plicable),
with respect to any church tax inquiry or examination, any pro-
ceeding to compel compliance with any summons with respect to
such inquiry or examination shall be stayed until the court
finds that all practicable steps to correct the noncompliance
have been taken. The period applicable under paragraph (1) or
subsection (c) shall not be suspended during the period of any
stay under the preceding sentence.

"(2) REMEDY TO BE EXCLUSIVE.-No suit may be maintained,
and no defense may be raised in any proceeding (other than as
provided in paragraph (1)), by reason of any noncompliance by
the Secretary with the requirements of this section.

"(f) LIMITATIONS ON ADDITIONAL INQUIRIES AND EXAMINATIONS.-

"(1) IN GENERAL.-If any church tax inquiry or examination
with respect to any church is completed and does not result in-

"(A) a revocation, notice of deficiency, or assessment de-
scribed in subsection (d)(1), or

"(B) a request by the Secretary for any significant change
in the operational practices of the church (including the
adequacy of accounting practices),

no other church tax inquiry or examination may begin with re-
spect to such church during the applicable 5-year period unless
such inquiry or examination is approved in writing by the As-
sistant Commissioner for Employee Plans and Exempt Organi-
zations of the Internal Revenue Service or does not involve the
same or similar issues involved in the preceding inquiry or ex-
amination. For purposes of the preceding sentence, an inquiry or
examination shall be treated as completed not later than the ex-
piration of the applicable period under paragraph (1) of section
(c).

"(2) APPLICABLE 5-YEAR PERIOD.-For purposes of paragraph
(1), the term 'applicable 5-year period' means the 5-year period
beginning on the date the notice taken into account for purposes
of subsection (c)(1) was provided. For purposes of the preceding
sentence, the rules of subsection (c)(2) shall apply.

"(g) TREATMENT OF FINAL REPORT OF REVENUE AGENT.-Any
final report of an agent of the Internal Revenue Service shall be
treated as a determination of the Secretary under paragraph (1) of
subsection 7428(a) and any church receiving such a report shall be
treated for purposes of sections 7428 and 7430 as having exhausted
the administrative remedies available to it.

"(h) DEFINITIONS. -For purposes of this section-
"(1) CHURCH.-The term 'church' includes-

"(A) any organization claiming to be a church, and



"(B) any convention or association of churches."(2) CHURCH TAX INQUIRY.-The term 'church tax inquiry'
means any inquiry to a church (other than an examination) to
serve as a basis for determining whether a church-

"(A) is exempt from tax under section 501(a) by reason of
its status as a church, or

"(B) is carrying on an unrelated trade or business (within
the meaning of section 513) or otherwise engaged in activi-
ties which may be subject to taxation under this title.

"(3) CHURCH TAX EXAMINATION.-The term 'church tax exami-
nation' means any examination for purposes of making a deter-
mination described in paragraph (2) of-

"(A) church records at the request of the Internal Reve-
nue Service, or

"(B) the religious activities of any church.
"(4) CHURCH RECORDS.-

"(A) IN GENERAL.-The term 'church records' means all
corporate and financial records regularly kept by a church,
including corporate minute books and lists of members and
contributors.

"(B) ExCEPTION.-Such term shall not include records ac-
quired-

"(i) pursuant to a summons to which section 7609 ap-
plies, or

"(ii) from any governmental agency.
"(5) INQUIRY NOTICE DATE.-The term 'inquiry notice date'

means the date the notice with respect to a church tax inquiry
is provided under subsection (a).

"(6) EXAMINATION NOTICE DATE.-The term 'examination
notice date' means the date the notice with respect to a church
tax examination is provided under subsection (b) to the church.

"(7) APPROPRIATE HIGH-LEVEL TREASURY OFFICIAL.-The term
'approporiate high-level Treasury official' means the Secretary
of the Treasury or any delegate of the Secretary whose rank is
no lower than that of a principal Internal Revenue officer for
an internal revenue region.

"(i) SECTION NOT To APPLY TO CRIMINAL INVESTIGATIONS, ETC.-
This section shall not apply to-

"(A) any criminal investigation,
"(B) any inquiry or examination relating to the tax liability

of any person other than a church,
"(C) any assessment under section 6851 (relating to termina-

tion assessments of income tax) or section 6861 (relating to jeop-
ardy assessments of income taxes, etc),

"(D) any willful attempt to defeat or evade any tax imposed
by this title, or

"(E) any knowing failure to file a return of tax imposed by
the title."

(b) TECHNICAL AMENDMENT RELATING TO SUBPOENA POWER OF
THE DISTRICT COURT FOR THE DISTRICT OF COLUMBIA.-Section 7428
(relating to declaratory judgments relating to status and classifica-
tion of organizations under section 501(c)(3), etc.) is amended by
adding at the end thereof the following new subsection:



"(d) SUBPOENA POWER FOR DISTRICT COURT FOR DISTRICT OF Co-

LUMBIA.-In any action brought under this section in the district
court of the United States for the District of Columbia, a subpoena
requiring the attendance of a witness at a trial or hearing may be
served at any place in the United States."

(c) CONFORMING AMENDMENTS.-

(1) Subsection (c) of section 7605 (relating to time and place of
examination) is amended to read as follows: "(C) Cross Refer-
ence.-

"For provisions restricting church tax inquiries and examinations, see sec-
tion 7611."

(2) The table of sections for subchapter A of chapter 78 is
amended by striking out the item relating to section 7611 and
inserting in lieu thereof the following:

"Sec. 7611. Restrictions on church tax inquiries and examinations.
"Sec. 7612. Cross reference."

(d) EFFECTIVE DATE.-The amendments made by this section
shall apply with respect to inquiries and examinations beginning
after December 31, 1984.
SEC. 1034. ACQUISITION INDEBTEDNESS OF CERTAIN EDUCATIONAL INSTI-

TUTIONS.

"(A) GENERAL RULE.-Paragraph (9) of section 514(c) (relating to
unrelated debt-financed income) is amended to read as follows:

"(9) REAL PROPERTY ACQUIRED BY A QUALIFIED ORGANIZA-

TION. -
"(A) IN GENERAL.-Except as provided in subparagraph

(B), the term 'acquisition indebtedness' does not, for pur-
poses of this section, include indebtedness incurred by a
qualified organization in acquiring or improving any real
property.

"(B) EXCEPTION.-The provisions of subparagraph (A)
shall not apply in any case in which-

"(i) the price for the acquisition or improvement is
not a fixed amount determined as of the date of the ac-
quisition or the completion of the improvement;

"(ii) the amount of any indebtedness or any other
amount payable with respect to such indebtedness, or
the time for making any payment of any such amount,
is dependent, in whole or in part, upon any revenue,
income, or profits derived from such real property;

"(iii) the real property is at any time after t7? P acqui-
sition leased by the qualified organization to the
person selling such property to such organization or to
any person who bears a relationship described in sec-
tion 267(b) or 707(b) to such person;

"(iv) the real property is acquired by a qualified trust
from, or is at any time after the acquisition leased by
such trust to, any person who-

"(I) bears a relationship which is described in
subparagraph (C), (E), or (G) of section 4975(e)(2) to
any plan with respect to which such trust was
formed, or



"(II) bears a relationship which is described in
subparagraph (F) or (H) of section 4975(e)(2) to any
person described in subclause (I);

"(v) any person described in clause (iii) or (iv) pro-
vides the qualified organization with financing in con-
nection with the acquisition or improvement; or

"(vi) the real property is held by a partnership unless
the partnership meets the requirements of clauses (i)
through (v) and unless-

"(I) all of the partners of the partnership are
qualified organizations, or

"(II) each allocation to a partner of the partner-
ship which is a qualified organization is a quali-
fied allocation (within the meaning of section
1 686i)(9)).

For purposes of clause (vi)(I), an organization shall not be
treated as a qualified organization if any income of such
organization would be unrelated business taxable income
(determined without regard to this paragraph).

"(C) QUALIFIED ORGANIZATION.-For purposes of this
paragraph, the term 'qualified organization' means-

"(i) an organization described in section 170(b)(1)(A)
(ii) and its affiliated support organizations described
in section 509(a); or

"(ii) any trust which constitutes a qualified trust
under section 401.

"(D) OTHER PASS-THRU ENTITIES, TIERED ENTITIES.-Rules

similar to the rules of subparagraph (B)(vi) shall also apply
in the case of any pass-thru entity other than a partnership
and in the case of tiered partnerships and other entities."

(b) TREATMENT OF SEGREGATED ASSET ACCOUNTS.-Section 514
(relating to unrelated debt-financed income) is amended by adding
at the end thereof the following new subsection:

"(g) REGULATIONS.-The Secretary shall prescribe such regulations
as may be necessary or appropriate to carry out the purposes of this
section, including regulations to prevent the circumvention of any
provision of this section through the use of segregated asset ac-
counts."

(c) EFFECTIVE DATES. -
(1) IN GENERAL.-The amendments made by this section shall

apply to indebtedness incurred after the date of the enactment
of this Act.

(2) EXCEPTION FOR INDEBTEDNESS ON CERTAIN PROPERTY AC-
QUIRED BEFORE JANUARY 1, 1985.-

(A) The amendment made by subsection (a) shall not
apply to any indebtedness incurred before January 1, 1985,
by a partnership described in subparagraph (B) if such in-
debtedness is incurred with respect to property acquired (di-
rectly or indirectly) by such partnership before such date.

(B) A partnership is described in this subparagraph if-
(i) before October 21, 1983, the partnership was orga-

nized, a request for exemption with respect to such
partnership was filed with the Department of Labor,
and a private placement memorandum stating the



maximum account of interest in the partnership that
would be offered had been circulated,

(ii) the interest in the property to be acquired, direct-
ly or indirectly (including through acquiring an inter-
est in another partnership) by such partnership was de-
scribed in such private placement memorandum, and

(iii) the marketing of partnership interests in such
partnership is completed not later than 2 years after
the later of the date of enactment of this Act or the
date of publication in the Federal Register of such ex-
emption by the Department of Labor and the aggregate
amount of interests in such partnership sold does not
exceed the amount described in clause (i).

(3) EXCEPTION FOR INDEBTEDNESS ON CERTAIN PROPERTY AC-

QUIRED BEFORE JANUARY 1, 1986.-
(A) The amendment made by subsection (a) shall not

apply to any indebtedness incurred before January 1, 1986,
by a partnership described in subparagraph (B) if such in-
debtedness is incurred with respect to property acquired (di-
rectly or indirectly) by such partnership before such date.

(B) A partnership is described in this paragraph if-
(i) before March 6, 1984, the partnership was orga-

nized and publicly announced, the maximum amount
of interests which would be sold in such partnership,
and

(ii) the marketing of partnership interests in such
partnership is completed not later than the 90th day
after the date of the enactment of this Act and the ag-
gregate amount of interests in such partnership sold
does not exceed the maximum amount described in
clause ().

For purposes of clause (i), the maximum amount taken into
account shall be the greatest of the amounts shown in the
registration statement, prospectus, or partnership agree-
ment.

(C) BINDING CONTRACTS.-For purposes of this paragraph,
property shall be deemed to have been acquired before Jan-
uary 1, 1986, if such property is acquired pursuant to a
written contract which, on January 1, 1986, and at all
times thereafter, required the acquisition of such property
and such property is placed in service not later than 6
months after the date such contract was entered into.

SEC. 1035. TRANSITIONAL RULE RELATING TO THE DEFINITION OF QUALI-
FIED CONSERVATION CONTRIBUTIONS.

(a) IN GENERAL. -Subparagraph (B) of section 170(h)(5) (defining
exclusively for conservation purposes) is amended to read as follows:

"(B) No SURFACE MINING PERMITTED.-

"(i) IN GENERAL. -Except as provided in clause (ii),
in the case of a contribution of any interest where there
is a retention of a qualified mineral interest, subpara-
graph (A) shall not be treated as met if at any time
there may be extraction or removal of minerals by any
surface mining method.



"(ii) SPECIAL RULE.- With respect to any contribution
of property in which the ownership of the surface estate
and mineral interests were separated before June 12,
1976, and remain so separated, subparagraph (A) shall
be treated as met if the probability of surface mining
occurring on such property is so remote as to be negligi-
ble."

(b) EFFECTIVE DATE.-The amendment made by subsection (a)
shall apply to contributions made after the date of the enactment of
this Act.

Subtitle E-Income Tax Credits

SEC. 1041. 1-YEAR EXTENSION OF TARGETED JOBS CREDIT.
(a) IN GENERAL.-Paragraph (3) of section 51(c) (defining wages

qualifying for targeted jobs credit) is amended by striking out "De-
cember 31, 1984" and inserting in lieu thereof "December 21, 1985".

(b) ADDITIONAL AUTHORIZATION OF APPROPRIATIONS. -Paragraph
(2) of section 261(f) of the Economic Recovery Tax Act of 1981 is
amended by striking out "fiscal years 1983 and 1984" and inserting
in lieu thereof "fiscal years 198, 1984, and 1985".

(c) TARGETED JOBS CREDIT TECHNICAL AMENDMENTS.-
(1) TREATMENT OF SUCCESSOR EMPLOYERS; TREATMENT OF EM-

PLOYEES PERFORMING SERVICES FOR OTHER PERSONS. -Section
51 (relating to amount of targeted jobs credit) is amended by
adding at the end thereof the following new subsection:

"o) TREATMENT OF SUCCESSOR EMPLOYERS; TREATMENT OF EM-
PLOYEES PERFORMING SERVICES FOR OTHER PERSONS. -

"(1) TREATMENT OF SUCCESSOR EMPLOYERS. -Under regula-
tions prescribed by the Secretary, in the case of a successor em-
ployer referred to in section 3306(b)(1), the determination of the
amount of the credit allowable under section 44B with respect
to wages paid by such successor employer shall be made in the
same manner as if such wages were paid by the predecessor em-
ployer referred to in such section.

"(2) TREATMENT OF EMPLOYEES PERFORMING SERVICES FOR
OTHER PERSONS.-No credit shall be allowed under section 44B
with respect to remuneration paid by an employer to an employ-
ee for services performed by such employee for another person
unless the amount reasonably expected to be received by the em-
ployer for such services from such other person exceeds the re-
muneration paid by the employer to such employee for such
services."

(2) SPECIAL RULE FOR CERTIFICATION. -Subparagraph (A) of
section 51(d)(16) (relating to special rules for certifications) is
amended by adding at the end thereof the following new sen-
tence:

"For purposes of the preceding sentence, if on or before the
day on which such individual begins work for the employ-
er, such individual has received from a designated local
agency (or other agency or organization designated pursu-
ant to a written agreement with such designated local
agency) a written preliminary determination that such in-



dividual is a member of a targeted group, then 'the fifth
day'shall be substituted for 'the day' in such sentence."

(3) AGE REQUIREMENT FOR QUALIFIED SUMMER YOUTH EMPLOY-

EE.-Clause (ii) of section 51(d)(12)(A) (defining qualified
summer youth employee) is amended by striking out "(as de.
fined in paragraph (14))" and inserting in lieu thereof "(or if
later, on May I of the calendar year involved)".

(4) TECHNICAL AMENDMENT.-Paragraph (2) of section 51(b) is
amended by striking out "(or, in the case of a vocational reha-
bilitation referral, the day the individual begins work for the
employer on or after the beginning of such individual's reha-
bilitation plan)".

(5) EFFECTIVE DATES.-

(A) IN GENERAL.-Except as provided in subparagraph
(B), the amendments made by this section shall apply to in-
dividuals who begin work for the employer after the date of
the enactment of this Act.

(B) SPECIAL RULE FOR EMPLOYEES PERFORMING SERVICES

FOR OTHER PERSONS.-Paragraph (2) of section 51() of the
Internal Revenue Code of 1954 (as added by this subsection)
and the amendment made by paragraph (3) of this subsec-
tion shall apply to individuals who begin work for the em-
ployer after December 31, 1984.

SEC. 1042. INCREASE IN EARNED INCOME CREDIT.

(a) INCREASE IN RATE OF CREDIT. -Subsection (a) of section 32 (re-
lating to earned income credit), as redesignated by title IV of this
Act, is amended by striking out "10 percent" and inserting in lieu
thereof "11 percent".

(b) ADJUSTMENT OF CREDIT PHASE-OuT.-Paragraph (2) of section
32(b) (as so redesignated) is amended to read as follows:

"(2) 122 percent of so much of the adjusted gross income (or,
if greater, the earned income) of the taxpayer for the taxable
year as exceeds $6,500."

(C) CREDIT NOT ALLOWABLE TO TAXPAYERS SUBJECT TO ALTERNA-

TIVE MINIMUM TAx.-Section 32 (as so redesignated) is amended by
adding at the end thereof the following new subsection:

"(h) REDUCTION OF CREDIT TO TAXPAYERS SUBJECT TO ALTERNA-

TIVE MINIMUM TAx.-The credit allowed under this section for the
taxable year shall be reduced by the amount of tax imposed by sec-
tion 55 (relating to alternative minimum tax for taxpayers other
than corporations) with respect to such taxpayer for such taxable
year. "

(d) TECHNICAL AMENDMENTS.-

(1) Paragraph (1) of section 32(b) (as so redesignated is amend-
ed by striking out "$500" and inserting in lieu thereof "$550".

(2) Subparagraphs (A) and (B) of section 32(f)(2) (as so redesig-
nated) are amended to read as follows:

"(A) for earned income between $0 and $11,000, and
"(B) for adjusted gross income between $6,500 and

$11,000."
(3) Clauses (i) and (ii) of section 3507(c)(2)(B) are amended to

read as follows:



"(i) of not more than 11 percent of the first $5,000 of
earned income, which

"(ii) phases out between $6,500 and $11,000 of earned
income, or".

(4) Clauses (i) and (ii) of section 3507(c)(2)(C) are amended to
read as follows:

"(i) of not more than 11 percent of the first $2,500 of
earned income, which

"(ii) phases out between $3,250 and $5,500 of earned
income."

(e) EFFECTIVE DATE.-The amendments made by this section shall
apply to taxable years beginning after December 31, 1984.
SEC. 1043. ALTERNATIVE TEST FOR DEFINITION OF QUALIFIED REHABILI-

TA TION BUILDING.

(a) IN GENERAL.--Paragraph (1) of section 48(g) (relating to quali-
fied rehabilitated buildings) is. amended by adding at the end there-
of the following new subparagraph:

"(E) ALTERNATIVE TEST FOR DEFINITION OF QUALIFIED REHA-

BILITATED BUILDING.-The requirement in clause (iii) of sub-
paragraph (A) shall be deemed to be satisfied if in the rehabili-
tation process-

"(i) 50 percent or more of the existing external walls of
the building are retained in place as external walls,

"(ii) 75 percent or more of the existing external walls of
such buildings are retained in place as internal or external
walls, and

"(iii) 75 percent or more of the existing internal structur-
al framework of such building is retained in place."

(b) EFFECTIVE DATE.-The amendments made by this section shall
apply to expenditures incurred after December 31, 1983, in taxable
years ending such date.

Subtitle F-Miscellaneous Housing Provisions

SEC. 1051. DISASTER LOSS DEDUCTION WHERE TAXPAYER ORDERED TO
DEMOLISH OR RELOCATE RESIDENCE IN DISASTER AREA BE-
CAUSE OF DISASTER.

(a) GENERAL RuLE.-Section 165 (relating to losses) is amended by
redesignating subsection (k) as subsection (1) and by inserting after
subsection () the following new subsection:

"(k) TREATMENT AS DISASTER LOSS WHERE TAXPAYER ORDERED
To DEMOLISH OR RELOCATE RESIDENCE IN DISASTER AREA BECAUSE

OF DISASTER.-In the case of a taxpayer whose residence is located
in an area which has been determined by the President of the
United States to warrant assistance by the Federal Government
under the Disaster Relief Act of 1974, if-

"(1) not later than the 120th day after the date of such deter-
mination, the taxpayer is ordered, by the government of the
State or any political subdivision thereof in which such resi-
dence is located, to demolish or relocate such residence, and

"(2) the residence has been renderd unsafe for use as a resi-
dence by reason of the disaster,



any loss attributable to such disaster shall be treated as a loss
which arises from a casualty and which is described in subsection
(i). I?

(b) EFFECTIVE DATE.-The amendment made by subsection (a)
shall apply to taxable years ending after December 31, 1981, with
respect to residences in areas determined by the President of the
United States, after such date, to warrant assistance by the Federal
Government under the Disaster Relief Act of 1974.

SEC. 1052. ALLOCATION OF EXPENSES TO PARSONAGE ALLOWANCES.

With respect to any mortgage interest or real property tax costs
paid or incurred before January 1, 1986, by any minister of the
gospel who owned and occupied a home before January 3, 1983 (or
had a contract to purchase a home before such date and subsequent-
ly owned and occupied such home), the application of section 265(1)
of the Internal Revenue Code of 1954 to such costs shall be deter-
mined without regard to Revenue Ruling 83-3 (and without regard
to any other regulation, ruling, or decision reaching the same result,
or a result similar to the result, set forth in such Revenue Ruling).
SEC. 1053. ARMED FORCES OVERSEAS QUARTERS.

(a) IN GENERAL. -Subsection (h) of section 1034 (relating to rollov-
er of gain on sale of principal residence) is amended to read as fol-
lows:

"(h) MEMBERS OF ARMED FORCES.-

"(1) IN GENERAL.-The running of any period of time speci-
fied in subsection (a) or (c) (other than the 2 years referred to in
subsection (c)(4)) shall be suspended during any time that the
taxpayer (or his spouse if the old residence and the new resi-
dence are each used by the taxpayer and his spouse as their
principal residence) serves on extended active duty with the
Armed Forces of the United States after the date of the sale of
the old residence, except that any such period of time as so sus-
pended shall not extend beyond the date 4 years after the date
of the sale of the old residence.

"(2) MEMBERS STATIONED OUTSIDE THE UNITED STATES OR RE-

QUIRED TO RESIDE IN GOVERNMENT QUARTERS.-In the case of
any taxpayer who, during any period of time the running of
which is suspended by paragraph (1)-

"(A) is stationed outside of the United States, or
"(B) after returning from a tour of duty outside of the

United States and pursuant to a determination by the Sec-
retary of Defense that adequate off-base housing is not
available at a remote base site, is required to reside in on-
base Government quarters,

any such period of time as so suspended shall not expire before
the last day described in subparagraph (A) or (B), as the case
may be, except that any such period of time as so suspended
shall not extend beyond the date which is 8 years after the date
of the sale of the old residence.

"(2) EXTENDED ACTIVE DUTY DEFINED.-For purposes of this
subsection, the term 'extended active duty' means any period of
active duty pursuant to a call or order to such duty for a period
in excess of 90 days or for an indefinite period."



(b) EFFECTIVE DATE.-The amendments made by this section
shall apply to sales of old residences (within the meaning of section
1034 of the Internal Revenue Code of 1954) after the date of the en-
actment of this Act.
SEC. 1054. TREATMENT OF HOME WON IN LOCAL RADIO CONTEST AND SPE-

CIALLY DESIGNED FOR HANDICAPPED FOSTER CHILD.

(a) IN GENERAL.-If the Federal income tax attributable to the re-
ceipt of the prize described in subsection (b) is paid not later than
one year after the date of the enactment of this Act, such payment
shall be treated for purposes of the Internal Revenue Code of 1954
as being in full satisfaction of such tax and all interest, additions
to the tax, additional amounts, and penalties in respect of liability
for such Federal income tax.

(b) DESCRIPTION OF PRIzE.-For purposes of subsection (a), the
prize described in this subsection is a residence which-

(1) was won by the taxpayer in a local radio contest,
(2) was specially designed to meet the needs of a handicapped

foster child of the taxpayer,
(3) is the principal residence (within the meaning of section

1034 of such Code) of the taxpayer, and
(4) had a lien placed on it by the Internal Revenue Service on

May 24, 1983, after an Internal Revenue Service supervisor had
overruled two payment schedules negotiated with the taxpayer
for the payment of taxes, interest, and penalties on income at-
tributable to such residence for the taxpayer's 1980 taxable year.

(c) TAX DETERMINED WITHOUT REGARD TO INTEREST, ETc. -For
purposes of subsection (a), the Federal income tax attributable to the
prize described in subsection (b) shall be determined without regard
to interest, additions to the tax, additional amounts, and penalties.

Subtitle G-Extension of Existing Provisions
and Transition Rules

SEC. 1061. EXTENSION OF PA YMENT-IN-KIND TAX TREATMENT ACT, OF 1983
TO WHEAT FOR 1984 CROP YEAR.

(a) EXTENSION. -

(1) IN GENERAL.-Section 5 of the Payment-in-Kind Tax
Treatment Act of 1983 (relating to definitions and special rules)
is amended by redesignating subsection (b) as subsection (c) and
by inserting after subsection. (a) the following new subsection:

"(b) EXTENSION TO WHEAT PLANTED AND HARVESTED IN 1984.-In
the case of wheat-

"(1) any reference in this Act to the 1983 crop year shall in-
clude a reference to the 1984 crop year, and

"(2) any reference to the 1983 payment-in-kind program shall
include a reference to any program for the 1984 year for wheat
which meets the requirements of subparagraphs (A) and (B) of
subsection (a)(1). "

(2) DEFINITION OF CROP YEAR.-Paragraph (2) of section 5(a)
of such Act is amended to read as follows:

"(2) CROP YEAR.-The term '1983 crop year' means the crop
year for any crop the planting or harvesting period for which



occurs during 1983. The term '1984 crop year' means the crop
year for wheat the planting and harvesting period for which
occurs during 1984. "

(b) EFFECTIVE DATE.-The amendments made by this section shall
apply with respect to commodities received for the 1984 crop year (as
defined in section 5(a)(2) of the Payment-in-Kind Tax Treatment Act
of 1983 as amended by subsection (a)).
SEC. 1062. EXTENSION OF INCREASED DEDUCTION FOR ELIMINATING AR-

CHITECTURAL AND TRANSPORTATION BARRIERS TO THE
HANDICAPPED.

(a) EXTENSION. -
(1) IN GENERAL.-Subsection (d) of section 190 (relating to ex-

penditures to remove architectural and transportation barriers
to the handicapped and elderly) is amended to read as follows:

"(d) APPLICATION OF SECTIoN.-This section shall apply to-
"(1) taxable years beginning after December 31, 1976, and

before January 1, 1983, and
"(2) taxable years beginning after December 31, 198, and

before January 1, 1986."
(2) CONFORMING AMENDMENT.-Subsection (c) of section 2122

of the Tax Reform Act of 1976 (26 U.S.C. 190 note) (relating to
effective date for allowance of deduction for eliminating archi-
tectural and transportation barriers for the handicapped) is
amended by striking out "and before January 1, 1983".

(b) INCREASE IN DEDuCTIoN.-Subsection (c) of section 190 (relat-
ing to limitation of deduction) is amended by striking out "$25,000"
and inserting in lieu thereof "$35,000".

(c) EFFECTIVE DATE.-The amendment made by subsection (b)
shall apply to taxable years beginning after December 31, 1983.
SEC. 1063. PERMANENT DISALLOWANCE OF DEDUCTION FOR EXPENSES OF

DEMOLITION OF CERTAIN STRUCTURES.
(a) EXTENSION TO ALL STRUCTURES; DISALLOWANCE MADE PERMA-

NENT.-Section 280B (relating to demolition of certain historic
structures) is amended-

(1) by striking out all of subsection (a) which precedes para-
graph (1) thereof and inserting in lieu thereof the following: "In
the case of the demolition of any structure- '" and

(2) by striking out subsections (b) and (c).
(b) CONFORMING AMENDMENTS.-

(1) The heading for section 280B is amended by striking out
"CERTAIN HISTORIC".

(2) The item relating to section 280B in the table of sections
for part IX of subchapter B of chapter I is amended by striking
out "certain historic".

(c) EFFECTIVE DATE.-The amendments made by this section
shall apply to taxable years beginning after December 31, 1983.
SEC. 1064. AMORTIZATION OF EXPENDITURES TO REHABILITATE LOW-

INCOME RENTAL HOUSING.
Subsection (k) of section 167 (relating to depreciation of expendi-

tures to rehabilitate low-income rental housing) is amended by strik-
ing out "January 1, 1984" each place it appears and inserting in
lieu thereof "January 1, 1987".



SEC. 1065. RULES TREATING INDIAN TRIBAL GOVERNMENTS AS STATES
MADE PERMANENT

(a) IN GENERAL.-Section 208 of the Indian Tribal Governmental
Tax Status Act of 1982 is amended-

(1) by striking out "and before January 1, 1985, " each place it
appears, and

(2) by striking out ", and shall cease to apply at the close of
December 31, 1984" in paragraph (5) thereof.

(b) TREATMENT AS STATE EXPANDED FOR CERTAIN PURPOSES.-
Paragraph (6) of section 7871 (relating to Indian tribal governments
treated as States for certain purposes) is amended by striking out
subparagraphs (B) and (C) and inserting in lieu thereof the follow-
ing:

"(B) section 105(e) (relating to accident and health plans),
"(C) section 117(b)(2)(A) (relating to scholarships and fel-

lowship grants),
"(D) section 162(e) (relating to appearances, etc., with re-

spect to legislation),
"(E) section 403(b)(1)(A)(ii) (relating to the taxation of

contributions of certain employers for employee annuities),
and

"(F) section 454(b)(2) (relating to discount obligations).
(c) EFFECTIVE DATE.-The amendment made by subsection (b)

shall apply to taxable years beginning after December 31, 1984.

SEC. 1066. TRANSITIONAL RULE FOR TREATMENT OF CERTAIN INCOME
FROM S CORPORATIONS.

(a) IN GENERAL. -If-
(1) a corporation had an election in effect under subchapter S

of the Internal Revenue Code of 1954 for the taxable years of
such corporation beginning in 1982, 1983, and 1984, and

(2) a shareholder of such corporation makes an election to
have this section apply,

then any qualified income which such shareholder takes into ac-
count by reason of holding stock in such corporation for any taxable
year of such corporation beginning in 1983 or 1984 shall be treated
for purposes of section 163(d) of the Internal Revenue Code of 1954
as such income would have been treated but for the enactment of
the Subchapter S Revision Act of 1982.

(b) QUALIFIED INcoME.-For purposes of subsection (a), the term
"qualified income" means any income other than income which is
attributable to personal services performed by the shareholder for
the corporation.

(c) ELECTION.-The election under subsection (a)(2) shall be made
at such time and in such manner as the Secretary of the Treasury or
his delegate may by regulations prescribe.

SEC. 1067. SPECIAL LEASING RULES FOR CERTAIN COAL GASIFICATION FA-
CILITIES.

(a) IN GENERAL.-Paragraph (3) of section 208(d) of the Tax
Equity and Fiscal Responsibility Act of 1982 is amended by adding
at the end thereof the following new subparagraph:

"(G) COAL GASIFICATION FACILITIES.-
"(i) IN GENERAL.-Property is described in this sub-

paragraph if such property-
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"(I) is used directly in connection with the man-
ufacture or production of low sulfur gaseous fuel
from coal, and"(II) would be described in subparagraph (A) if
'July 1, 1984' were substituted for 'January 1,
1983'.

"(ii) SPECIAL RULE.-For purposes of determining
whether property described in this subparagraph is de-
scribed in subparagraph (A), such property shall be
treated as having been acquired during the period re-
ferred to in subparagraph (A)(ii) if at least 20 percent
of the cost of such property is paid during such period.

"(iii) LIMITATION ON AMOUNT.-Clause (i) shall only
apply to the lease of an undivided interest in the prop-
erty in an amount which does not exceed the lesser of-

"(I) 50 percent of the cost basis of such property,
or "(II) $67,500, 000.

"(iv) PLACED IN SERVICE.-In the case of property to
which this subparagraph applies-

"(I) such property shall be treated as placed in
service when the taxpayer receives an operating
permit with respect to such property from a State
environmental protection agency, and

"(II) the term of the lease with respect to such
property shall be treated as being 5 years.

(b) SPECIAL RULE FOR SUBSECTION (a).-The amount of any recap-
ture under section 47 of the Internal Revenue Code of 1954 with re-
spect to the credit allowed under section 38 of such Code with re-
spect to progress expenditures (within the meaning of section 46(d)
of such Code) shall apply only to the percentage of the cost basis of
the coal gasification facility to which the amendment made by sub-
section (a) applies.

(c) EFFECTIVE DATE.-The amendment made by subsection (a)
shall take effect as if included in the provision of section 208(d)(3)
of the Tax Equity and Fiscal Responsibility Act of 1982.

Subtitle H-Additional Provisions
SEC. 1071. TAX TREATMENT OF REGULATED INVESTMENT COMPANIES.

(a) PERSONAL HOLDING COMPANIES PERMITTED To BE REGULATED

INVESTMENT COMPANIES. -

(1) IN GENERAL.-Subsection (a) of section 851 (defining regu-
lated investment company) is amended by striking out "(other
than a personal holding company as defined in section 542)".

(2) SPECIAL RULE FOR RATE OF TAx.-Paragraph (1) of section
852(b) (relating to imposition of tax on regulated investment
companies) is amended by adding at the end thereof the follow-
ing new sentence: "In the case of a regulated investment compa-
ny which is a personal holding company (as defined in section
542), that tax shall be computed at the highest rate of tax speci-
fied in section 11(b)."



(3) REQUIREMENT THAT INVESTMENT COMPANY HAVE NO EARN-

INGS AND PROFITS ACCUMULATED IN YEAR FOR WHICH IT WAS

NOT A REGULATED INVESTMENT COMPANY.-Subsection (a) of sec-

tion 852 (relating to requirements applicable to regulated invest-
ment companies) is amended by striking out "and" at the end
of paragraph (1), by striking out the period at the end of para-
graph (2) and inserting in lieu thereof ", and", and by adding
at the end thereof the following new paragraph:

"(3) either-
"(A) the provisions of this part applied to the investment

company for all taxable years ending on or after November
8, 1983, or

"(B) as of the close of the taxable year, the investment
company has no earnings and profits accumulated in any
taxable year to which the provisions of this part (or the cor-
responding provisions of prior law) did not apply to it. "

(4) PROCEDURES SIMILAR TO DEFICIENCY DIVIDEND PROCE-

DURES MADE APPLICABLE.-Section 852 is amended by adding at
the end thereof the following new subsection:

'(e) PROCEDURES SIMILAR TO DEFICIENCY DIVIDEND PROCEDURES

DE APPLICABLE. -

"(1) IN GENERAL. -If-
"(A) there is a determination that the provisions of this

part do not apply to an investment company for any taxable
year (hereinafter in this subsection referred to as the 'non-
RIC year'), and

"(B) such investment company meets the distribution re-
quirements of paragraph (2) with respect to the non-RIC
year,

for purposes of applying subsection (a)(3) to subsequent taxable
years, the provisions of this part shall be treated as applying to
such investment company for the non-RIC year.

"(2) DISTRIBUTION REQUIREMENTS.-

"(A) IN GENERAL.-The distribution requirements of this
paragraph are met with respect to any non-RIC year if,
within the 90-day period beginning on the date of the deter-
mination (or within such longer period as the Secretary
may permit), the investment company makes I or more
qualified designated distributions and the amount of such
distributions is not less than the excess of-

"(i) the portion of the accumulated earnings and
profits of the investment company (as of the date of the
determination) which are attributable to the non-RIC
year, over

"(ii) any interest payable under paragraph (3).
"(B) QUALIFIED DESIGNATED DISTRIBUTION. -For purposes

of this paragraph, the term 'qualified designated distribu-
tion' means any distribution made by the investment com-
pany if-

"(i) section 301 applies to such distribution, and
"(ii) such distribution is designated (at such time

and in such manner as the Secretary shall by regula-
tions prescribe) as being taken into account under this
paragraph with respect to the non-RIC year.



"(C) EFFECT ON DIVIDENDS PAID DEDUCTION.-Any quali-
fied designated distribution shall not be included in the
amount of dividends paid for purposes of computing the
dividends paid deduction for any taxable year.

"(3) INTEREST CHARGE. -

"(A) IN GENERAL.-If paragraph (1) applies to any non.
RIC year of an investment company, such investment com-
pany shall pay interest at the annual rate established
under section 6621-

"(i) on an amount equal to 50 percent of the amount
referred to in paragraph (2)(A)(i),

"(ii) for the period-
"(I) which begins on the last day prescribed for

payment of the tax imposed for the non-RIC year
(determined without regard to extensions), and

"(II) which ends on the date the determination
is made.

"(B) COORDINATION WITH SUBTITLE F.-Any interest pay-
able under subparagraph (A) may be assessed and collected
at any time during the period during which any tax im-
posed for the taxable year in which the determination is
made may be assessed and collected.

"(4) PROVISION NOT TO APPLY IN THE CASE OF FRAUD.-The
provisions of this subsection shall not apply if the determina-
tion contains a finding that the failure to meet any requirement
of this part was due to fraud with intent to evade tax.

"(5) DETERMINATION.-For purposes of this subsection, the
term 'determination' has the meaning given to such term by sec-
tion 860(e). Such term also includes a determination by the in-
vestment company filed with the Secretary that the provisions
of this part do not apply to the investment company for a tax-
able year. "

(5) EFFECTIVE DATES.-
(A) IN GENERAL.-Except as otherwise provided in this

paragraph, the amendments made by this subsection shall
apply to taxable years beginning after December 31, 1982.

(B) INVESTMENT COMPANIES WHICH WERE REGULATED IN-
VESTMENT COMPANIES FOR YEARS ENDING BEFORE NOVEM-
BER 8, 1983.-In the case of any investment company to
which the provisions of part I of subchapter M of chapter 1
of the Internal Revenue Code of 1954 applied for any tax-
able year ending before November 8, 1982, for purposes of
section 852(a)(3)(B) of the Internal Revenue Code of 1954 (as
amended by this subsection), no earnings and profits accu-
mulated in any taxable year ending before January 1, 1984,
shall be taken into account.

(C) INVESTMENT COMPANIES BEGINNING BUSINESS IN

1983.-In the case of an investment company which began
business in 1983 (and was not a successor corporation),
earnings and profits accumulated during its first taxable
year shall not be taken into account for purposes of section
852(a)(3)(B) of such Code (as so amended).

(D) INVESTMENT COMPANIES REGISTERING BEFORE NOVEM-
BER 8, 1983.-In the case of any investment company-



(i) which, during the period after December 31, 1981,
and before November 8, 1983-

(I) was engaged in the active conduct of a trade
or business,

(II) sold substantially all of its operating assets,
and

(III) registered under the Investment Company
Act of 194 0 as either a management company or a
unit investment trust, and

(ii) to which the provisions of part [ of subchapter M
of chapter 1 of the Internal Revenue Code of 1954 ap-
plied for its first taxable year beginning after Novem-
ber 8, 1983,

for purposes of section 852(a)(3)(A) of such Code (as amend-
ed by paragraph (3)), the provisions of part I of subchapter
M of chapter 1 of such Code shall be treated as applying to
such investment company for its first taxable year ending
after November 8, 1983. For purposes of the preceding sen-
tence, all members of an affiliated group (as defined in sec-
tion 1504(a) of such Code) filing a consolidated return shall
be treated as 1 taxpayer.

(b) SHORT-TERM OBLIGATIONS ISSUED ON A DISCOUNT BASIS. -

(1) IN GENERAL.-Paragraph (2) of section 852(b) (defining in-
vestment company taxable income) is amended by adding at the
end thereof the following new subparagraph-

"(F) The taxable income shall be computed without
regard to section 454(b) (relating to short-term obligations
issued on a discount basis) if the company so elects in a
manner prescribed by the Secretary."

(2) EFFECTIVE DATE.-The amendment made by paragraph (1)
shall apply to taxable years beginning after December 31, 1978.

SEC. 1072. TECHNICAL MODIFICATIONS TO TIP REPORTING REQUIREMENTS.
(a) LOWER ALLOCATION OF GROSS REcEIPTS.-Subparagraph (C) of

section 6053(c)(3) (relating to employee allocation of 8 percent of
gross receipts) is amended-

(1) by striking out "The Secretary" and inserting in lieu there-
of "Upon the petition of the employer or the majority of employ-
ees of such employer, the Secretary", and

(2) by striking out "5 percent" and inserting in lieu thereof '
percent".

(b) RECORDKEEPING BY TIPPED EMPLOYEES.-The Secretary of the
Treasury hall prescribe by regulations within 1 year after the date
of the enactment of this Act the applicable recordkeeping require-
ments for tipped employees.

(c) 50 PERCENT OWNERS NOT TREATED AS EMPLOYEES FOR CER-

TAIN PURPOSES.-

(1) IN GENERAL.-Paragraph (4) of section 6056(c) (defining
large food or beverage establishment) is amended by inserting
before the period at the end of the last sentence the following: ",
and an individual who owns 50 percent or more in value of the
stock of the corporation operating the establishment shall not
be treated as an employee".



(2) EFFECTIVE DATE.-The amendment made by paragraph (1)
shall apply to calendar years beginning after December 31,
1982.

SEC. 1073. TIPS TREATED AS WAGES FOR PURPOSES OF FEDERAL UNEM-
PLO YMENT TAX.

(a) GENERAL RuLE.-Section 3306 (relating to definitions for pur-
poses of Federal unemployment tax) is amended by adding at the
end thereof the following new subsection:

"(s) Tips TREATED AS WAGE.-For purposes of this chapter, the
term 'wages' includes tips which are-

"(1) received while performing services which constitute em-
ployment, and

"(2) included in a written statement furnished to the employ-
er pursuant to section 6058(a)."

(b) EFFECTIVE DATE. -
(1) IN GENERAL.-Except as provided in paragraph (2), the

amendment made by subsection (a) shall take effect on January
1, 1986.

(2) EXCEPTION FOR CERTAIN sTATEs.-In the case of any State
the legislature of which-

(A) did not meet in a regular session which begins during
1984 and after the date of the enactment of this Act, and

(B) did not meet in a session which began before the date
of the enactment of this Act and remained in session for at
least 25 calendar days after such date of enactment,

the amendment made by subsection (a) shall take effect on Jan-
uary 1, 1987.

SEC. 1074. EXCLUSION OF CERTAIN SERVICES FROM THE FEDERAL UNEM-
PLOYMENT TAX ACT.

Subsection (b) of section 822 of the Economic Recovery Tax Act of
1981 (26 USC. 3306 note) is amended by striking out "and before
January 1, 1983" and inserting in lieu thereof "and before January
1, 1985".
SEC. 1075. TAXATION OF UNEMPLOYMENT COMPENSATION NOT TO APPLY

TO COMPENSATION PAID FOR WEEKS OF UNEMPLOYMENT
ENDING BEFORE DECEMBER 1, 1978.

(a) GENERAL RuLE.-Subsection (d) of section 112 of the Revenue
Act of 1978 (relating to taxation of unemployment compensation
benefits at certain income levels) is amended to read as follows:

"(d) EFFECTIVE DATE.-The amendments made by this section
shall apply to payments of unemployment compensation made after
December 31, 1978, in taxable years ending after such date; except
that such amendments shall not apply to payments made for weeks
of unemployment ending before December 1, 1978."

(b) WAIVER OF STATUTE OF LIMITATIoN.-If credit or refund of
any overpayment of tax resulting from the amendment made by sub-
section (a) is barred on the date of the enactment of this Act or at
any time during the 1-year period beginning on the date of the en-
actment of this Act by the operation of any law or rule of law (in-
cluding res judicata), refund or credit of such overpayment (to the
extent attributable to the amendment made by subsection (a)) may,
nevertheless, be made or allowed if claim thereof is filed before the
close of such 1-year period.



SEC. 1076. EXCLUSION FROM GROSS INCOME OF CANCELLATIONS OF CER-
TAIN STUDENT LOANS.

(a) IN GENERAL.-Section 108 (relating to income from discharge
of indebtedness) is amended by adding at the end thereof the follow-
ing new subsection:

"(f) STUDENT LOANS.--
"(1) IN GENERAL.-In the case of an individual, gross income

does not include any amount which (but for this subsection)
would be includible in gross income by reason of the discharge
(in whole or in part) of any student loan if such discharge was
pursuant to a provision of such loan under which all or part of
the indebtedness of the individual would be discharged if the
individual worked for a certain period of time in certain profes-
sions for any of a broad class of employers.

"(2) STUDENT LOAN.-For purposes of this subsection, the term
'student loan' means any loan to an individual to assist the in-
dividual in attending an educational organization described in
section 170(b)(1)(A)(ii) made by-

"(A) the United States, or an instrumentality or agency
thereof,

"(B) a State, territory, or possession of the United States,
or the District of Columbia, or any political subdivision
thereof, or

"(C) a public benefit corporation-
"(i) which is exempt from taxation under section

501(c)(3),
"(ii) which has assumed control over a State, county,

or municipal hospital, and
"(iii) whose employees have been deemed to be public

employees under State law, or
"(D) any educational organization so described pursuant

to an agreement with any entity described in subparagraph
(A), (B), or (C) under which the funds from which the loan
was made were provided to such educational organization."

(b) EFFECTIVE DATE.-The amendments made by this section shall
apply to discharges of indebtedness made on or after January 1,
1983.

SEC. 1077. MIGRATORY BIRD HUNTING STAMPS.

(a) IN GENERAL.-Section 5 of the Act of March 16, 1934 (48 Stat.
451, Chapter 71; 16 US.C. 718e) is amended by adding at the end
thereof the following new subsection:

"(c) Notwithstanding the provisions of subsection (b), or the prohi-
bition in section 474 of title 18, United States Code, or other provi-
sions of law, the Secretary of the Interior may authorize, with the
concurrence of the Secretary of the Treasury,

"(1) the color reproduction, or
"(2) the black and white reproduction,

of migratory bird hunting stamps authorized by sections 1 through
4 and 6 through 9 of this Act, which otherwise satisfies the require-
ments of clauses (ii) and (iii) of section 504(1) of title 18, United
States Code. Any such reproduction shall be subject to those terms
and conditions deemed necessary by the Secretary of the Interior by
regulation or otherwise and any proceeds received by the Federal



Government as a result of such reproduction shall be paid into the
migratory bird conservation fund established under section 4 of this
Act."

(b) TECHNICAL AMENDMENTS.-

(1) Clause (i) of section 504(1)(D) of title 18, United States
Code, is amended by inserting "and stamps issued under the
Migratory Bird Hunting Stamp Act of 1934" after "foreign gov-
ernment ".

(2) Clause (ii) of such section is amended by inserting "and
illustrations of stamps issued under the "Migratory Bird Hunt-
ing Stamp Act of 1934 in color" after "postage stamps in color".

(3) Subsection (b) of section 5 of the Act referred to in subsec-
tion (a) is amended by striking out "No person" and inserting
in lieu thereof "Except as provided in clauses (i) and (ii) of sec-
tion 504(1)(D) of title 18, United States Code, no person ".

(c) EFFECTIVE DATE.-The amendments made by this section shall
take effect on the date of the enactment of this Act.
SEC. 1078. EXCLUSION FROM GROSS INCOME OF PAYMENTS FROM THE

UNITED STATES FOREST SERVICE AS A RESULT OF RESTRICT.
ING MOTORIZED TRAFFIC IN THE BOUNDARY WATERS CANOE
AREA.

(a) GENERAL RULE.-At the election of the taxpayer, for purposes
of the Internal Revenue Code of 1954, gross income does not include
the excludable portion of payments received from the United States
Forest Service as a result of restricting motorized traffic in the
Boundary Waters Canoe Area, pursuant to section 19(a) of "An Act
to designate the Boundary Waters Canoe Area Wilderness, to estab-
lish the Boundary Waters Canoe Area Mining Protection Area, and
for other purposes", approved October 21, 1978 (Public Law 95-495;
92 Stat. 1649).

(b) EXCLUDABLE PORTION.-For purposes of this section, the term
"excludable portion" means that portion (or all) of a payment made
to any taxpayer during the period after December 31, 1979, and
before the later of the date which is 2 years after-

(1) the date of the enactment of this Act, or
(2) the date of such payment,

which payment is reinvested within such period in depreciable prop-
erty used in a trade or business of such taxpayer as authorized by
the Act referred to in subsection (a). In determining whether rein-
vestment has occurred, no direct tracing is required.

(c) ELECTION.-An election under subsection (a) shall identify
such property for which such payment has been allocated. An elec-
tion may be made at any time before the expiration of the period for
making a claim for credit or refund of the tax imposed by chapter 1
of such Code for the taxable year in which the reinvestment oc-
curred, and shall be made in such manner as the Secretary of the
Treasury or his delegate shall by regulations prescribe.

(d) BASIS OF PROPERTY.-

(1) IN GENERAL.-The basis of any property, with respect to
which an allocation of any payment has been elected, shall be
reduced by the amount of such payment.

(2) INCREASE DUE TO REPA YMENT.-The basis of any property
described in paragraph (1) shall be increased by the amount of



any repayments made to the United States Forest Service upon
the sale of such property.

(e) DENIAL OF DOUBLE BENEFIT.-No deduction or credit shall be
allowed under such Code with respect to any expenditure which is
properly associated with any amount excluded from gross income
under subsection (a).

(f) EFFECTIVE DATE; SPECIAL RULE.-
(1) EFFECTIVE DATE.-The amendments made by this section

shall apply to payments made in taxable years beginning after
December 31, 1979.

(2) ELECTIONS FOR PRIOR YEARS.-In the case of any taxable
year ending before the date of the enactment of this Act-

(A) the period for making the election under subsection
(c) shall not expire before the date which is 1 year after the
date of the enactment of this Act, and

(B) if, after the application of subparagraph (A), refund
or credit of any overpayment of tax resulting from the ap-
plication of this section is prevented at any time before the
close of such 1-year period by the operation of any law or
rule of law (including res judicata), refund or credit of
such overpayment (to the extent attributable the application
of this section) may, nevertheless, be made or allowed if
claim therefore is filed before the close of such 1-year
period.

SEC. 1079. TAX EXEMPTION OF CORPORATIONS ORGANIZED UNDER ACTS OF
CONGRESS.

Paragraph (1) of section 501(c) (relating to list of exempt organiza-
tions) is amended by striking out ", under such Act, as amended
and supplemented," and inserting in lieu thereof "it is specifically
provided in this title (or under such Act as amended and supple-
mented before the date of the enactment of the Tax Reform Act of
1984) that".

Subtitle I-Studies
SEC. 108L STUDY OF ALTERNATIVE INCOME TAX SYSTEMS.

(a) IN GENERAL.-The Secretary of the Treasury or his delegate
shall conduct a study covering the advisability of-

(1) replacing only the Federal individual income tax, or
(2) replacing both the Federal individual income tax and the

Federal corporate income tax,
with an alternative tax system.

(b) CONTENTS OF STUD.-Such study shall take into account the
administrative complexity of the existing Federal income tax system
and address the ramifications of replacing that system with an al-
ternative tax system. Such study shall focus on (but not be limited
to) the following factors:

(1)protecting the economically disadvantaged,
(2) increasing economic efficiency in both the private and

public sectors of the economy,
(3) reducing paperwork and auditing requirements, reducing

taxpayer fraud and evasion, and expediting resolution of tax
disputes between taxpayers and the Federal Government,



(4) increasing economic incentives for capital formation and
productivity,

(5) removing economic disincentives to employment,
(6) excluding certain items, such as social security benefits,

from gross income,
(7) equalizing the tax burden on taxpayers with equal ability

to pay taxes, and
(8) achieving the appropriate burden of taxes for each income

class of taxpayers.
Such study shall also identify the strengths and potential weakness-
es of an alternative tax system and propose possible solutions for
any such potential weakness.

(c) ALTERNATIVE TAX SYSTEM.-For purposes of this section, the
term "alternative tax system" means a system based on-

(1) a simplified income tax based on gross income;
(2) a consumption tax;
(3) a consumption-based tax; or
(4) the broadening of the base and lowering of the rates of the

current income tax.
(d) STUDY OF TAX SHELTERS TO BE INcLUDED.-The study con-

ducted under subsection (a) shall include a study of the entire area
of tax shelters and how they impact on the equity of the tax system.

(e) REPORTING DATE.-The report of the study required by subsec-
tion (a) shall be submitted to the Committee on Ways and Means of
the House of Representatives and the Committee on Finance of the
Senate not later than December 31, 1984.
SEC. 1082. STUDY OF TAXATION BY FOREIGN COUNTRIES ON SERVICES PER-

FORMED IN THE UNITED STATES.
(a) STUDY.-The Secretary of the Treasury or his delegate shall

conduct a study of the practices of foreign countries of taxing
income on services performed within the United States, including,
but not limited to-

(1) the status of treaty negotiations with such foreign coun-
tries with respect to such practices, and

(2) any options to alleviate the taxation of such income by
more than 1 country without appropriate credit for taxes paid.

(b) REPORT.-The Secretary of the Treasury or his delegate shall
report to the Committee on Finance of the Senate and the Commit-
tee on Ways and Means of the House of Representatives the results
of the study conducted under subsection (a) no later than December
31, 1984.

DIVISION B-SPENDING REDUCTION A CT OF 1984

SEc. 2001. This division may be cited as the "Spending Reduction
Act of 1984 ".

TABLE OF CONTENTS
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Title VI. OASDI, SSI, AFDC, and other programs.
Title VII. Competition in contracting.
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TITLE I- GENERAL PRO VISIONS

SENSE OF SENATE STATEMENT

SEC. 2101. It is the sense of the Senate that ceilings on fiscal year
1985 appropriation bills shall not exceed, in the aggregate, $139.8
billion for non-defense, discretionary accounts, and shall not exceed
$299 billion for defense accounts. Further, it is the sense of the
Senate that the allocations of these sums, normally done through
the section 302(b) process under the Congressional Budget and Im-
poundment Control Act of 1974, in the absence of a first concurrent
budget resolution for fiscal year 1985 will be done by the Senate Ap-
propriations Committee to guide its subcommittees in their separate
deliberations on individual appropriation bills for fiscal year 1985.

SENSE OF HOUSE STATEMENT

SEC. 2102. (a) It is the sense of the House that in fiscal years 1985,
1986, and 1987, Federal deficits be reduced by $182 billion as a
result of the first concurrent resolution on the budget for fiscal year
1985 and the Deficit Reduction Act of 1984. Further, it is the sense
of the House that these deficit reductions shall be divided among
revenue increases, domestic spending reductions, and limits on the
growth in military spending.

(b) It is the sense of the House that in the absence of agreement on
a first concurrent resolution on the budget for fiscal year 1985 that
the House will continue to abide by House Concurrent Resolution
280, as passed the House.

(c) It is the sense of the House that the Congress shall immediate-
ly adopt a conference report on the first concurrent resolution on the
budget for fiscal year 1985 and that the Congress shall enforce the
aggregate levels of revenue and spending provided in such resolu-
tion.

RESCISSION

SEC. 2103. Of the amounts provided in Public Law 96-126, the De-
partment of the Interior and Related Agencies Appropriation Act,
1980, for the "Energy Security Reserve", $2,000,000,000 are rescind-
ed, of which $1,154,950,000 is to be derived from the unused portion
of the commitment of financial assistance previously awarded to
The Oil Shale Company (Colony Shale Oil Project).

TITLE H- CIVIL SER VICE AND MILITAR Y
RETIREMENT PROGRAMS

COST-OF-LIVING ADJUSTMENTS UNDER GOVERNMENT RETIREMENT

SYSTEMS

SEC. 2201. (a) Notwithstanding any other provision of law, begin-
ning with the monthly rate payable for December 1984, any annuity
or retired or retirement pay payable under any retirement system for
Government officers or employees which the President adjusts pur-
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suant to section 8340(b) of title 5, United States Code, shall be paid
no earlier than the first business day of the succeeding month.

(b) Section 8340(c)(1) of title 5, United States Code, is amended-
(1) in subparagraph (A), by striking out "computer" and in-

serting in lieu thereof "computed'" and
(2) in subparagraph (B), by striking out "counting" and in-

serting in lieu thereof "not to exceed 12 months, counting".

TECHNICAL AMENDMENT RELATING TO PREVAILING RATE EMPLOYEES

SEC. 2202. (a) Notwithstanding any other provision of law, effec-
tive as of October 1, 1983, any adjustment in a wage schedule or
rate-

(1) that applies-
(A) to a prevailing rate employee described in section

5342(a)(2) of title 5, United States Code;
(B) to an employee covered by section 5348 of such title; or
(C) to any other employee subject to section 202(b)(1) of

the Omnibus Budget Reconciliation Act of 1983 (Public
Law 98-270; 98 Stat. 158);

(2) that results from a wage survey; and
(3) that first becomes effective during the fiscal year ending

September 30, 1984;
shall not take effect until the first day of the first applicable pay
period beginning after the expiration of the 90-day period beginning
on the date on which such adjustment would otherwise have taken
effect.

(b) The Office of Personnel Management shall take such actions
as may be necessary to carry out the provisions of this section.

DEDUCTION FROM CIVILIAN PAY FOR COST-OF-LIVING ADJUSTMENT OF

RETIRED OR RETAINER PAY

SEC. 2203. Subsection (d) of section 301 of the Omnibus Budget
Reconciliation Act of 1982 (96 Stat. 791; 5 US.C. 5532 note) is re-
pealed, effective with respect to pay periods beginning after the date
of enactment of this Act.

LEAVE FOR CERTAIN OVERSEAS EMPLOYEES

SEC. 2204. Subsection (a) of section 6 of the Defense Department
Overseas Teachers Pay and Personnel Practices Act (73 Stat. 214; 20
US.C. 904(a)) is amended by striking out "except that-" and all
that follows through the end of such subsection and inserting in
lieu thereof "except that if the school year includes more than eight
months, any such teacher who shall have served for the entire
school year shall be entitled to ten days of cumulative leave with
pay. ".

CIVIL SERVICE RETIREMENT DEPOSITS COVERING MILITARY SERVICE

SEC. 2205. The first sentence of section 306(g) of the Omnibus
Budget Reconciliation Act of 1982 (5 US.C. 8331 note) is amended
by striking out "October 1, 1983" and inserting in lieu thereof "Oc-
tober 1, 1985".



ELECTION OF RETIREMENT PLAN
SEC. 2206. (a) For the purposes of this section, the term "covered

retirement system" shall have the same meaning as provided in sec-
tion 2 03(a)(2) of the Federal Employees' Retirement Contribution
Temporary Adjustment Act of 1983 (Public Law 98-168, 97 Stat.
1107).

(b)(1) Any individual who was entitled to make an election under
section 2 08 (a) of the Federal Employees' Retirement Contribution
Temporary Adjustment Act of 1983 (97 Stat. 1111), but who did not
make such an election, may make an election under such section not
later than September 15, 1984.

(2)(A) Not later than September 15, 1984, any such individual who
made an election under paragraph (1) of section 208(a) of the Feder-
al Emplo ees' retirement Contribution Temporary Adjustment Act
of 1983 may-

(i) make any other election which such individual was enti-
tled to make under such section before January 1, 1984; or

(ii) elect to become a participant in a covered retirement
system (if such individual is otherwise eligible to participate in
such system), subject to sections 201 through 207 of such Act.

(B) Not later than September 15, 1984, any such individual who
made an election under paragraph (2) of section 208(a) of the Feder-
al Employees' Retirement Contribution Temporary Adjustment Act
of 1983 may-

(i) make any other election which such individual was enti-
tled to make under such section before January 1, 1984; or

(ii) elect to terminate participation in the covered retirement
system with respect to which such individual made the election
under such paragraph (2).

(3) An election under this subsection shall be made by a written
application submitted to the official by whom the electing individ-
ual is paid.

(4) An election made as provided in this subsection shall take
effect with respect to service performed on or after the first day of
the first applicable pay period commencing after September 15, 1984.

(c)(1) Section 8342(a)(4) of title 5, United States Code, does not
apply for the purpose of determining an entitlement to a refund
under section 208(c) of the Federal Employees' Retirement Contribu-
tion Temporary Adjustment Act of 1983 (97 Stat. 1111).

(2) Paragraph (1) shall take effect with respect to any election
made under section 208(a) of such Act or this Act before, on, or after
January 1, 1984.

(d) Nothing in this section or the Federal Employees' Retirement
Contribution Temporary Adjustment Act of 1983 affects any entitle-
ment to benefits accrued under a covered retirement system before
January 1, 1984, except to the extent that any amount refunded
under section 208(c) of such Act is not redeposited in the applicable
retirement fund.

SALARY ADJUSTMENTS FOR JUDGES

SEC. 2207. Effective on the first day of the first applicable pay
period commencing on or after January 1, 1984, each rate of pay
subject to adjustment by section 461 of title 28, United States Code,



shall be increased by an amount, rounded to the nearest multiple of
$100 (or if midway between multiples of $100, to the next higher
multiple of $100), equal to the overall percentage of the adjustment
taking effect under section 5305 of title 5, United States Code, in the
rates of pay under the General Schedule during fiscal year 1984.

RETIREMENT BENEFITS FOR NATIVES OF THE PRIBILOF ISLANDS

SEC. 2208. (a) Section 8332(b) of title 5, United States Code, is
amended by striking out the period at the end of the second para-
graph (13) and inserting in lieu thereof the following: ", and regard-
less of whether the Native who performs the service retires before,
on, or after the effective date of this paragraph. ".

(b) Title II of Public Law 89-702, as amended by section 2 of
Public Law 98-129, is amended by adding at the end thereof the fol-
lowing new section:

"SEc. 212. (a)(1) An annuity or survivor annuity based on the serv-
ice of an employee or Member who performed service described in
the second paragraph (13) of subsection (b) or subsection (l)(1)(C) of
section 8332 of title 5, United States Code, as added by subsections
(b) and (e), respectively, of section 209 of this Act, shall, upon appli-
cation to the Office of Personnel Management, be recomputed in ac-
cordance with the second paragraph (13) of subsection (b) and sub-
section (7), respectively, of such section 8332, regardless of whether
the employee or Member retires before, on, or after the effective date
of this paragraph.

"(2) Any recomputation of annuity under paragraph (1) of this
subsection shall apply with respect to months beginning more than
30 days after the date on which application for such recomputation
is received by the Office. ".

(c) The amendments made by this section shall take effect as of
October 14, 1983.

AMENDMENT TO OMNIBUS BUDGET RECONCILIATION ACT OF 1981

SEC. 2209. Section 1722 of the Omnibus Budget Reconciliation Act
of 1981 (Public Law 97-35; 95 Stat. 759) is amended by striking out
"1984" and inserting in lieu thereof "198 7".

TITLE III-MEDICARE, MEDICAID, AND MATERNAL AND

CHILD HEALTH AMENDMENTS

SHORT TITLE OF TITLE

SEC. 2300. This title may be cited as the "Medicare and Medicaid
Budget Reconciliation Amendments of 1984 ".
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Subtitle A-Medicare Amendments

PART I-REIMBURSEMENTAND BENEFIT CHANGES

MODIFICATION OF WORKING AGED PROVISION

SEC. 2301. (a) Section 1862(b)(3)(A)(i) of the Social Security Act is
amended by striking out "over 64 but" each place is appears.

(b) Section 4(g)(1) of the Age Discrimination in Employment Act of
1967 is amended-

(1) by inserting ", and any employee's spouse aged 65 through
69, "after "aged 65 through 69'" and

(2) by inserting ", and the spouse of such employee," after
"same conditions as any employee".

(c)(1) The amendment made by subsection (a) shall be effective
with respect to items and services furnished on or after January
1, 1985.

(2) The amendment made by subsection (b) shall become effec-
tive on January 1, 1985.



PART B PREMIUM

SEC. 2302. (a) Section 1839(e) of the Social Security Act is amended
by striking out "1986" each place it appears and inserting in lieu
thereof in each instance "1988 ".

(b) Section 1839 of such Act is amended by adding at the end
thereof the following new subsection:

"(f)(1) If no cost-of-living increases becomes effective under section
215(i) in December of 1985 or 1986, the monthly premium of each
individual enrolled under this part for each month in the succeeding
year shall (except as otherwise provided in subsection (b)) be the same
as the monthly premium (disregarding subsection (b)) of the individ-
ual for such December.

"(2) If paragraph (1) does not apply to the monthly premiums for
1986 or 1987, if an individual is entitled to monthly benefits under
section 202 or 223 for November and for December in the preceeding
year, and if the monthly premium for that December and for the
following January is deducted from those benefits under section
1840(a)(1), the monthly premium for that individual for that January
and for each of the succeeding 11 months for which he is entitled to
benefits under section 202 or 223 shall (except as otherwise provided
in subsection (b)) be the greater of-

"(A) the monthly premium amount determined under subsec-
tion (a)(2) for that January reduced by the amount (if any) nec-
essary to make the monthly benefits under section 202 or 223 for
that January after the deduction of the monthly premium (dis-
regarding subsection (b)) for that January at least equal to the
monthly benefits under section 202 or 203 for the preceding No-
vember after the deduction of the premium (disregarding sub-
section (b)) for that individual for that November, or

"(B) the monthly premium (disregarding subsection (b)) for
that individual for that December.

For purposes of this subsection, retroactive adjustments or payments
and deductions on account of work shall not be taken into account in
determining the monthly benefits to which an individual is entitled
under section 202 or 223. ".

(C) The amendments made by this section shall apply to premi-
ums for months beginning with January 1986.

PAYMENT FOR CLINICAL DIAGNOSTIC LABORATORY TESTS

SEC. 2303. (a) Section 1833(a)(1)(D) of the Social Security Act is
amended to read as follows: "(D) with respect to clinical diagnostic
laboratory tests for which payment is made under this part (i) on
the basis of a fee schedule under subsection (h)(1), the amount paid
shall be equal to 80 percent (or 100 percent, in the case of such tests
for which payment is made on the basis of an assignment described
in section 1842(b)(3)(B)(ii) or under the procedure described in sec-
tion 1870(f)(1)) of the lesser of the amount determined under such
fee schedule or the amount of the charges billed for the tests, or (ii)
on the basis of a negotiated rate established under subsection (h)(6),
the amount paid shall be equal to 100 percent of such negotiated
rate; ".

(b) Section 1833(a)(2) of such Act is amended-



(1) in subparagraph (B), by inserting "or (D)" after "subparagrah
(c) '.

(2) by striking out "and" at the end of subparagraph (B);
(3) by adding "and" at the end of subparagraph (C); and
(4) by adding at the end thereof the following new subparagraph:

"(D) with respect to clinical diagnostic laboratory tests
for which payment is made under this part (i) on the basis
of a fee schedule determined under subsection (h)(1), the
amount paid shall be equal to 80 percent (or 100 percent, in
the case of such tests for which payment is made on the
basis of an assignment described in section 1842(b)(3)(B)(ii),
under the procedure described in section 1870()(1), or to a
provider having an agreement under section 1866) of the
lesser of the amount determined under such fee schedule or
the amount of the charges billed for the tests, or (ii) on the
basis of a negotiated rate established under subsection
(h)(6), the amount paid shall be equal to 100 percent of
such negotiated rate for such tests;".

(c) Section 1833(b) of the Social Security Act is amended by
striking out "and" at the end of clause (2) and by inserting before
the period at the end of clause (3) the following: ", and (4) such de-
ductible shall not apply with respect to clinical diagnostic laborato-
ry tests for which payment is made under this part (A) under sub-
section (a)(1)(D)(i) or (a)(2)(D)(i) on the basis of an assignment de-
scribed in section 1842(b)(3)(B)(ii), under the procedure described in
section 1870(f)(1), or to a provider having an agreement under sec-
tion 1866, or (B) on the basis of a negotiated rate determined under
subsection (h)(6)".

(d) Section 1833(h) of such Act is amended to read as follows:
"(h)(1)(A) The Secretary shall establish fee schedules for clinical

diagnostic laboratory tests for which payment is made under this
part, other than such tests performed by a provider of services for an
inpatient of such provider.

"(B) In the case of clinical diagnostic laboratory tests performed
by a physician or by a laboratory (other than tests performed by a
hospital laboratory for outpatients of such hospital), the fee sched-
ules established under subparagraph (A) shall be established on a
regional, statewide, or carrier service area basis (as the Secretary
may determine to be appropriate) for tests furnished during the
period beginning on July 1, 1984, and ending on June 30, 1987. For
such tests furnished on or after July 1, 1987, the fee schedule shall
be established on a nationwide basis.

"(C) In the case of clinical diagnostic laboratory tests performed
by a hospital laboratory for outpatients of such hospital, the fee
schedules established under subparagraph (A) shall be established
on a regional, statewide, or carrier service area basis (as the Secre-
tary may determine to be appropriate) for tests furnished during the
period beginning on July 1, 1984, and ending on June 30, 1987. For
such tests furnished on or after July 1, 1987, the fee schedule under
subparagraph (A) shall not apply with respect to clinical diagnostic
laboratory tests performed by a hospital laboratory for outpatients
of such hospital.



"(2) Except as provided in paragraph (4), the Secretary shall set
the fee schedules at 60 percent (or, in the case of a test performed by
a hospital laboratory for outpatients of such hospital, 62 percent) of
the prevailing charge level determined pursuant to the third and
fourth sentences of section 1842(b)(3) for similar clinical diagnostic
laboratory tests for the applicable region, State, or area (or, effective
July 1, 1987, for the United States) for the 12-month period begin-
ning July 1, 1984, adjusted annually by a percentage increase or de-
crease equal to the percentage increase or decrease in the Consumer
Price Index for All Urban Consumers (United States city average),
and subject to such other adjustments as the Secretary determines
are justified by technological changes. The Secretary may make fur-
ther adjustments or exceptions to the fee schedules to assure ade-
quate reimbursement of (A) emergency laboratory tests needed for
the provision of bona fide emergency services, and (B) certain low
volume high-cost tests where highly sophisticated equipment or ex-
tremely skilled personnel are necessary to assure quality.

"(3) In addition to the amounts provided under the fee schedules,
the Secretary shall provide for and establish a nominal fee to cover
the appropriate costs in collecting the sample on which a clinical
diagnostic laboratory test was performed and for which payment is
made under this part, except that not more than one such fee may
be provided under this paragraph with respect to samples collected
in the same encounter.

"(4) In establishing any fee schedule under this subsection, the
Secretary may provide for an adjustment to take into account, with
respect to the portion of the expenses of clinical diagnostic laborato-
ry tests attributable to wages, the relative difference between a re-
gion's or local area's wage rates and the wage rate presumed in the
data on which the schedule is based.

"(5)(A) In the case of a bill or request for payment for a clinical
diagnostic laboratory test for which payment may otherwise be
made under this part on the basis of an assignment described in sec-
tion 1842(b)(3)(B)(ii), under the procedure described in section
1870(f)(1), or under a provider agreement under section 1866, pay-
ment may be made only to the person or entity which performed or
supervised the performance of such test; except that-

"(i) if a physician performed or supervised the performance of
such test, payment may be made to another physician with
whom he shares his practice, and

"(ii) in the case a test performed at the request of a laboratory
by another laboratory, payment may be made to the referring
laboratory.

"(B) In the case of such a bill or request for payment for a clinical
diagnostic laboratory test for which payment may otherwise be
made under this part, and which is not described in subparagraph
(A), payment may be made to the beneficiary only on the basis of the
itemized bill of the person or entity which performed or supervised
the performance of the test.

"(C) Payment for a clinical diagnostic laboratory test performed
by a laboratory which is independent of a physician's office or a
rural health clinic may only be made on the basis of an assignment
described in section 1842(b)(3)(B)(ii), under the procedure described
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in section 1870(f)(1), or to a provider of services with an agreement
in effect under section 1866.

"(6) In the case of any diagnostic laboratory test which is not paid
on the basis of a fee schedule under paragraph (1), the Secretary
may establish a payment rate which is acceptable to the person or
entity performing the test and which would be considered the full
charge for such tests. Such negotiated rate shall be limited to an
amount not in excess of the total payment that would have been
made for the services in the absence of such rate. ".

(e) Section 1842 of such Act is amended by striking out subsection
(h) thereof

(f) The last sentence of section 1866(a)(2)(A) of such Act is amend-
ed by inserting "and with respect to clinical diagnostic laboratory
tests" after "section 1861(s)(10)

(g)(1) Section 1902(a) of such Act is amended-
(A) by inserting "and" at the end of paragraph (42);
(B) by striking out paragraph (43); and
(C) by redesignating paragraph (44) as paragraph (43).

(2) Section 1903(i) of such Act is amended-
(A) by striking out the period at the end of paragraph (6) and

inserting in lieu thereof ' or ", and
(B) by adding after paragraph (6) the following new para-

graph:
'(7) with respect to any amount expended for clinical diagnos-

tic laboratory tests performed by a physician, independent labo-
ratory, or hospital, to the extent such amount exceeds the
amount that would be recognized under section 1833(h) for such
tests performed for an individual enrolled under part B of title
X VIII. ".

(h) The Secretary of Health and Human Services shall simplify
the procedures under section 1842 of the Social Security Act with re-
spect to claims and payments for clinical diagnostic laboratory tests
so as to reduce unnecessary paperwork while assuring that sufficient
information is supplied to identify instances of fraud and abuse.

(i)(1) The Comptroller General shall report to the Congress on-
(A) the appropriateness of the fee schedules under section

1833(h) of the Social Security Act and their impact on the
volume and quality of clinical diagnostic laboratory services;

(B) the potential impact of the adoption of a national fee
schedule; and

(C) the potential impact of applying a national fee schedule to
clinical diagnostic laboratory tests provided by hospitals to
their outpatients.

(2) The Secretary of Health and Human Services shall report to
the Congress with respect to the advisability and feasibility of a
system of direct payment to any physician for all clinical diagnostic
laboratory tests ordered by such physician.

(3) The reports required by paragraphs (1) and (2) shall be submit-
ted not later than January 1, 1987.

6i)(1) Except as provided in paragraphs (2) and (3), the amend-
ments made by this section shall apply to clinical diagnostic labora-
tory tests furnished on or after July 1, 1984.

(2) The amendments made by subsection (g)(2) shall apply to pay-
ments for calendar quarters beginning on or after October 1, 1984.



(3) The amendments made by this section shall not apply to clini-
cal diagnostic laboratory tests furnished to inpatients of a provider
operating under a waiver granted pursuant to section 602(k) of the
Social Security Amendments of 1983. Payment for such services
shall be made under part B of title XVIII of the Social Security Act
at 80 percent (or 100 percent in the case of such tests for which pay-
ment is made on the basis of an assignment described in section
1842(b)(3)(B)(ii) of the Social Security Act or under the procedure de-
scribed in section 1870(f)(1) of such Act) of the reasonable charge for
such service. The deductible under section 1833(b) of such Act shall
not apply to such tests if payment is made on the basis of such an
assignment or procedure.

PACEMAKER REIMBURSEMENT REVIEW AND REFORM

SEC. 2304. (a)(1) The Secretary shall issue revisions to the current
guidelines for the payment under part B of title XVIII of the Social
Security Act for the transtelephonic monitoring of cardiac pacemak-
ers. Such revised guidelines shall include provisions regarding the
specifications for and frequency of transtelephonic monitoring proce-
dures which will be found to be reasonable and necessary.

(2)(A) Except as provided in subparagraph (B), if the guidelines re-
quired by paragraph (1) have not been issued and put into effect by
October 1, 1984, and until such guidelines have been issued and put
into effect, payment may not be made under part B of title XVIII of
the Social Security Act for transtelephonic monitoring procedures,
with respect to a single-chamber cardiac pacemaker powered by lith-
ium batteries, conducted more frequently than-

(i) weekly during the first month after implantation,
(ii) once every two months during the period representing 80

percent of the estimated life of the implanted device, and
(iii) monthly thereafter.

(B) Subparagraph (A) shall not apply in cases where the Secretary
determines that special medical factors (including possible evidence
of pacemaker or lead malfunction) justify more frequent transtele-
phonic monitoring procedures.

(b)(1) The Secretary shall review, and report to the Committees on
Energy and Commerce and Ways and Means of the House of Repre-
sentatives and the Committee on Finance of the Senate, regarding
the appropriateness of the amounts recognized as reasonable under
part B of title XVIII of the Social Security Act for physicians' serv-
ices associated with implantation or replacement of pacemaker de-
vices and pacemaker leads. Such review shall take into account the
amounts recognized as reasonable with respect to such procedures
and the time and difficulty of such procedures at the current time
in comparison with such amounts and the time and difficulty of
such procedures at the time the amounts for such procedures were
first established under such part.

(2) The Prospective Payment Assessment Commission, established
under section 1886(e) of the Social Security Act, shall review and
report to the Committee on Ways and Means of the House of Repre-
sentatives and the Committee on Finance of the Senate regarding
the appropriateness of the payment amounts provided under section
1886(d) of such Act for inpatient hospital services associated with



implantation or replacement of pacemaker devices and pacemaker
leads. Such review shall take into account the time, difficulty, and
costs associated with such procedures at the current time in compar-
ison with the time, difficulty, and costs associated with such proce-
dures upon which the payment rates for such procedures under part
A of title XVIII of such Act are based.

(3) The Secretary and the Commission shall each complete the
review described in paragraph (1) or (2), respectively, of this subsec-
tion and report on such review not later than March 1, 1985.

(c) Section 1862 of the Social Security Act is amended by adding
at the end the following new subsection:

"(h)(1)(A) The Secretary shall, through the Commissioner of the
Food and Drug Administration, provide for a registry of all cardiac
pacemaker devices and pacemaker leads for which payment was
made under this title.

"(B) Such registry shall include the manufacturer, model, and
serial number of each such device or lead, the name of the recipient
of such device or lead, the date and location of the implantation or
removal of the device or lead, the name of the physician implanting
or removing such device or lead, the name of the hospital or other
provider billing for such procedure, any express or implied warran-
ties associated with such device or lead under contract or State law,
and such other information as the Secretary deems to be appropri-
ate.

"(C) Each physician and provider of services performing the im-
plantation or replacement of pacemaker devices and leads for which
payment is made or requested to be made under this title shall, in
accordance with regulations of the Secretary, submit information re-
specting such implantation or replacement for the registry.

"(D) Such registry shall be for the purposes of assisting the Secre-
tary in determining when payments may properly be made under
this title, in tracing the performance of cardiac pacemaker devices
and leads, in determining when inspection by the manufacturer of
such a device or lead may be necessary under paragraph (3), and in
carrying out studies with respect to the use of such devices and
leads. In carrying out any such study, the Secretary may not reveal
any specific information which identifies any pacemaker device or
lead recipient by name (or which would otherwise identify a specific
recipient).

"(E) Any person or organization may provide information to the
registry with respect to cardiac pacemaker devices and leads other
than those for which payment is made under this title.

"(2) The Secretary may, by regulation, require each provider of
services-

"(A) to return, to the manufacturer of the device or lead for
testing under paragraph (3), any cardiac pacemaker device or
lead which is removed from a patient and payment for the im-
plantation or replacement of which was made or requested by
such provider under this title, and

"(B) not to charge any beneficiary for replacement of such a
device or lead if the device or lead has not been returned in ac-
cordance with subparagraph (A).

"(3) The Secretary may, by regulation, require the manufacturer of
a cardiac pacemaker device or lead (A) to test or analyze each pace-



maker device or lead for which payment is made or requested under
this title and which is returned to the manufacturer by a provider
of services under paragraph (2), and (B) to provide the results of
such test or analysis to that provider, together with information and
documentation with respect to any warranties covering such device
or lead. In any case where the Secretary has reason to believe, based
upon information in the pacemaker registry or otherwise available
to him, that replacement of a cardiac pacemaker device or lead for
which payment is or may be requested under this title is related to
the malfunction of a device or lead, the Secretary may require that
personnel of the Food and Drug Administration be present at the
testing of such device by the manufacturer, to determine whether
such device was functioning properly.

"(4) The Secretary may deny payment under this title, in whole or
in part and for such period of time as the Secretary determines to be
appropriate, with respect to the implantation or replacement of a
pacemaker device or lead of a manufacturer performed by a physi-
cian and provider of services after the Secretary determines (in ac-
cordance with the procedures established under subsection (d))
that-

"(A) the physician or provider of services has failed to submit
information to the registry as required under paragraph (1)(C),

"(B) the provider of services has failed to return devices and
leads as required under paragraph (2)(A) or has improperly
charged beneficiaries as prohibited under paragraph (2)(B), or

"(C) the manufacturer of the device or lead has failed to per-
form and to report on the testing of devices and leads returned
to it as required under paragraph (3). ".

(d) The Secretary of Health and Human Services shall promulgate
final regulations to carry out this section and the amendment made
by this section prior to January 1, 1985, and the amendment made
by subsection (c) shall apply to pacemaker devices and leads im-
planted or removed on or after the effective date of such regulations.

ELIMINATION OF SPECIAL PAYMENT PROVISIONS FOR PREADMISSION

DIAGNOSTIC TESTING

SEC. 2305. (a) Section 1833(a)(1) of the Social Security Act is
amended by striking out "(F) with respect to" and all that follows
through "(G)" and inserting in lieu thereof "and (F)"

(b) Section 1833(a) of such Act is amended-
(1) by adding "and" at the end of paragraph (8);
(2) by striking out " and" at the end of paragraph (4) and

inserting in lieu thereof a period; and
(3) by striking out paragraph (5).

(c) Section 1833(a)(2) of such Act is amended by striking out "and
in paragraph (5) of this subsection".

(d) Section 1833(b) and section 1833(i)(3) of such Act are each
amended by striking out "subsection (a)(1)(G)" and inserting in lieu
thereof "subsection (a)(1)(F)"

(e) The amendments made by this section shall apply to services
performed after the date of the enactment of this Act.

(f) The amendments made by this section shall not be construed
as prohibiting payment, subject to the applicable copayments, under



part B of title XVIII of the Social Security Act for preadmission di-
agnostic testing performed in a physician's office to the extent such
testing is otherwise reimbursable under regulations of the Secretary.

LIMITATION ON PHYSICIAN FEE PREVAILING AND CUSTOMARY CHARGE

LEVELS; PARTICIPATING PHYSICIAN INCENTIVES

SEC. 2306. (a) Section 1842(b) of the Social Security Act is amend-
ed by redesignating paragraphs (4) through (6) as paragraphs (5)
through (7), respectively, and by inserting after paragraph (3) the
following new paragraph:

"(4)(A) In determining the prevailing charge levels under the
third and fourth sentences of paragraph (3) for physicians' services
furnished during the 15-month period beginning July 1, 1984, the
Secretary shall not set any level higher than the same level as was
set for the 12-month period beginning July 1, 1983.

"(B) In determining the reasonable charge under paragraph (3) for
physicians' services furnished during the 15-month period beginning
July 1, 1984, the customary charges shall be the same customary
charges as were recognized under this section for the 12-month
period beginning July 1, 1983.

"(C) In determining the prevailing charge levels under the third
and fourth sentences of paragraph (3) for physicians' services fur-
nished during periods beginning after September 30, 1985, the Secre-
tary shall treat the level as set under subparagraph (A) as having
fully provided for the economic changes which would have been
taken into account but for the limitations contained in subpara-
graph (A).

"(D) In determining the customary charges for physicians' services
furnished during the 12-month period beginning October 1, 1985, or
October 1, 1986, by a physician who is not a participating physician
(as defined in subsection (j)(1)) for all of the 12-month period begin-
ning October 1, 1984, the Secretary shall not recognize increases in
actual charges for services furnished during the 15-month period be-
ginning on July 1, 1984, above the level of the physician actual
charges billed in the 3-month period ending on June 30, 1984. ".

(b)(1) Section 1842(b)(3) of such Act is amended-
(A) in subparagraph (F), by striking out "June 30" and insert-

ing in lieu thereof 'September 30';
(B) by striking out "July 1" each place it appears in the third

and eighth sentences and inserting in lieu thereof in each in-
stance "October 1 '" and

(C) in the third sentence thereof, by striking out "during the
last preceding calendar year elapsing prior to" and inserting in
lieu thereof "during the 12-month period ending on the March
31 last preceding".

(2) The amendments made by paragraph (1) shall apply to items
and services furnished on or after October 1, 1985.

(c) Section 1842 of such Act is amended by adding at the end
thereof the following new subsections:

"()(1) Any physician or supplier may voluntarily enter into an
agreement with the Secretary to become a participating physician or
supplier. For purposes of this section, the term 'participating physi-
cian or supplier' means a physician or supplier (excluding any pro-



vider of services) who, before October 1 of any year beginning with
1984, enters into an agreement with the Secretary which provides
that such physician or supplier will accept payment under this part
on the basis of an assignment described in subsection (b)(3)(B)(ii), in
accordance with subsection (b)(6)(B), or under the procedure de-
scribed in section 1870(f)(1) for all items and services furnished to
individuals enrolled under this part during the 12-month period be-
ginning on October 1 of such year. In the case of a newly licensed
physician or a physician who begins a practice in a new area, in the
case of a new supplier who begins a new business, or in such similar
cases as the Secretary may specify, such physician or supplier may
enter into such an agreement after October I of a year, for items and
services furnished during the remainder of the 12-month period be-
ginning on such October 1.

"(2) Each carrier having an agreement with the Secretary under
subsection (a) shall maintain a toll-free telephone number or num-
bers at which individuals enrolled under this part may obtain the
names, addresses, specialty, and telephone numbers of participating
physicians and suppliers.
"() In any case in which a carrier having an agreement with the

Secretary under subsection (a) is able to develop a system for the
electronic transmission to such carrier of bills for services, such car-
rier shall establish direct lines for the electronic receipt of claims
from participating physicians and suppliers.

"(k)(1) Each year the Secretary shall publish a list containing the
name, address, specialty, and percent of claims submitted with re-
spect to each physician and supplier during the preceding year that
were paid on the basis of an assignment described in subsection
(b)(3)(B)(ii), in accordance with subsection (b)(6)(B), or under the pro-
cedure described in section 1870(f)(1). The Secretary may limit such
list to those physicians and suppliers who accepted such an assign-
ment in a certain percentage of such physician's or supplier's bil-
lings or who provide at least a certain volume of services, as the Sec-
retary may determine to be appropriate. Such list shall be organized
by such geographical area as the Secretary determines, after consul-
tation with carriers, would facilitate the use of such list by individ-
uals enrolled under this part.

"(2) At the beginning of each fiscal year the Secretary shall pub-
lish a directory containing the name, address, and specialty of all
participating physicians and suppliers (as defined in subsection
U)(1)) for that fiscal year. The directory shall be organized to make
the most useful presentation of the information (as determined by
the Secretary) for individuals enrolled under this part.

"(3) The Secretary shall promptly notify individuals enrolled
under this part of the publication of such directory and shall make
such directory available in each district and branch office of the
Social Security Administration, in the offices of carriers, and to
senior citizen organizations.

"(4) The Secretary shall provide that the directory shall be avail-
able for purchase by the public.

"(1)(1) In the case of a physician who is not a participating physi-
cian, the Secretary shall monitor each such physician's actual
charges to individuals enrolled under this part for physicians' serv-
ices furnished during the 15-month period beginning July 1, 1984. If



such physician knowingly and willfully bills individuals enrolled
.under this part for actual charges in excess of such physician's
actual charges for the calendar quarter beginning on April 1, 1984,
the Secretary may apply sanctions against such physician in accord-
ance with paragraph (2).

"(2) Subject to paragraph (3), the sanctions which the Secretary
may apply under paragraph (1) are-

"(A) barring a physician from participation under the pro-
gram under this title for a period not to exceed 5 years, in ac-
cordance with the procedures of paragraphs (2) and (3) of sec-
tion 1862(d), or

"(B) the imposition of civil monetary penalties and assess-
ments, in the same manner as such penalties are authorized
under section 1128A(a),

or both. No payment may be made under this title with respect to
any item or service furnished by a physician during the period when
he is barred from participation in the program under this title pur-
suant to this subsection.

"(3)(A) The Secretary may not bar a physician pursuant to para-
graph (2)(A) if such physician is a sole community physician or sole
source of essential specialized services in a community.

"(B) The Secretary shall take into account access of beneficiaries
,to physicians' services for which payment may be made under this
part in determining whether to bar a physician from participation
under paragraph (2)(A).

"(4) The Secretary may, out of any civil monetary penalty or as-
sessment collected from a physician pursuant to this subsection,
make a payment to a beneficiary enrolled under this part in the
nature of restitution for amounts paid by such beneficiary to such
physician which was determined to be an excess charge under para-
graph (1). ".

(d)(1) During the 15-month period beginning July 1, 1984, the Sec-
retary of Health and Human Services shall monitor physicians'
services in order to determine any changes in the per capita volume
and mix of physicians' services provided to beneficiaries under part
B of title XVIII of the Social Security Act, classified by participat-
ing and nonparticipating physicians, by assigned and nonassigned
claims, by specialty, and by geographic area.

(2) A report on changes monitored pursuant to paragraph (1) shall
be provided to Congress prior to July 1, 1985.
(3) Such report shall include recommendations in sufficient detail

to serve as the basis for legislative action which Congress can take
to assure that any burden of effectively constraining the growth of
costs in the medicare part B program, which Congress intends to be
borne by providers and physicians, is not transferred (in whole or in
part) so as to become an additional burden on part B beneficiaries
in the form of increased out-of-pocket costs, reduced services, or re-
duced access to needed physician care.

(e) In addition to any funds otherwise provided for fiscal years
1984 and 1985 for payment to carriers under contracts entered into
under section 1842 of the Social Security Act, there are transferred
from the Federal Supplementary Medical Insurance Trust Fund, for
payments to such carriers under such contracts to implement the



amendments made by this section, not less than $8,000,000 for fiscal
year 1984, and not less than $15,000,000 for fiscal year 1985.

(f)(1) Section 1128A(a)(2) of the Social Security Act is amended by
inserting before the comma at the end thereof the following: " or (C)
an agreement to be a participating physician or supplier under sec-
tion 1842(i)(1)"

(2) Section 1877(d) of such Act is amended-
(A) by inserting "or agrees to be a participating physician or

supplier under section 1842(j)(1)" after "1842(b)(3)(B)(ii)" and
(B) by striking out "specified in subclause (I) of such section"

and inserting in lieu thereof "or agreement".

PAYMENT FOR SERVICES OF TEACHING PHYSICIANS

SEC. 2307. (a)(1) Subparagraph (A) of section 1842(b)(7)(A) of the
Social Security Act (as redesignated by section 2306 of this title) is
amended by adding at the end the following sentence: "If all the
teaching physicians in a hospital agree to have payment made for
all of their physicians' services under this part furnished patients in
the hospital on the basis of an assignment described in paragraph
(3)(B)(ii) or under the procedure described in section 1870(f)(1), not-
withstanding clause (ii) of this subparagraph, the carrier shall pro-
vide for payment in an amount equal to 90 percent of the prevailing
charges paid for similar services in the same locality. ".

(2) Section 1842(b)(7)(B) of such Act is amended-
(A) by striking out "physician who has a substantial practice

outside the teaching setting" in clause (i) and inserting in lieu
thereof 'physician who is not a teaching physician (as defined
by the Secretary)'"

(B) by striking out "outside practice" in clause (i) and insert-
ing in lieu thereof 'practice outside the teaching setting'"

(C) by striking out "In the case of a physician who does not
have a practice described in clause (i)" in clause (ii) and insert-
ing in lieu thereof "In the case of a teaching physician '.

(D) by striking out "greater" in clause (ii) and inserting in
lieu thereof 'greatest'-

(E) by striking out "or" at the end of subclause (I) of clause
(ii);

(F) by striking out the period at the end of subclause (II) of
clause (ii) and inserting in lieu thereof " or'" and

(G) by adding at the end of clause (ii) the following new sub-
clause:

"(If) 85 percent of the prevailing charges paid for similar
services in the same locality. ".

(3) The amendments made by this subsection shall apply to serv-
ices furnished on or after July 1, 1984.

(b)(1) Section 1886(d)(5)(B) of the Social Security Act is amended
by adding at the end thereof the following new sentence: "In deter-
mining such adjustment the Secretary shall not distinguish between
those interns and residents who are employees of a hospital and
those interns and residents who furnish services to a hospital but
are not employees of such hospital. ".

(2) The amendment made by paragraph (1) shall apply to cost re-
porting periods beginning on or after October 1, 1984.



(c) The Comptroller General shall conduct a study of the amounts
billed for physician services and paid by carriers under section
1842(b)(7) of the Social Security Act to determine whether such pay-
ments have been made only where the physician satisfies the re-
quirements of section 1842(b)(7)(A)(i) of such Act. The Comptroller
General shall submit to the Committees on Ways and Means and on
Energy and Commerce of the House of Representatives and to the
Committee on Finance of the Senate a report on the results of such
study not later than 18 months after the date of the enactment of
this Act.

LESSER OF COST OR CHARGES

SEC. 2308. (a) The Secretary of Health and Human Services shall
issue regulations which require, for purposes of title XVIII of the
Social Security Act, that providers of services calculate and report
the lesser-of-cost-or-charges determinations separately with respect to
payments for services under part A and services under part B of
such title (other than clinical diagnostic laboratory tests paid under
section 1833(h)), and that payment under such title be based upon
such separate determinations. Such regulations shall apply to cost
reporting periods beginning on or after October 1, 1984.

(b)(1) For purposes of applying the nominality test under sections
1814(b)(2) and 1833(a)(2)(B)(ii) of the Social Security Act, the Secre-
tary shall, in addition to those rules for establishing nominality
which the Secretary determines to be appropriate, provide that
charges representing 60 percent or less of costs shall be considered
nominal. The charges used in making such determinations shall be
the charges actually billed to charge-paying patients who are not en-
titled to benefits under either part of such title. Such determination
shall be made separately with respect to payments for services under
part A and services under part B of such title (other than clinical
diagnostic laboratory tests paid under section 1833(h)), or on the
basis of inpatient and outpatient services, except that the determina-
tion need not be made separately for home health services if the Sec-
retary finds that such separation is not appropriate.

(2)(A) Section 1814(b)(2) of such Act is amended by inserting after
"public provider of services" the following: ", or by another provider
which demonstrates to the satisfaction of the Secretary that a sig-
nificant portion of its patients are low-income (and requests that
payment be made under this paragraph), ".

(B) Section 1833(a)(2)(B)(ii) of such Act is amended by inserting
after '"public provider of services" the following: ", or by another
provider which demonstrates to the satisfaction of the Secretary
that a significant portion of its patients are low-income (and re-
quests that payment be made under this clause), ".

STUDY OF MEDICARE PART B PAYMENTS

SEC. 2309. (a)(1) The Director of the Office of Technology Assess-
ment shall conduct a study of physician reimbursement under the
medicare program and report to Congress on such study not later
than December 31, 1985. The report shall include specific findings
and recommendations on methods by which payment amounts and



other program policies under part B of title XVIII of the Social Se-
curity Act may be modified-

(A) to eliminate inequities in the relative amounts paid to
physicians by type of service, locality, and specialty, with par-
ticular attention to any inequities between cognitive services
and medical procedures; and

(B) to increase incentives for physicians and other suppliers
under such part to accept assignment for services covered under
title XVIII of the Social Security Act.

The study shall also examine the influence of payment methodology
and payment levels on the utilization of services.

(2) In carrying out the study under paragraph (1)(A), the Director
shall take into account the relative time, complexity, investment in
professional training, and overhead expenses necessary to the provi-
sion of various medical services and procedures, as well as the influ-
ence of the changes in technology.

(3) The report under paragraph (1)(A) shall include information
on methodologies which could be applied in the development of fee
schedules on a national or regional basis for payments under part B
of title XVIII of the Social Security Act in a manner consistent with
the findings of the study under this subsection.

(4) In preparing the report and recommendations, the Director
shall consult with the Secretary of Health and Human Services
and, as appropriate, with national organizations of physicians and
other interested associations and individuals.

(b) In order to assist the Director in completing the study and to
facilitate Congressional review, the Secretary of Health and Human
Services shall compile a centralized medicare part B charge data
base, utilizing information gathered by the medicare carriers and
used by them in making the 1984 reasonable charge updates. Such
data shall include information, by procedure, on-

(1) utilization,
(2) assignment rates of physicians and suppliers,
(3) actual, customary, and prevailing charges, and
(4) the differences in charges by physician specialty and

locality.
Such information shall be provided to the Director of the Office of
Technology Assessment.

(c) The Secretary shall review the report submitted under subsec-
tion (a)(1) and shall report to the Congress his comments on the
report and recommendations for legislative amendments.

LIMITATION ON INCREASE IN HOSPITAL COSTS PER CASE

SEC. 2310. (a) Section 1886(b)(3)(B) of the Social Security Act is
amended-

(1) by striking out "1 percentage point", and by inserting in
lieu thereof "one-quarter of I percentage point", and

(2) by adding at the end thereof the following. "In determin-
ing a percentage change under subsection (e)(4) with respect to
discharges occurring in any cost reporting period or fiscal year
beginning on or after October 1, 1985, and before October 1,
1986, the Secretary may not establish a percentage increase
which exceeds the applicable percentage increase otherwise de-



termined for that period or fiscal year under the preceding sen-
tence. ".

(b) The amendments made by this section shall apply to cost re-
porting periods beginning in, and discharges occurring in, fiscal
year 1985 and thereafter.

CLASSIFICATION OF CERTAIN RURAL HOSPITALS

SEC. 2311. (a) Section 1886(d)(5)(C)(i) of the Social Security Act is
amended by adding at the end thereof the following: "A hospital
which is classified as a rural hospital may appeal to the Secretary
to be classified as a rural referral center under this clause on the
basis of criteria (established by the Secretary) which shall allow the
hospital to demonstrate that it should be so reclassified by reason of
certain of its operating characteristics being similar to those of a
typical urban hospital located in the same census region. Such char-
acteristics may include wages, scope of services, service area, and the
mix of medical specialties. The Secretary shall publish the criteria
not later than 30 days after the date of the enactment of this Act,
for implementation by October 1, 1984. An appeal allowed under
this clause must be submitted to the Secretary (in such form and
manner as the Secretary may prescribe) during the quarter before
the first quarter of the hospital's cost reporting period (or, in case of
a cost reporting period beginning during October 1984, during the
first quarter of that period), and the Secretary must make a final
determination with respect to such appeal within 60 days after the
date the appeal was submitted. Any payment adjustments necessi-
tated by a reclassification based upon the appeal shall be effective
at the beginning of such cost reporting period. ".

(b) Section 1886(d)(2)(D) of such Act is amended by adding at the
end thereof the following: "A hospital located in a Metropolitan
Statistical Area shall be deemed to be located in the region in
which the majority of the hospitals in the same Metropolitan Statis-
tical Area are located, or, at the option of the Secretary, the region
in which the majority of the inpatient discharges (with respect to
which payments are made under this title) from hospitals in the
same Metropolitan Statistical Area are made. ".

(c) Section 1886(d) of such Act is amended by adding at the end
thereof the following new paragraph:

"(8) In the case of any hospital which is located in an area which
is, at any time after April 20, 1983, reclassified from an urban to a
rural area, payments to such hospital for the first two cost reporting
periods for which such reclassification is effective shall be made as
follows:

"(A) For the first such cost reporting period, payment shall be
equal to the amount payable to such hospital for such reporting
period on the basis of the rural classification, plus an amount
equal to two-thirds of the amount (if any) by which-

"(i) the amount which would have been payable to such
hospital for such reporting period on the basis of an urban
classification, exceeds

"(ii) the amount payable to such hospital for such report-
ing period on the basis of the rural classification.



"(B) For the second such cost reporting period, payment shall
be equal to the amount payable to such hospital for such report-
ing period on the basis of the rural classification, plus an
amount equal to one-third of the amount (if any) by which-

"(i) the amount which would have been payable to such
hospital for such reporting period on the basis of an urban
classification, exceeds

"(ii) the amount payable to such hospital for such report-
ing period on the basis of the rural classification. ".

(d)(1) Except as provided in paragraph (2), the amendments made
by subsections (b) and (c) shall be effective with respect to cost re-
porting periods beginning on or after October 1, 198, and the
amendment made by subsection (a) shall be effective with respect to
cost reporting periods beginning on or after October 1, 1984.

(2) The amendment made by subsection (b) shall not apply so as to
reduce any payment under section 1886(d) of the Social Security Act
to a hospital reclassified under such amendment for discharges oc-
curring in any cost reporting period beginning before October 1,
1984.

(e) The Secretary of Health and Human Services shall conduct a
study of the distinction between urban and rural hospitals for pur-
poses of the DRG payment provisions under section 1886(d) of the
Social Security Act, and the effect which such distinction may have
on rural hospitals in the case of those DRG's which have high fixed
nonlabor components which do not vary significantly between urban
and rural areas (such as those DRG's which involve expensive medi-
cal devices). The Secretary also shall conduct a study of the advis-
ability and feasibility of varying by DRG the proportions of the
labor and nonlabor components of the Federal payment amount in-
stead of applying the average proportion of those components to all
DRG's. The Secretary shall report the results of such studies to the
Committee on Finance of the Senate and the Committee on Ways
and Means of the House of Representatives within six months after
the date of the enactment of this Act.

(f) The Secretary of Health and Human Services shall conduct a
study of further refinements which may be appropriate in the inpa-
tient hospital prospective payment provisions of title XVIII of the
Social Security Act, in order to address the problems of differences
in payment amounts to specific hospitals. The study shall include
(but shall not be limited to) the degree of variation in inpatient hos-
pital costs per discharge within each diagnosis-related group. The
Secretary shall also present alternative methods of computing the
amount of such payments. The study shall include a discussion of
the relative merits of a method of payment under which a percent-
age of the payment amount (for discharges classified within a diag-
nosis-related group) could be determined on a regional basis. The
Secretary shall report the result of the study, and any recommended
changes in the prospective payment system, to the Congress prior to
September 1, 1984.



PAYMENT FOR SERVICES OF A NURSE ANESTHETIST

SEC. 2312. (a) Section 1886(d)(5) of the Social Security Act is
amended by adding at the end thereof the following new subpara-
graph

'(E) The Secretary shall provide for an additional payment
amount for any subsection (d) hospital equal to the reasonable costs
incurred by such hospital for anesthesia services provided by a certi-
fied registered nurse anesthetist. Payment under this subparagraph
shall be the only payment made to such hospital with respect to
such services. ".

(b) The second sentence of section 1886(a)(4) of such Act is amend-
ed by inserting ", anesthesia services provided by a certified regis-
tered nurse anesthetist" after "approved education activities".

(c) The amendments made by subsections (a) and (b) shall apply to
cost reporting periods beginning on or after October 1, 1984, and
before October 1, 1987.

(d) The Secretary of Health and Human Services shall conduct a
study of possible methods of reimbursement under title XVIII of the
Social Security Act which would not discourage the use of certified
registered nurse anesthetists by hospitals. The Secretary shall report
the results of such study to the Congress as soon as is practicable.

PROSPECTIVE PAYMENT ASSESSMENT COMMISSION

SEC. 2313. (a) Section 1886(e)(2) of the Social Security Act is
amended by inserting "(without regard to the provisions of title 5,
United States Code, governing appointments in the competitive serv-
ice)" after "appointed by the Director".

(b)(1) Section 1886(e)(6)(C)(i) of such Act is amended to read as fol-
lows:

"(i) employ and fix the compensation of an Executive Director
(subject to the approval of the Director of the Office) and such
other personnel (not to exceed 25) as may be necessary to carry
out its duties (without regard to the provisions of title 5, United
States Code, governing appointments in the competitive serv-
ice); ".

(2) Section 1886(e)(6)(C)(iii) of such Act is amended by inserting
"(without regard to section 3709 of the Revised Statutes (41 US.C
5))" after "Commission".

(3) Section 1886(e)(6)(C) of such Act is amended by adding at the
end the following: "Section 10(a)(1) of the Federal Advisory Commit-
tee Act shall not apply to any portion of a Commission meeting if
the Commission, by majority vote, determines that such portion of
the such meeting should be closed. ".

(4) Section 1886(e)(6)(D) of such Act is amended by adding at the
end thereof the following sentence: "Physicians serving as personnel
of the Commission may be provided a physician comparability al-
lowance by the Commission in the same manner as Government
physicians may be provided such an allowance by an agency under
section 5948 of title 5, United States Code, and for such purpose sub-
section (i) of such section shall apply to the Commission in the same
manner as it applies to the Tennessee Valley Authority. ".

(c) Section 1862 of such Act is amended by adding at the end the
following new subsection:



"(i) In order to supplement the activities of the Prospective Pay-
ment Assessment Commission under section 1886(e) in assessing the
safety, efficacy, and cost-effectiveness of new and existing medical
procedures, the Secretary may carry out, or award grants or con-
tracts for, original research and experimentation of the type
described in clause (ii) of section 1886(e)(6)(E) with respect to such a
procedure if the Secretary finds that-"(1) such procedure is not of sufficient commercial value to

justify research and experimentation by a commercial organiza-
tion;

"(2) research and experimentation with respect to such proce-
dure is not of a type that may appropriately be carried out by
an institute, division, or bureau of the National Institutes of
Health; and

"(3) such procedure has the potential to be more cost-effective
in the treatment of a condition than procedures currently in
use with respect to such condition. ".

(d) Section 1886(e)(6) of such Act is amended by adding at the end
the following new subparagraph:

"(J) The Commission shall submit requests for appropriations in
the same manner as the Office submits requests for appropriations,
but amounts appropriated for the Commission shall be separate
from amounts appropriated for the Office. ".

(e) The amendments made by this section shall become effective
on the date of the enactment of this Act.

REVALUATION OF ASSETS

SEc. 2314. (a) Section 1861(v)(1) of the Social Security Act is
amended by adding at the end thereof the following new subpara-
graph:

"(O)(i) In establishing an appropriate allowance for depreciation
and for interest on capital indebtedness and (if applicable) a return
on equity capital with respect to an asset of a hospital or skilled
nursing facility which has undergone a change of ownership, such
regulations shall provide that the valuation of the asset after such
change of ownership shall be the lesser of the allowable acquisition
cost of such asset to the first owner of record on or after the date of
the enactment of this subparagraph, or the acquisition cost of such
asset to the new owner.

"(ii) Such regulations shall provide for recapture of depreciation
in effect on June 1, 1984.

"(iii) Such regulations shall not recognize, as reasonable in the
provision of health care services, costs (including legal fees, account-
ing and administrative costs, travel costs, and the costs of feasibility
studies) attributable to the negotiation or settlement of the sale or
purchase of any capital asset (by acquisition or merger) for which
any payment has previously been made under this title. ".

(b) Section 1902(a)(13) of such Act is amended-
(1) by striking out "and" at the end of subparagraph (A),
(2) by redesignating subparagraph (B) as subparagraph (C),

and
(3) by inserting after subparagraph (A) the following new sub-

paragraph:



"(B) that the state shall provide assurances satisfactory
to the Secretary that the payment methodology utilized by
the State for payments to hospitals, skilled nursing facili-
ties, and intermediate care facilities can reasonably be ex-
pected not to increase such payments, solely as a result of a
change of ownership, in excess of the increase which would
result from the application of section 1861(v)(1)(0); and".

(c)(1) Clause (i) of section 1861(v)(1)(0) of the Social Security Act
shall not apply to changes of ownership of assets pursuant to an en-
forceable agreement entered into before the date of the enactment of
this Act.

(2) Clause (iii) of section 1861(v)(1)(0) of such Act shall apply to
costs incurred on or after the date of the enactment of this Act.

(3)(A) Except as provided in subparagraph (B), the amendments
made by subsection (b) shall apply to medical assistance furnished
on or after October 1, 1984.

(B) In the case of a State plan for medical assistance under title
XIX of the Social Security Act which the Secretary of Health and
Human Services determines requires State legislation in order for
the plan to meet the additional requirements imposed by the amend-
ments made by this section, the State plan shall not be regarded as
failing to comply with the requirements of such title solely on the
basis of its failure to meet these additional requirements before the
first day of the first calendar quarter beginning after the close of
the first regular session of the State legislature that begins after the
date of the enactment of this Act.

TECHNICAL AMENDMENTS RELATING TO THE DRG PAYMENT SYSTEM

SEC. 2315. (a) Section 1886(c)(4)(A) of the Social Security Act is
amended by striking out "and (D)" and inserting in lieu thereof
"(D) and (E)".

(b) Section 1886(d)(2)(D) of such Act is amended by striking out
"Standard ".

(c) Section 1886(e)(5) of such Act is amended-
(1) by striking out "for public comment" in the matter before

subparagraph (A), and
(2) by inserting "for public comment" in subparagraph (A)

after "that fiscal year, ".
(d) Section 1866(a)(1)(F) of such Act (as added by section

602(f)(1)(C) of the Social Security Amendments of 1983) is amended
by striking out "(c) or (d)" and inserting in lieu thereof "(b), (c), or
(d)".

(e) Section 1818(c) of such Act is amended by striking out "subsec-
tion (a) of section 1839" and inserting in lieu thereof "subsection (b)
of section 1839".

(f)(1) Section 604(c)(3) of the Social Security Amendments of 1983
(Public Law 98-21) is amended by striking out "to implement sub-
section (d) of section 1886 of the Social Security Act (as so amend-
ed)" and inserting in lieu thereof "to implement the amendments
made by this title

(2) Notwithstanding section 604(c) of the Social Security Amend-
ments of 1983, the Secretary of Health and Human Services shall
cause to be published in the Federal Register proposed regulations



to carry out subsection (c) of section 1886 of the Social Security Act
not later than July 1, 1984, and allow for a period of 45 days for
public comment thereon. After consideration of the comments re-
ceived, the Secretary shall cause to be published in the Federal Reg-
ister final regulations to carry out such subsection not later than
October 1, 1984.

(g) The amendments made by this section shall be effective as
though they had been included in the enactment of the Social Secu-
rity Amendments of 1983 (Public Law 98-21).

(h) The Secretary of Health and Human Services shall, prior to
December 31, 1984-

(1) develop and publish a definition of a "hospital that serves
a significantly disproportionate number of patients who have
low income or are entitled to benefits under part A" of title
XVIII of the Social Security Act for purposes of section
1886(d)(5)(C)(i) of that Act, and

(2) identify those hospitals which meet such definition, and
make such identity available to the committee on Ways and
Means of the House of Representatives and the Committee on
Finance of the Senate.

PROSPECTIVE PAYMENT WAGE INDEX

SEC. 2316. (a) The Secretary of Health and Human Services, in
consultation with the Secretary of Labor, shall conduct a study to
develop an appropriate index for purposes of adjusting payment
amounts under section 1886(d) of the Social Security Act to reflect
area differences in average hospital wage levels, as required under
paragraphs (2)(H) and (3)(E) of such section, taking into account
wage differences of full time and part time workers. The Secretary
of Health and Human Services shall report the results of such study
to the Congress not later than 30 days after the date of the enact-
ment of this Act, including any changes which the Secretary deter-
mines to be necessary to provide for an appropriate index.

(b) The Secretary shall adjust the payment amounts for hospitals
for cost reporting periods beginning on or after October 1, 1983, to
reflect any changes made in the wage index pursuant to subsection
(a). Any adjustment in such payments to take account of overpay-
ments or underpayments for the first cost reporting period of a hos-
pital to which section 1886(d) of the Social Security Act applies,
shall be made by decreasing or increasing payments in the succeed-
ing cost reporting period.

(c) The Secretary shall conduct a study and report to the Congress
proposed criteria under which, in the case of a hospital that demon-
strates to the Secretary in a current fiscal year that the adjustment
being made under paragraph (2)(H) or (3)(E) of section 1886(d) of the
Social Security Act for that hospital's discharges in that fiscal year
does not accurately reflect the wage levels in the labor market serv-
ing the hospital, the Secretary, to the extent he deems appropriate,
would modify such adjustment for that hospital for discharges in
the subsequent fiscal year to take into account a difference in pay-
ment amounts in that current fiscal year to the hospital that result-
ed from such inaccuracy.



DEADLINE FOR REPORT ON INCLUDING PAYMENT FOR PHYSICIANS'

SERVICES TO HOSPITAL INPATIENTS IN DRG PAYMENT AMOUNTS

SEC. 2317. The second sentence of section 603(a)(2)(B) of the Social
Security Amendments of 1983 (Public Law 98-21) is amended by
striking out "include, in a report to Congress in 1985, "and inserting
in lieu thereof "submit to Congress, not later than July 1, 1985, a
report to Congress which includes".

EMERGENCY ROOM SERVICES

SEC. 2318. (a) Section 1861(v)(1)(K) of the Social Security Act is
amended by inserting "(i)" after "(K)" and by adding at the end
thereof the following new clause:

"(ii) For purposes of clause (i), the term 'bona fide emergency serv-
ices' means services provided in a hospital emergency room after the
sudden onset of a medical condition manifesting itself by acute
symptoms of sufficient severity (including severe pain) such that the
absence of immediate medical attention could reasonably be expect-
ed to result in-

"(I) placing the patient's health in serious jeopardy;
"(II) serious impairment to bodily functions; or
"(III) serious dysfunction of any bodily organ or part.".

(b) Section 1861(v)(1)(K)(i) of such Act as so designated is amended
by striking out "provided in an emergency room" and inserting in
lieu thereof "as defined in clause (ii)".

(c) The amendments made by this section shall apply to services
furnished on or after the date of the enactment of this Act.

SKILLED NURSING FACILITY REIMBURSEMENT

SEC. 2319. (a)(1) Section 1861(v)(1)(E) of the Social Security Act is
amended by striking out clause (i) thereof, and by striking out "(ii)".

(2) Section 1861(v)(7) of such Act is amended by adding at the end
thereof the following new subparagraph:

"(D) For further limitations on reasonable cost and determination
of payment amounts for routine service costs of skilled nursing fa-
cilities, see section 1888. ".

(b) Title XVIII of the Social Security Act is amended by adding at
the end thereof the following new section:

"PAYMENT TO SKILLED NURSING FACILITIES FOR ROUTINE SERVICE

COSTS

"SEC. 1888. (a) The Secretary, in determining the amount of the
payments which may be made under this title with respect to rou-
tine service costs of extended care services shall not recognize as rea-
sonable (in the efficient delivery of health services) per diem costs of
such services to the extent that such per diem costs exceed the fol-
lowing per diem limits, except as otherwise provided in this section:

"(1) With respect to freestanding skilled nursing facilities lo-
cated in urban areas, the limit shall be equal to 112 percent of
the mean per diem routine service costs for freestanding skilled
nursing facilities located in urban areas.

"(2) With respect to freestanding skilled nursing facilities lo-
cated in rural areas, the limit shall be equal to 112 percent of



the mean per diem routine service costs for freestanding skilled
nursing facilities located in rural areas.

"(3) With respect to hospital-based skilled nursing facilities
located in urban areas, the limit shall be equal to the sum of
the limit for freestanding skilled nursing facilities located in
urban areas, plus 50 percent of the amount by which 112 per-
cent of the mean per diem routine service costs for hospital-
based skilled nursing facilities located in urban areas exceeds
the limit for freestanding skilled nursing facilities located in
urban areas.

"(4) With respect to hospital-based skilled nursing facilities
located in rural areas, the limit shall be equal to the sum of the
limit for freestanding skilled nursing facilities located in rural
areas, plus 50 percent of the amount by which 112 percent of
the mean per diem routine service costs for hospital-based
skilled nursing facilities located in rural areas exceeds the
limit for freestanding skilled nursing facilities located in rural
areas.

In applying this subsection the Secretary shall make appropriate ad-
justments to the labor related portion of the costs based upon an ap-
propriate wage index.

"(b) With respect to a hospital-based skilled nursing facility, the
Secretary shall recognize as reasonable the portion of the cost differ-
ences between hospital-based and freestanding skilled nursing fa-
cilities attributable to excess overhead allocations (as determined by
the Secretary) resulting from the reimbursement principles under
this title, nothwithstanding the limits set forth in paragraph (3) or
(4) of subsection (a).

"(c) The Secretary may make adjustments in the limits set forth
in subsection (a) with respect to any skilled nursing facility to the
extent the Secretary deems appropriate, based upon case mix or cir-
cumstances beyond the control of the facility. "

(c) The amendments made by subsections (a) and (b) shall apply to
cost reporting periods beginning on or after July 1, 1984.

(d) Notwithstanding limits on the cost of skilled nursing facilities
which may have been issued under section 1861(v) of the Social Se-
curity Act prior to the date of the enactment of this Act, in the case
of cost reporting periods beginning on or after October 1, 1982, and
prior to July 1, 1984, the cost limits for routine services for urban
and rural hospital-based skilled nursing facilities shall be 112 per-
cent of the mean of the respective routine costs for urban and rural
hospital-based skilled nursing facilities.

(e) The Secretay of Health and Human Services shall submit to
the Congress, prior to December 1, 1984, the report required under
section 605(b) of the Social Security Amendments of 1983.

(f)(1) The Secretary of Health and Human Services shall report to
the Committee on Finance of the Senate and the Committee on
Ways and Means of the House of Representatives, prior to August 1,
1984, the proposals developed, as required under section 1135(c) of
the Social Security Act, for prospective reimbursement of skilled
nursing facilities.

(2) The Secretary of Health and Human Services shall submit to
the Congress, prior to December 1, 1984, a report on the range of op-
tions for prospective payment of skilled nursing facilities under title



XVIII of the Social Security Act. The report shall take into account
case mix differences among skilled nursing facilities. The report
shall analyze the feasibility of permitting inclusion of payments to
hospital-based facilities within the DRG payment system under sec-
tion 1886(d) of such Act.

PAYMENT FOR COSTS OF HOSPITAL-BASED MOBILE INTENSIVE CARE

UNITS

SEC. 2320. (a)(1) In the case of a project described in subsection (b),
the Secretary of Health and Human Services shall provide, except
as provided in paragraph (2), that the amount of payments to hospi-
tals covered under the project during the period described in para-
graph (3) shall include payments for their operation of hospital-
based mobile intensive care units (as defined by State statute) if the
State provides satisfactory assurances that the total amount of pay-
ments to such hospitals under titles XVIII and XIX of the Social
Security Act under the demonstration project (including any such
additional amount of payment) would not exceed the total amount
of payments which would have been paid under such titles if the
demonstration project were not in effect.

(2) Paragraph (1) shall not apply if the State in which the project
is located notifies the Secretary, within 30 days after the date of the
enactment of this section, that the State does not want paragraph
(1) to apply to that project.

(3) The period referred to in paragraph (1) begins on the date of
the enactment of this section and continues so long as the Secretary
continues the Statewide waiver referred to in subsection (b), but in
no case ends earlier than 90 days after the date final regulations to
implement section 1886(c) of the Social Security Act are published.

(b) The project referred to in subsection (a) is the statewide demon-
stration project established in the State of New Jersey under section
402 of the Social Security Amendments of 1967, as amended by sec-
tion 222(b) of the Social Security Amendments of 1972 (Public Law
92-603), which project provides for payments to hospitals in the
State on a prospective basis and related to a classification of pa-
tients by diagnosis-related groups.

(c) Payment for services described in this section shall be consid-
ered to be payments for services under part A of title XVIII of the
Social Security Act.

COST SHARING FOR DURABLE MEDICAL EQUIPMENT FURNISHED AS A

HOME HEALTH BENEFIT

SEC. 2321. (a)(1) The matter in section 1814(b) of the Social Securi-
ty Act preceding paragraph (1) is amended by inserting "and other
than a home health agency with respect to durable medical equip-
ment" after "hospice care".

(2) Section 1814 of such Act is amended by adding at the end
thereof the following new subsection:



"Payments to Home Health Agencies for Durable Medical
Equipment

"(k) The amount paid to any home health agency with respect to
durable medical equipment for which payment may be made under
this part shall be-

"(1) the lesser of-
"(A) the reasonable cost of such equipment, as determined

under section 1861(v), or
"(B) the customary charges with respect to such equip-

ment,
less the amount the home health agency may charge as de-
scribed in section 1866(a)(2)(A)(ii), but in no case may the pay-
ment for such equipment exceed 80 percent of such reasonable
cost, or

"(2) if such equipment is furnished by a public home health
agency free of charge or at nominal charge to the public, the
amount which the Secretary finds will provide fair compensa-
tion to the home health agency. ".

(b)(1) The matter in section 1833(a)(2)(A) of such Act preceding
clause (i) is amended by inserting "(other than durable medical
equipment)" after "home health services".

(2) The matter in section 1833(a)(2)(B) of such Act preceding clause
(i) is amended by inserting "items and" after "other".

(c) Section 1866(a)(2)(A)(ii) of such Act is amended by inserting "or
which are durable medical equipment furnished as home health
services" after 'part B ".

(d)(1) The first sentence of section 1833(f)(1) of such Act is amend-
ed by striking out "as described in section 1861(s)(6)".

(2) Section 1833(f)(2) of such Act is amended-
(A) by striking out "the 20 percent" and inserting in lieu

thereof "any" and
(B) by striking out "under subsection (a)".

(3) Section 1833(f)(3) of such Act is amended by striking out '"para-
graph (1)" and inserting in lieu thereof "subsection (a)".

(4)(A) Subsection (f) of section 1833 of such Act is redesignated as
section 1889, is assigned the heading "PURCHASE OF DURABLE MEDI-

CAL EQUIPMENT", and is moved to and inserted at the end of part C
after the section added by section 2319 of this title.

(B) Paragraphs (1) through (4) of such section 1888 are redesignat-
ed as subsections (a) through (d), respectively.

(e)(1) Section 1861(m)(5) of such Act is amended by striking out
", and the use of medical appliances" and inserting in lieu thereof
"and durable medical equipment".

(2) Section 1861(s)(6) of such Act is amended by striking out every-
thing after "durable medical equipment" up to the semicolon.

(3) Section 1861 of such Act is amended by inserting after subsec-
tion (m) the following:

"Durable Medical Equipment

"(n) The term 'durable medical equipment' includes iron lungs,
oxygen tents, hospital beds, and wheelchairs (which may include a
power-operated vehicle that may be appropriately used as a wheel-
chair, but only where the use of such a vehicle is determined to be



necessary on the basis of the individual's medical and physical con-
dition and the vehicle meets such safety requirements as the Secre-
tary may prescribe) used in the patient's home (including an institu-
tion used at his home other than an institution that meets the re-
quirements of subsection (e)(1) or U)(1) of this section), whether fur-
nished on a rental basis or purchased. ".

(4) Section 1861(cc)(1)(G) of such Act is amended by striking out
", appliances, and equipment, including the purchase or rental of
equipment" and inserting in lieu thereof "and durable medical
equipment".
(f) Section 1814()(2) of such Act is amended-

(1) by redesignating subparagraphs (B) and (C) as (C) and (D),
respectively, and

(2) by inserting the following after subparagraph (A):
"(B) Subsection (k)(1)(B). ".

(g) The amendments made by this section shall apply to items and
services furnished on or after the date of the enactment of this Act.

SERVICES OF A CLINICAL PSYCHOLOGIST PROVIDED TO MEMBERS OF AN

HMO

SEC. 2322. (a) Section 1861(s)(2)(H) of the Social Security Act is
amended by inserting "(i)" after "(H)", by adding "and" at the end
of clause (i) as so designated, and by adding at the end thereof the
following new clause:

"(ii) services furnished pursuant to a risk-sharing contract
under section 1876(g) to a member of an eligible organization by
a clinical psychologist (as defined by the Secretary), and such
services and supplies furnished as an incident to his services to
such a member as would otherwise be covered under this part if
furnished by a physician or as an incident to a physician's serv-
ice; and".

(b) The amendments made by subsection (a) shall be effective with
respect to services furnished on or after the date of the enactment of
this Act.

COVERAGE OF ADMINISTRATION OF HEPATITIS B VACCINE

SEC. 2323. (a) Section 1861(s)(10) of the Social Security Act is
amended-

(1) by inserting "(A)" after "(10)'
(2) by striking out the period at the end thereof and inserting

in lieu thereof " and'" and
(3) by adding at the end thereof the following new subpara-

graph:
"(B) hepatitis B vaccine and its administration, fur-

nished to an individual who is at high or intermediate risk
of contracting hepatitis B (as determined by the Secretary
under regulations). ".

(b)(1) Paragraphs (1)(B), (2)(A), and (3) of section 1833(a) of such
Act are each amended by striking out "1861(s)(10)" and inserting in
lieu thereof "1861(s)(10)(A)".

(2) Section 1833(b)(1) of such Act is amended by striking out
"1861(s)(10)" and inserting in lieu thereof "1861(s)(10)(A)".



(3) Section 1861(aa)(1)(A) of such Act is amended by striking out
"section 1861(s)(10)" and inserting in lieu thereof "subsection
(s)(1 O)(A) ".

(4) The last sentence of section 1866(a)(2)(A) of such Act is amend-
ed by striking out "1861(s)(10)" and inserting in lieu thereof
"1861(s)(10)(A)".

(b) Section 1833 of such Act is amended by adding at the end
thereof the following new subsection:

"(k) With respect to services described in section 1861(s)(10)(B), the
Secretary may provide, instead of the amount of payment otherwise
provided under this part, for payment of such an amount or
amounts as reasonably reflects the general cost of efficiently provid-
ing such services. "

(c) Section 1881(b) of such Act is amended by adding at the
end thereof the following new paragraph:

"(11) Hepatitis B vaccine and its administration, when pro-
vided to a patient determined to have end stage renal disease,
shall not be included as dialysis services for purposes of pay-
ment under any prospective payment amount or comprehensive
fee established under this section. Payment for such vaccine
and its administration shall be made separately in accordance
with section 1833. ".

(d) The amendments made by this section apply to services
furnished on or after September 1, 1984.

(e) The Secretary shall monitor the provision of hepatitis B
vaccine under part B of title XVIII of the Social Security Act,
and shall review any changes in medical technology which may
have an effect on the amounts which should be paid for such
service.

COVERAGE OF HEMOPHILIA CLOTTING FACTOR

SEC. 2324. (a) Section 1861(s)(2) of the Social Security Act is
amended by striking out "and" at the end of subparagraph (G)
and by adding at the end thereof the following new subpara-
graph:

"(I) blood clotting factors, for hemophilia patients compe-
tent to use such factors to control bleeding without medical or
other supervision, and items related to the administration of
such factors, subject to utilization controls deemed necessary by
the Secretary for the efficient use of such factors;".

(b) The-amendments made by subsection (a) shall be effective
with respect to items and services purchased on or after the
date of the enactment of this Act.

PAYMENT FOR DEBRIDEMENT OF MYCOTIC TOENAILS

SEC. 2325. The Secretary shall provide, pursuant to section
1862(a) of the Social Security Act, that payment will not be
made under part B of title XVIII of such Act for a physician's
debridement of mycotic toenails to the extent such debridement
is performed for a patient more frequently than once every 60
days, unless the medical necessity for more frequent treatment
is documented by the billing physician.



CONTRACTS FOR MEDICARE CLAIMS PROCESSING

SEC. 2326. (a) During each of the fiscal years 1984 and 1985, the
Secretary of Health and Human Services may enter into not more
than two agreements under section 1816 of the Social Security Act,
and not more than two contracts under section 1842 of such Act, on
the basis of competitive bidding, without regard to the nominating
process under section 1816(a) of such Act during the term of the
agreement. Such procedure may be used only for the purpose of re-
placing an agency or organization or carrier which over a period of
time has been in the lowest 20th percentile of agencies and organi-
zations or carriers having agreements or contracts under the respec-
tive section, as measured by the Secretary's cost and performance
criteria. Any agency or organization or carrier selected on the basis
of competitive bidding must perform all of the duties listed in sec-
tion 1816(a)(1) of such Act, or the duties listed in paragraphs (1)
through (4) of section 1842(a) of such Act, as the case may be, and
must be a health insuring organization (as determined by the Secre-
tary).

(b) Section 1816(e)(4) of such Act is amended by adding at the end
thereof the following new sentence: "By not later than July 1, 1987,
the Secretary shall limit the number of such regional agencies or or-
ganizations to not more than ten. ".

(c)(1) Section 1816(f) of such Act is amended by striking out ", by
regulation," in clause (2), and by adding at the end thereof the fol-
lowing: "Such standards and criteria shall be published in the Fed-
eral Register, and opportunity shall be provided for public comment
prior to implementation. ".

(2) Section 1842(b)(2) of such Act is amended by adding at the end
thereof the following new sentence: "The Secretary shall publish in
the Federal Register standards and criteria for the efficient and ef-
fective performance of contract obligations under this section, and
opportunity shall be provided for public comment prior to imple-
mentation. ".

(d)(1) Section 1816(c) of such Act is amended by adding at the end
the following new sentence: "The Secretary shall provide that in de-
termining the necessary and proper cost of administration, the Sec-
retary shall, with respect to each agreement, take into account the
amount that is reasonable and adequate to meet the cost which
must be incurred by an efficiently and economically operated agency
or organization in carrying out the terms of its agreement. ".

(2) Section 1842(c) of such Act is amended by adding at the end
the following new sentence: "The Secretary shall provide that in de-
termining a carrier's necessary and proper cost of administration,
the Secretary shall, with respect to each contract, take into account
the amount that is reasonable and adequate to meet the costs which
must be incurred by an efficiently and economically operated carrier
in carrying out the terms of its contract. ".

(3) The amendments made by this subsection shall apply to agree-
ments and contracts entered into or renewed after September 30,
1984.

(e)(1) The Comptroller General shall conduct a study on-
(A) the ability of the Health Care Financing Administrator to

manage competitive bidding for agreements and contracts under



sections 1816 and 1842 of the Social Security Act, and on the
relative costs and efficiency of such competitive agreements and
contracts as compared to current reimbursement for such agree-
ments and contracts;

(B) the need (if any) for eliminating the provider nomination
procedure under section 1816(a) of such Act;

(C) the disparities (if any) in costs and quality of claims proc-
essing among the various entities performing claims processing
pursuant to sections 1816 and 1842 of such Act;

(D) whether the standards of the Secretary of Health and
Human Services for evaluating costs and performance of inter-
mediaries and carriers are adequate and properly applied; and

(E) whether the Secretary's statutory authority is sufficient to
deal with inefficient intermediaries and carriers either through
the contract negotiation and budget review process or through
the process for termination or nonrenewal of contracts.

(2) The Comptroller General shall submit a report on the results
of such study to the Congress not later than 12 months after the
date of the enactment of this Act.

PART II-ADMINISTRATIVE AND MISCELLANEOUS CHANGES

REPEAL OF EXCLUSION OF FOR-PROFIT ORGANIZATIONS FROM

RESEARCH AND DEMONSTRATION GRANTS

SEC. 2331. (a) Section 1110(a)(1) of the Social Security Act is
amended by striking out "nonprofit".

(b) The first sentence of section 402(a)(1) of the Social Security
Amendments of 1967 (Public Law 90-248) is amended by striking
out "nonprofit".

(c) The amendments made by this section shall become effective
on the date of the enactment of this Act.

PRESIDENTIAL APPOINTMENT OF AND PAY LEVEL FOR THE ADMINI-

STRATOR OF THE HEALTH CARE FINANCING ADMINISTRATION

SEC. 2332. (a) Title XI of the Social Security Act is amended by
inserting after section 1116 the following new section:

"APPOINTMENT OF THE ADMINISTRATOR OF THE HEALTH CARE

FINANCING ADMINISTRATION

"SEC. 1117. The Administrator of the Health Care Financing Ad-
ministration shall be appointed by the President by and with the
advice and consent of the Senate. ".

(b) Section 5315 of title 5, United States Code, is amended by
adding at the end thereof the following:

"Administrator of the Health Care Financing Administra-
tion. ".

(c) The amendments made by this section shall apply to ap-
pointments made after the date of the enactment of this Act.



EXCLUSION OF CERTAIN ENTITIES OWNED OR CONTROLLED BY INDIVID-

UALS CONVICTED OF MEDICARE- OR MEDICAID-RELATED CRIMES

SEC. 2333. (a) Section 1128 of the Social Security Act is amend-
ed-

(1) by redesignating subsections (b), (c), and (d) as subsections
(c), (d), and (e), respectively, and

(2) by inserting after subsection (a) the following new subsec-
tion:

"(b) Whenever the Secretary determines, with respect to an entity,
that a person who has a direct or indirect ownership or control in-
terest of 5 percent or more in the entity, or who is an officer, direc-
tor, agent, or managing employee (as defined in section 1126(b)) of
such entity, is a person described in section 1126(a), the Secretary-

"(1) may bar from participation in the program under title
XVIII, for such period as he may deem appropriate, each such
entity otherwise eligible to participate in such program;

"(2) shall promptly notify each appropriate State agency ad-
ministering or supervising the administration of a State plan
approved under title XIX of the fact and circumstances, of the
determination, and may require each such agency to bar the
entity from participation under the State plan for such period
as he specifies, which may not exceed the period established
pursuant to paragraph (1); and

"(3) shall promptly notify the appropriate State or local
agency or authority having responsibility for the licensing or
certification of such entity of the fact and circumstances of such
determination, request that appropriate investigations be made
and sanctions invoked in accordance with applicable State law
and policy, and request that such State or local agency or au-
thority keep the Secretary and the Inspector General of the De-
partment of Health and Human Services fully and currently in-
formed with respect to any actions taken in response to such re-
quest. ".

(b) Section 1128(e) of such Act (as redesignated by subsection (a)(1))
is amended-

(1) by inserting "or entity" after "Any person", and
(2) by striking out "(a) or (b)" and inserting in lieu thereof

"(a), (b), or (c)".
(c) The amendments made by this section become effective on the

date of the enactment of this Act and shall apply to convictions of
persons occurring after such date.

PROVIDER REPRESENTATION IN PEER REVIEW ORGANIZATIONS

SEC. 2334. (a) Section 1153(b)(3) of the Social Security Act is
amended by inserting "(A)" after "(3)" and by adding at the end
thereof the following new subparagraph:

"(B) For purposes of subparagraph (A), an entity shall not be con-
sidered to be affiliated with a health care facility or association of
facilities by reason of management, ownership, or common control if
the management, ownership, or common control consists only of not
more than 20 percent of the members of the governing board of the
entity being affiliated (through management, ownership, or common
control) with one or more of such facilities or associations. ".



(b) Section 1153(b)(2)(A) of such Act is amended-
(1) by striking out "an entity which directly" and inserting in

lieu thereof "an entity (other than a self-insured employer)
which directly'" and

(2) by adding at the end thereof the following new sentence:
"For purposes of this paragraph, an entity shall not be consid-
ered to be affiliated with another entity which makes payments
(directly or indirectly) to any practitioner or provider, by reason
of management, ownership, or common control, if the manage-
ment, ownership, or common control consists only of one indi-
vidual member of the governing board being affiliated (through
management, ownership, or common control) with a health
maintenance organization or competitive medical plan which is
an 'eligible organization' as defined in section 1876(b). ".

(c) The amendments made by this section shall become effective
on the date of the enactment of this Act.

REPEAL OF SPECIAL TUBERCULOSIS TREATMENT REQUIREMENTS UNDER

MEDICARE AND MEDICAID

SEC. 2335. (a) Section 1814(a) of the Social Security Act is amend-
ed-

(1) in paragraph (2), by striking out subparagraph (B) and re-
designating subparagraphs (C), (D), and (E) as subparagraphs
(B), (C), and (D), respectively;

(2) in paragraph (3), by striking out "and inpatient tuberculo-
sis hospital services'
(3) by striking out paragraph (5) and redesignating para-

graphs (6), (7), and (8) as paragraphs (5), (6), and (7), respective-
ly; and

(4) in the matter following paragraph (7) (as so redesignated),
by striking out "(D), or (E)" and inserting in lieu thereof "or
(D)"7 .

(b)(1) Subsections (d) and (g) of section 1861 of such Act are re-
pealed.

(2) The fifth sentence of section 1861(3) of such Act is amended by
striking out "or tuberculosis unless it is a tuberculosis hospital (as
defined in subsection (g)) or"
(3) Section 1861(j) of such Act is amended in the matter following

paragraph (15) by striking out "or tuberculosis".
(c) Section 1863 of such Act is amended by striking out "(g)(4),"
(d) Section 1866 of such Act is amended-
(1) in subsection (b)(3), by striking out "tuberculosis hospital serv-

ices and" and
(2) in subsection (d), by striking out "inpatient tuberculosis hospi-

tal services and".
(e) Section 1902(a)(28) of such Act is amended by striking out "and

tuberculosis".
(f) Section 1905(a) of such Act is amended by striking out "tuber-

culosis or" each place it appears in paragraphs (1), (4)(A), (14), and
(15) and in the subdivision (B) after paragraph (18).

(g) The amendments made by this section shall become effective
on the date of the enactment of this Act.



ACCESS TO HOME HEALTH SERVICES

SEC. 2336. (a) Sections 1814(a) and 1835(a) of the Social Security
Act are each amended by adding at the end the following new sen-
tence: "For purposes of the preceding sentence, service by a physician
as an uncompensated officer or director of a home health agency
shall not constitute having a significant ownership interest in, or a
significant financial or contractual relationship with, such
agency. ".

(b) The third sentence of section 1814(a) of the Social Security Act
and the fourth sentence of section 1835(a) of such Act are each
amended by inserting before the period at the end the following: ",
except that such prohibition shall not apply with respect to a home
health agency which is a sole community home health agency (as
determined by the Secretary)".

(c)(1) The amendments made by subsection (a) shall apply to certi-
fications and plans of care made or established on or after the date
of the enactment of this Act.

(2) The Secretary shall provide, not later than 90 days after the
date of the enactment of this Act, for such revision of regulations as
may be required to reflect the amendments made by subsection (b).

NORMALIZATION OF TRUST FUND TRANSFERS

SEC. 2337. (a) Section 1817(a) of the Social Security Act is amend-
ed-

(1) by striking out "monthly on the first day of each calendar
month" in the next to last sentence and inserting in lieu thereof
"from time to time",

(2) by striking out "to be paid to or deposited into the Treas-
ury during such month" in such sentence and inserting in lieu
thereof 'paid to or deposited into the Treasury", and

(3) by striking out the last sentence.
(b) The amendments made by subsection (a) shall become effective

on the first day of the month following the month in which this Act
is enacted.

ENROLLMENT AND PREMIUM PENALTY WITH RESPECT TO WORKING

AGED PROVISION

SEC. 2338 (a) The second sentence of section 1839(b) of the Social
Security Act is amended by adding before the period at the end the
following: " but there shall not be taken into account months in
which the individual has met the conditions specified in clauses (i)
and (iii) of section 1862(b)(3)(A) and can demonstrate that the indi-
vidual was enrolled in a group health plan described in clause (iv)
of such section by reason of the individual's (or the individual's
spouse's) current employment".

(b) Section 1837 of such Act is amended by adding at the end the
following new subsection:

"(i)(1) In the case of an individual who-
"(A) meets the conditions described in clauses (i) and (iii) of

section 1862(b)(3)(A),
"(B) at the time the individual first satisfies paragraph (1) or

(2) of section 1836, is enrolled in a group health plan described



in section 1862(b)(3)(A)(iv) by reason of the individual's (or the
individual's spouse's) current employment, and

"(C) has elected not to enroll (or to be deemed enrolled) under
this section during the individual's initial enrollment period,

there shall be a special enrollment period described in paragraph
(3).

"(2) In the case of an individual who-
"(A) meets the conditions described in clauses (i) and (iii) of

section 1862(b)(3)(A),
"(B) has enrolled (or has been deemed to have enrolled) in the

medical insurance program established under this part during
the individual's initial enrollment period and any subsequent
special enrollment period under this subsection during which
the individual was not enrolled in a group health plan de-
scribed in section 1862(b)(3)(A)(iv) by reason of the individual's
(or individual's spouse's) current employment, and

"(C) has not terminated enrollment under this section at any
time at which the individual is not enrolled in such a group
health plan by reason of the individual's (or individual's
spouse's) current employment,

there shall be a special enrollment period described in paragraph
(3).

"(3) The special enrollment period referred to in paragraphs (1) and
(2) is the period-

"(A) beginning with the first day of the third month before
the month in which the individual attains the age of 70 and
ending seven months later, or

"(B) beginning with the first day of the first month in which
the individual is no longer enrolled in a group health plan de-
scribed in section 1862(b)(3)(A)(iv) by reason of current employ-
ment and ending seven months later,

whichever period results in earlier coverage."
(c) Section 1838 of such Act is amended by adding at the end the

following new subsection:
"(e) Notwithstanding subsection (a), in the case of an individual

who enrolls during a special enrollment period pursuant to-
"(1) subparagraph (A) of section 1837(i)(3)-

"(A) before the month in which he attains the age of 70,
the coverage period shall begin on the first day of the
month in which he has attained the age of 70, or

"(B) in or after the month in which he attains the age of
70, the coverage period shall begin on the first day of the
month following the month in which he so enrolls; or

"(2) subparagraph (B) of section 1837(i)(3)-
"(A) in the first month of the special enrollment period,

the coverage period shall begin on the first day of such
month, or

"(B) in a month after the first month of the special en-

rollment period, the coverage period shall begin on the first
day of the month following the month in which he so en-

rolls. .
(d)(1) The amendment made by subsection (a) shall apply to

months beginning with January 1983 for premiums for months be-



ginning with the first month which begins more than 30 days after
the date of the enactment of this Act.

(2)(A) The amendments made by subsections (b) and (c) shall
apply to enrollments in months beginning with the first effective
month, except that in the case of any individual who would have
had a special enrollment period under section 1837(i) of the Social
Security Act that would have begun before such first effective
month, such period shall be deemed to begin with the first day of
such first effective month.

(B) For purposes of subparagraph (A), the term "first effective
month" means the first month which begins more than 90 days
after the date of the enactment of this Act.

INDIRECT PAYMENT OF SUPPLEMENTARY MEDICAL INSURANCE

BENEFITS

SEC. 2339. (a) The first sentence of section 1842(b)(6) of the Social
Security Act, as redesignated by section 2306 of this title, is amend-
ed-

(1) by inserting "(i) after "(A)"
(2) by striking out "(B)" and inserting in lieu thereof "(ii), and
(3) by inserting before the period the following: or (B) to an

entity (i) which provides coverage of the services under a health
benefits plan, but only to the extent that payment is not made
under this part, (ii) which has paid the person who provided the
service an amount (including the amount payable under this
part) which that person has accepted as payment in full for the
service, and (iii) to which the individual has agreed in writing
that payment may be made under this part".

(b) The second sentence of such section is amended by striking out
"or (B)".

CERTIFICATION OF PSYCHIATRIC HOSPITALS

SEC. 2340. (a) Section 1861(f) of the Social Security Act is amend-
ed-

(1) by adding "and" at the end of paragraph (3);
(2) by striking out "' and" at the end of paragraph (4) and

inserting in lieu thereof a period;
(3) by striking out paragraph (5); and
(4) in the second sentence, by striking out "if the institution is

accredited" and all that follows through "Secretary".
(b) Section 1905(h)(1)(A) of such Act is amended to read as follows:

"(A) inpatient services which are provided in an institution (or
distinct part thereof) which is a psychiatric hospital as defined in
section 1861(f); ".

(c) The amendments made by this section shall become effective
on the date of the enactment of this Act.



INCLUDING PODIATRISTS IN DEFINITION OF "PHYSICIAN" FOR OUTPA-
TIENT PHYSICAL THERAPY SERVICES AND INCLUDING PODIATRISTS

AND DENTISTS IN DEFINITION OF "PHYSICIAN" FOR OUTPATIENT AM-

BULATORY SURGERY

SEC. 2341. (a) Section 1861(p)(1) of the Social Security Act is
amended by striking out "section 1861(r)(1)" and inserting in lieu
thereof "paragraph (1) or (3) of section 1861(r)".

(b) Section 1832(a)(2)(F)(ii) of such Act is amended by striking out
"section 1861(r)(1)" and inserting in lieu thereof 'paragraph (1), (2),
or (3) of section 1861(r)".

(c) Section 1861(r)(3) of such Act is amended-
(1) by striking out "and (m)" the first place it appears and

inserting in lieu thereof ", (m), and (p)(1)", and
(2) by inserting ", 1832(a)(2)(F)(ii)," after "1814(a)" the first

place it appears.
(d) The amendments made by this section apply to services fur-

nished on or after the date of the enactment of this Act.

ESTABLISHMENT BY PHYSICAL THERAPISTS OF PLANS FOR PHYSICAL

THERAPY

SEC. 2342. (a) Section 1861(p)(2) of the Social Security Act is
amended by striking out ", and is periodically reviewed, by a physi-
cian (as so defined)" and inserting in lieu thereof "by a physician
(as so defined) or by a qualified physical therapist and is periodical-
ly reviewed by a physician (as so defined)".

(b) Section 1835(a)(2)(C)(ii) of such Act is amended by striking out
", and is periodically reviewed, by a physician" and inserting in
lieu thereof "by a physician or by the qualified physical therapist
providing such services and is periodically reviewed by a physician ".

(c) The amendments made by this section apply to plans of care
established on or after the date of the enactment of this Act.

HOSPICE CONTRACTING FOR CORE SERVICES

SEC. 2343. (a) Section 1861(dd)(2)(A)(ii)(I) of the Social Security
Act is amended by inserting "except as otherwise provided in para-
graph (5)," before "and" at the end thereof

(b) Section 1861(dd) of such Act is amended by adding at the end
thereof the following new paragraph:

"(5)(A) The Secretary may waive the requirements of paragraph
(2)(A)(ii)(I) for an agency or organization with respect to all or part
of the nursing care described in paragraph (1)(A) if such agency or
organization-

"(i) is located in an area which is not an urbanized area (as
defined by the Bureau of the Census);

"(ii) was in operation on or before January 1, 1983; and
"(iii) has demonstrated a good faith effort (as determined by

the Secretary) to hire a sufficient number of nurses to provide
such nursing care directly.

"(B) Any waiver, which is in such form and containing such in-
formation as the Secretary may require and which is requested by
an agency or organization under subparagraph (A), shall be deemed
to be granted unless such request is denied by the Secretary within
60 days after such request is received by the Secretary. The granting



of a waiver under subparagraph (A) shall not preclude the granting
of any subsequent waiver request should such a waiver again
become necessary. ".

(c) The amendments made by subsections (a) and (b) shall become
effective on the date of the enactment of this Act.

(d) The Secretary of Health and Human Services shall conduct a
study of the necessity and appropriateness of the requirements that
certain "core" services be furnished directly by a hospice, as re-
quired under section 1861(dd)(2)(A)(ii)(I) of the Social Security Act.
The Secretary shall report the results of such study to the Congress
with the report required under section 122(i)(1) of the Tax Equity
and Fiscal Responsibility Act of 1982.

MEDICARE RECOVERY AGAINST CERTAIN THIRD PARTIES

SEC. 2344. (a) Section 1862(b)(1) of the Social Security Act is
amended-

(1) in the first sentence, by inserting "promptly" after "to be
made '

(2) in the second sentence, by inserting "or could be" after
"has been '" and
(3) by inserting after the second sentence the following new

sentences: "In order to recover payment made under this title
for an item or service, the United States may bring an action
against any entity which would be responsible for payment with
respect to such item or service (or any portion thereof under
such a law, policy, plan, or insurance, or against any entity (in-
cluding any physician or provider) which has been paid with re-
spect to such item or service under such law, policy, plan, or in-
surance, and may join or intervene in any action related to the
events that gave rise to the need for such item or service. The
United States shall be subrogated (to the extent of payment
made under this title for an item or service) to any right of an
individual or any other entity to payment with respect to such
item or service under such a law, policy, plan, or insurance.".

(b) Section 1862(b)(2)(B) of such Act is amended-
(1) in the first sentence, by inserting "or could be" after "has

been' and
(2) by inserting after the first sentence the following new sen-

tences: "In order to recover payment made under this title for
an item or service, the United States may bring an action
against any entity which would be responsible for payment with
respect to such item or service (or any portion thereof) under
such a plan, or against any entity (including any physician or
provider) which has been paid with respect to such item or serv-
ice under such plan, and may join or intervene in any action
related to the events that gave rise to the need for such item or
service. The United States shall be subrogated (to the extent of
payment made under this title for an item or service) to any
right of an individual or any other entity to payment with re-
spect to such item or service under such a plan. ".

(c) Section 1862(b)($)(A)(ii) of such Act is amended-
(1) in the first sentence, by inserting "or could be" after "has

been" . and



(2) by inserting after the first sentence the following new sen-
tences: "In order to recover payment made under this title for
an item or service, the United States may bring an action
against any entity which would be responsible for payment with
respect to such item or service (or any portion thereof) under
such a plan, or against any entity (including any physician or
provider) which has been paid with respect to such item or serv-
ice under such plan, and may join or intervene in any action
related to the events that gave rise to the need for such item or
service. The United States shall be subrogated (to the extent of
payment made under this title for an item or service) to any
right of an individual or any other entity to payment with re-
spect to such item or service under such a plan. ".

(d) The amendments made by this section shall apply to items
and services furnished on or after the date of the enactment of this
Act.

CONFIDENTIALITY OF ACCREDITATION SURVEYS

SEC. 2345. (a) Section 1865(a) of the Social Security Act is amend-
ed-

(1) in paragraph (2), by striking out "(on a confidential
basis)" and

(2) by adding at the end thereof the following new sentence:
"The Secretary may not disclose any accreditation survey made
and released to him by the Joint Commission on Accreditation
of Hospitals, the American Osteopathic Association, or any
other national accreditation body, of an entity accredited by
such body. ".

(b) The amendments made by this section shall become effective
on the date of the enactment of this Act, and shall apply with re-
spect to surveys released to the Secretary on, before, or after such
date.

USE OF ADDITIONAL ACCREDITING ORGANIZATIONS UNDER MEDICARE

SEC. 2346. (a) The third sentence of section 1865(a) of the Social
Security Act is amended-

(1) by striking out "section 1861(e), U), (o), or (dd)" and insert-
ing in lieu thereof "section 1832(a)(2)(F)(i), 1861(e), 1861(f),
1861(0), 1861(o), 1861(p)(4)(A) or (B), paragraphs (11) and (12) of
section 1861(s), section 1861(aa)(2), 1861(cc)(2), or 1861(dd)(2)',
and

(2) by striking out "institution or agency" each place it ap-
pears and inserting in lieu thereof in each instance "entity"

(b) The amendments made by this section shall become effective
on the date of the enactment of this Act.

FUNDING FOR PSRO REVIEW

SEC. 2347. (a)(1) Section 1866(a)(1)(F) of the Social Security Act is
amended by striking out "maintain an agreement" and all that fol-
lows through "under which the organization", and inserting in lieu
thereof "maintain an agreement with a professional standards
review organization (if there is such an organization in existence in
the area in which the hospital is located) or with a utilization and



quality control peer review organization which has a contract with
the Secretary under part B of title XI for the area in which the hos-
pital is located, under which the organization".

(2) Section 602(l)(1) of the Social Security Amendments of 1983 is
repealed.

(b) Notwithstanding section 604(a)(2) of the Social Security
Amendments of 1983, the requirement that a hospital maintain an
agreement with a utilization and quality control peer review organi-
zation, as contained in section 1866(a)(1)(F) of the Social Security
Act, shall become effective on November 15, 1984.

(c)(1) Section 1153(b)(2)(A) of the Social Security Act is amended
by striking out "During the first twelve months in which the Secre-
tary is entering into contracts under this section" and inserting in
lieu thereof "Prior to November 15, 1984 ".

(2) Section 1153(b)(2)(B) of such Act is amended by striking out
"after the expiration of the twelve-month period referred to in sub-
paragraph (A)" and inserting in lieu thereof "after November 14,
1984
(3) Section 1153(b)(2) of such Act is amended by striking out

subparagraph (C).
(d) The provisions of, and amendments made by, this section shall

become effective on the date of the enactment of this Act.

PAYMENT FOR SERVICES FOLLOWING TERMINATION OF PARTICIPATION

AGREEMENTS WITH HOME HEALTH AGENCIES OR HOSPICE PROGRAMS

SEC. 2348. (a) Section 1866(b)(4)(B) of the Social Security Act is
amended by striking out "after the calendar year in which such
termination is effective" and inserting in lieu thereof "more than 30
days after such effective date".

(b) The amendment made by this section shall apply to termina-
tions issued on or after the date of the enactment of this Act.

ELIMINATION OF HEALTH INSURANCE BENEFITS ADVISORY COUNCIL

SEC. 2349. (a) Section 1867 of the Social Security Act is repealed.
(b)(1) The first sentence of section 1863 of such Act is amended by

striking out "the Health Insurance Benefits Advisory Council estab-
lished by section 1867, appropriate State agencies," and inserting in'
lieu thereof "appropriate State agencies ".

(2) The first sentence of section 7(d)(4) of the Railroad Retirement
Act of 1974 is amended by striking out "1867, ".
(3) Section 361 of the Social Security Amendments of 1977 (Public

Law 95-216) is amended by striking out subsection (i).
(c) The amendments made by this section shall become effective on

the date of the enactment of this Act.

-HEALTH MAINTENANCE ORGANIZATIONS AND COMPETITIVE MEDICAL

PLANS

SEC. 2350. (a)(1) Section 1876(c)(3)(A) of the Social Security Act is
amended-

(A) by inserting "(i)" after "(3)(A)"
(B) by inserting "andincluding the 30-day period specified

under clause (ii)" after "30 days duration every year", and



(C) by adding at the end thereof the following new clause:
"(ii) For each area served by more than one eligible organization

under this section, the Secretary (after consultation with such organi-
zations) shall establish a single 30-day period each year during which
all eligible organizations serving the area must provide for open
enrollment under this section. The Secretary shall determine annual
per capita rates under subsection (a)(1)(A) in a manner that assures
that individuals enrolling during such a 30-day period will not have
premium charges increased or any additional benefits decreased for
12 months beginning on the date the individual's enrollment becomes
effective. An eligible organization may provide for such other open
enrollment period or periods as it deems appropriate consistent with
this section. ".

(2) The Secretary of Health and Human Services may phase in, over
a period of not longer than three years, the application of the
amendments made by paragraph (1) to all applicable areas in the
United States if the Secretary determines that it is not administra-
tively feasible to establish a single 30-day open enrollment period for
all such applicable areas before the end of the period.

(b)(1) The first sentence of section 1876(g)(2) of such Act is amended
by inserting before the period at the end thereof the following: "and
except that an organization (with the approval of the Secretary) may
provide that a part of the value of such additional benefits be
withheld and reserved by the Secretary as provided in paragraph (5)".

(2) Section 1876(g) of such Act is amended by adding at the end
thereof the following new paragraph:

"(5) An organization having a risk-sharing contract under this
section may (with the approval of the Secretary and during a period of
not longer than four years) provide that a part of the value of
additional benefits otherwise required to be provided by reason of
paragraph (2) be withheld and reserved in the Federal Hospital
Insurance Trust Fund and in Federal Supplementary Medical Insur-
ance Trust Fund (in such proportions as the Secretary determines to
be appropriate) by the Secretary for subsequent annual contract
periods, to the extent required to stabilize and prevent undue fluctua-
tion in the additional benefits offered in those subsequent periods by
the organization in accordance with paragraph (3). Any of such value
of additional benefits which is not provided to members of the
organization in accordance with paragraph (3) prior to the end of
such period, shall revert for the use of such trust funds. ".

(3) The Secretary of Health and Human Services may not approve
the use of a stabilization fund by an eligible organization under
section 1876(g)(5) of the Social Security Act for any period beginning'
later than four years after the date of the enactment of this Act.

(4) The Secretary of Health and Human Services shall report to the
Congress with respect to the use of stabilization funds by eligible
organizations under section 1876(g)(5) of the Social Security Act, and
shall assess the need for such funds. The report shall be submitted not
later than 54 months after the month in which this Act is enacted.

(c) Section 1876(g)(4)(A) of such Act is amended-



(1) by inserting "and skilled nursing facilities" after "hosp-
tals '

(2) by inserting "another appropriate basis for payment estab-
lished under this title" after "section 1861(v))' and
(3) by striking out "hospital".

(d) The amendments made by this section shall become effective
on the date of the enactment of this Act.

JUDICIAL REVIEW OF PROVIDER REIMBURSEMENT REVIEW BOARD

DECISIONS

SEC. 2351. (a)(1) The third sentence of section 1878(f)(1) of the
Social Security Act is amended by striking out "such determination
is rendered" and inserting in lieu thereof "notification of such de-
termination is received".

(2) The amendment made by paragraph (1) shall be effective with
respect to any civil action commenced on or after the date of the en-
actment of this Act.

(b)(1) The last sentence of section 1878(f)(1) of such Act is amended
by inserting "or which have obtained a hearing under subsection
(b)" after "common ownership or control".

(2) The amendment made by paragraph (1) shall be effective with
respect to any appeal or action brought on or after the date of the
enactment of this Act.

(c) Notwithstanding section 604 of the Social Security Amend-
ments of 1983 (Public Law 98-21)-

(1) the amendments made by section 602(h)(2)(A) of that Act
shall be effective with respect to any appeal or action brought
on or after April 20, 1983; and

(2) the amendments made by section 602(h)(2)(B) of that Act
shall be effective with respect to any appeal or action brought
on or after the date of the enactment of this Act.

FLEXIBLE SANCTIONS FOR NONCOMPLIANCE WITH REQUIREMENTS FOR

END STAGE RENAL DISEASE FACILITIES

SEC. 2352. (a) Section 1881(c)(3) of the Social Security Act is
amended by adding at the end thereof the following new sentence:
"If the Secretary determines that the facility's or provider's failure
to cooperate with network plans and goals does not jeopardize pa-
tient health or safety or justify termination of certification, he may
instead, after reasonable notice to the provider or facility and to the
public, impose such other sanctions as he determines to be appropri-
ate, which sanctions may include denial of reimbursement with re-
spect to some or all patients admitted to the facility after the date
of notice to the facility or provider, and graduated reduction in re-
imbursement for all patients. ".

(b) The amendment made by this section shall apply to determina-
tions made by the Secretary on or after the date of the enactment of
this Act.



PAYMENTS TO PROMOTE CLOSURE AND CONVERSION OF
UNDERUTILIZED HOSPITAL FACILITIES

SEC. 2353. (a) The Secretary of Health and Human Services shall
carry out a study and report to the Congress on the modifications
required in section 1884 of the Social Security Act in order to con-
form the closure and conversion program authorized in that section
to the prospective payment system under section 1886(d) of such Act,
so as to provide assistance to hospitals which may have particular
problems in converting facilities (or parts thereof) from acute care to
less intensive care or in closing facilities (or parts thereof). The
report shall include recommendations as to how, and whether, im-
plementation of section 1884 as modified may result in reductions
in total hospital inpatient costs and total expenditures under title
XVIII of the Social Security Act. The Secretary shall submit the
report prior to March 31, 1985.

(b) During the period prior to March 31, 1985, and notwithstand-
ing section 2101(c) of the Omnibus Budget Reconciliation Act of
1981 (Public Law 97-35), the Secretary shall not implement section
1884 of the Social Security Act.

MISCELLANEOUS TECHNICAL CORRECTIONS RELATING TO MEDICARE

SEC. 2354. (a)(1) Section 1122(b) of the Social Security Act is
amended-

(A) by striking out the period at the end of paragraph (1) and
inserting in lieu thereof a comma, and

(B) by striking out "(or the Mental Retardation Facilities and
Community Mental Health Centers Construction Act of 1963)".

(2) Section 1122(i)(3) of such Act is amended by striking out
"5703(b)" and inserting in lieu thereof "5703".

(3) Section 1128A(g) of such Act is amended by striking out "Pro-
fessional Standards Review Organization" and inserting in lieu
thereof "utilization and quality control peer review organization ".

(4) Section 1129(a) of such Act is amended by striking out "Sate"
and inserting in lieu thereof "State".

(5) The heading of title XI of such Act is amended by striking out
"PROFESSIONAL STANDARDS REVIEW" and inserting in lieu
thereof "PEER REVIEW".

(b)(1) The last sentence of sections 1814(a) of such Act and the last
sentence of section 1835(a) of such Act are each amended by striking
out "contractural" and inserting in lieu thereof "contractual".

(2) Sections 1817(c) and 1841(c) of such Act are each amended by
striking out "under the Second Liberty Bond Act, as amended" and
inserting in lieu thereof "under chapter 31 of title 31, United States
Code ".

(3) Section 1818(c)(1) of such Act is amended by striking out "Act"
and inserting in lieu thereof "section ".

(4) Section 1818(d)(2) of such Act is amended by striking out "if
midway between multiples of $1" and inserting in lieu thereof ", if
a multiple of 50 cents but not a multiple of $1, ".

(5) Section 1833(a)(2) of such Act is amended by indenting sub-
paragraphs (A) and (B) two additional ems so as to align their left
margins with the left margin of subparagraph (C) and by appropri-



ately further indenting the clauses and subclauses of such subpara-
graphs.

(6) Section 1832(a)(2)(F)(ii)(II) of such Act is amended by striking
out "Organization" and inserting in lieu thereof "organization".

(7) Section 1833(a)(1) of such Act is amended by striking out
"and" at the end thereof

(8) Section 1835(a)(2) of such Act is amended-
(A) by striking out "and" at the end of subparagraphs (B)

and (C), and
(B) by indenting subparagraph (D) two additional ems so as

to align its left margin with the left margin of subparagraph
(C).

(9) Section 1835(e) of such Act is amended-
(A) by inserting "(i)" in paragraph (2) after "written assur-

ances that"
(B) by striking out "(B)" in paragraph (2) and inserting in

lieu thereof "()",
(C) by striking out "return for" in paragraph (2) and inserting

in lieu thereof "return of", and
(D) by striking out "(1) such hospital" and "(2) the Secretary"

and inserting in lieu thereof "(A) such hospital" and "(B) the
Secretary", respectively.

(10) Section 1837(g)(1) of such Act is amended by striking out "sec-
tion 226(a)(2)(B)" and "section 1839(e)" and inserting in lieu thereof
"section 226(b)" and "section 1839(d)" respectively.

(11) Sections 1840(d)(1), 1840(d)(2), and 1841(h) of such Act are
each amended by striking out "Civil Service Commission" and in-
serting in lieu thereof "Director of the Office of Personnel Manage-
ment"each place it appears.

(12) Section 1841(h) of such Act is amended by striking out "it"
and inserting in lieu thereof "the Director".

(13) Section 1842(b)(3)(B)(ii)(II) of such Act is amended by striking
out the period following "title ".

(14) The ninth sentence of section 1842(b)(3) of such Act is amend-
ed by striking out "(i)" and "(ii)" and inserting in lieu thereof "(I)"
and "(II)", respectively.

(15) Section 1843(d)(3)(B) of such Act is amended by striking out
"1937" and inserting in lieu thereof "1974 ".

(16) Section 1844(a)(1)(B)(ii) of such Act is amended by striking out
the period and inserting in lieu thereof '" plus ".

(17) Sections 1864(c) and 1875(b) of such Act are each amended by
striking out "the" after "Joint Commission on *

(18) Section 1861(')(2) of such Act is amended by striking out "pro-
vision of" and inserting in lieu thereof "provision for".

(19) Section 1861U)(13) of such Act is amended by striking out "a
nursing home" and inserting in lieu thereof "an institution".

(20) Section 1861(u) of such Act is amended by striking out "or"
before "home health agency".

(21) Section 1861(v)(1) of such Act is amended-
(A) by redesignating the clause (B) in subparagraph (A) as

subparagraph (B) and by indenting the first line of such sub-
paragraph 2 spaces;



(B) by aligning subparagraphs (C) and (D) flush with the left
margin (but with appropriate indentation in the case of the
clauses and subclauses of subparagraph (C)); and

(C) by inserting a comma after 'section 1832(a)(2)(B)(i)" in
subparagraph (D).

(22) Section 1861(v)(1)(C)(i) of such Act is amended by inserting a
dash after "but only if".

(23) Section 1861(v)(1)(E)(ii) of such Act is amended by striking out
"uses" and inserting in lieu thereof "use".

(24) Section 1861(v)(1)(I) of such Act is amended by striking out
"to the Secretary, or upon request to the Comptroller General" in
clauses (i) and (ii) and inserting in lieu thereof "by the Secretary, or
upon request by the Comptroller General".

(25) Section 1861(v)(3) of such Act is amended by striking out
"semiprivate" and inserting in lieu thereof "semi-private".

(26) Section 1861(z)(2) of such Act is amended by striking out
"subparagraph (1)" and inserting in lieu thereof "paragraph (1)".

(27) Section 1861(aa)(2)(I) of such Act is amended by striking out
"ultilization " and inserting in lieu thereof "utilization ".

(28) Section 1861(cc)(1)(F) of such Act is amended by striking out
"self administered" and inserting in lieu thereof "self-adminis-
tered".

(29) Section 1861(cc)(2)(F) of such Act is amended by striking out
"standard establishment" and inserting in lieu thereof "standards
established".

(30) Section 1862(a)(12) of such Act is amended by striking out the
second comma after "dental procedure ".

(31) Section 1862(b)(3)(A)(iii) of such Act is amended by inserting
"before the month" after "ending with the month ".

(32) Section 1863 of such Act is amended by striking out "(j)(11)"
and inserting in lieu thereof "(j)(15)".

(33) Section 1866(a)(1)(E) of such Act is amended by adding at the
end a comma.

(34) Section 1866(b) of such Act is amended by moving the align-
ment of paragraph (3) two ems to the left so as to align its left
margin with the left margin of paragraph (4).

(35) Section 1869(b)(1)(B) of such Act is amended by striking out ",
or section 1818, or section 1819" and inserting in lieu thereof "or
section 1818"

(36) Section 1872 of such Act is amended-
(A) by striking out the comma after "206", and
(B) by striking out "(f), ".

(37) Section 1876(b)(2)(D) of such Act is amended by striking out
"paragraph (1)" and inserting in lieu thereof "subparagraph (A)".

(38) Section 1876(c)(4)(A)(i) of such Act is amended by striking out
'promptly as appropriate" and inserting in lieu thereof "with rea-
sonable promptness

(39) Section 1878(c) of such Act is amended by striking out "inad-
missable" and inserting in lieu thereof "inadmissible"

(40) Section 1878(e) of such Act is amended by striking out ", (e),
and (f)" and inserting in lieu thereof "and (e)"

(41) Section 1881 of such Act is amended by striking out "end-
stage" and inserting in lieu thereof "end stage" each place it ap-
pears.



(42) Section 1886(a)(2)(B) of such Act is amended by striking out
"disportionate" and inserting in lieu thereof "disproportionate ".

(43) Section 1886(b)(3)(A)(ii) of such Act is amended by inserting
"of" after "in the case".

(44) Section 1886(d)(3)(D)(i)(I) of such Act is amended by striking
out "(C), "and inserting in lieu thereof "(C))".

(c)(1)(A) Section 903(a)(4) of Public Law 96-499 is amended by
striking out "new paragraph".

(B) Section 937(c) of Public Law 96-499 is amended by striking
out "on on" and inserting in lieu thereof "on or".

(2) Section 2353(h)(1) of Public Law 97-35 is amended by striking
out the comma after "XIX".

(3)(A) Section 114(c)(2)(C)(ii) of Public Law 97-248 is amended by
inserting "and enrolled under part B" after "part A ".

(B) Section 114(c)(3)(E) of Public Law 97-248 is amended-
(i) by striking out "section 1833(a)(1) of the Social Security

Act or" and
(ii) by adding before the period at the end the following: ", or

reimbursement on a reasonable cost basis under section
1833(a)(1)(A) of such Act".

(C) Section 149 of Public Law 97-248 is amended by striking out
"part" and inserting in lieu thereof "subtitle".

(d) Section 162(i)(2) of the Internal Revenue Code of 1954 is
amended by striking out "213(e)" and inserting in lieu thereof
"213(d)".

(e)(1) Except as provided in paragraph (2), the amendments made
by this section shall be effective on the date of the enactment of this
Act; but none of such amendments shall be construed as changing
or affecting any right, liability, status, or interpretation which exist-
ed (under the provisions of law involved) before that date.

(2) The amendments made by paragraphs (1), (2), and (3) of subsec-
tion (c) shall be effective as if they had been originally included in
Public Laws 96-499, 97-35, and 97-248, respectively.

WAIVERS FOR SOCIAL HEALTH MAINTENANCE ORGANIZATIONS

SEC. 2355. (a) In the case of a project described in subsection (b),
the Secretary of Health and Human Services shall approve, with ap-
propriate terms and conditions as defined by the Secretary, applica-
tions or protocols submitted for waivers described in subsection (c),
and the evaluation of such protocols, in order to carry out such
project. Such approval shall be effected not later than 30 days after
the date on which the application or protocol for a waiver is submit-
ted or not later than 30 days after the date of the enactment of this
Act in the case of an application or protocol submitted before the
date of the enactment of this Act.

(b) A project referred to in subsection (a) is a project-
(1) to demonstrate the concept of a social health maintenance

organization with the organizations as described in Project No.
18-P-9 7604/1-04 of the University Health Policy Consortium of
Brandeis University;

(2) which provides for the integration of health and social
services under the direct financial management of a provider of
services;



(3) under which all medicare services will be provided by or
under arrangements made by the organization at a fixed annual
prepaid capitation rate for medicare of 100percent of the adjust-
ed average per capita cost;

(4) under which medicaid services will be provided at a rate
approved by the Secretary;

(5) under which all payors will share risk for no more than two
years, with the organization being at full risk in the third year;

(6) which is being provided funds under a grant provided by the
Secretary of Health and Human Services; and

(7) with respect to which substantial private funds are being
provided other than under the grant referred to in paragraph (5).

(c) The waivers referred to in subsection (a) are appropriate waiv-
ers of-

(1) certain requirements of title XVIII of the Social Security
Act, pursuant to section 402(a) of the Social Security Amend-
ments of 1967 (as amended by section 222 of the Social Security
Amendments of 1972); and

(2) certain requirements of title XIX of the Social Security Act,
pursuant to section 1115 of such Act.

(d)(1) The Secretary of Health and Human Services shall submit a
preliminary report to the Congress on the status of the projects and
waivers referred to in subsection (a) 45 days after the date of the en-
actment of this Act.

(2) The Secretary shall submit a final report to the Congress on
the projects referred to in subsection (a) not later than 42 months
after the date of the enactment of this Act.

Subtitle B-Medicaid and Maternal and Child
Health Amendments

MEDICAID COVERAGE FOR PREGNANT WOMEN AND CHILDREN

SEC. 2361. (a) Clause (i) of section 1902(a)(10)(A)(i) of the Social Se-
curity Act is amended to read as follows:

"(i) all individuals-
"(I) who are receiving aid or assistance under

any plan of the State approved under title I, X,
XIV, or XVI, or part A or part E of title IV (in-
cluding individuals eligible under this title by
reason of section 402(a)(37), or considered by the
State to be receiving such aid as authorized under
sections 414(g)),

"(II) with respect to whom supplemental security
income benefits are being paid under title XVI, or

"(III) who are qualified pregnant women or chil-
dren as defined in section 1905(n); ".

(b) Section 1905 of such Act is amended by adding at the end
thereof the following new subsection:

"(n) The term 'qualified pregnant woman or child' means-
"(1) a pregnant woman who-

"(A) would be eligible for aid to families with dependent
children under part A of title IV (or would be eligible for
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such aid if coverage under the State plan under part A of
title IV included aid to families with dependent children
of unemployed parents pursuant to section 407) if her child
had been born and was living with her in the month such
aid would be paid, and such pregnancy has been medically
verified; or

"(B) is a member of a family which would be eligible for
aid under the State plan under part A of title IV pursuant
to section 407 if the plan required the payment of aid pur-
suant to such section; and

"(2) a child who is under 5 years of age, who was born after
September 30, 1983, and who meets the income and resources re-
quirements of the State plan under part A of title IV. ".

(c) Section 406(g) of such Act is amended by striking out "(1)"
after "(g)", by striking out paragraph (2), and by redesignating sub-
paragraphs (A) and (B) as paragraphs (1) and (2).

(d)(1) Except as provided in paragraph (2), the amendments made
by this section shall apply to calendar quarters beginning on or
after October 1, 1984, without regard to whether or not final regula-
tions to carry out such amendments have been promulgated by such
date.

(2) In the case of a State plan for medical assistance under title
XIX of the Social Security Act which the Secretary of Health and
Human Services determines requires State legislation in order for
the plan to meet the additional requirements imposed by the amend-
ments made by this section, the State plan shall not be regarded as
failing to comply with the requirements of such title solely on the
basis of its failure to meet these additional requirements before the
first day of the first calendar quarter beginning after the close of
the first regular session of the State legislature that begins after the
date of the enactment of this Act.

CLARIFICATION OF MEDICAID ENTITLEMENT FOR CERTAIN NEWBORNS

SEC. 2362. (a) Section 1902(e) of the Social Security Act is amend-
ed by adding at the end the following new, paragraph:

"(4) A child born to a woman eligible for and receiving medical
assistance under a State plan on the date of the child's birth shall
be deemed to have applied for medical assistance and to have been
found eligible for such assistance under such plan on the date of
such birth and to remain eligible for such assistance for a period of
one year so long as the child is a member of the woman's household
and the woman remains eligible for such assistance. ".

(b) The amendment made by subsection (a) shall apply to children
born on or after October 1, 1984.

RECERTIFICATION OF SNF AND ICF PATIENTS

SEC. 2363. (a)(1) Section 1902(a) of the Social Security Act, as
amended by section 2303(g) of this title, is amended-

(A) in paragraph (30)-
(i) by inserting "(A)" after "(30)", and
(ii) by adding at the end the following new subpara-

graph:



"(B) provide, under the program described in subparagraph
(A), that-

"(i) each admission to a hospital, skilled nursing facility,
intermediate care facility, or hospital for mental diseases is
reviewed or screened in accordance with criteria established
by medical and other professional personnel who are not
themselves directly responsible for the care of the patient
involved, and who do not have a significant financial in-
terest in any such institution and are not, except in the case
of a hospital, employed by the institution providing the
care involved, and

"(i) the information developed from such review or
screening, along with the data obtained from prior reviews
of the necessity for admission and continued stay of pa-
tients by such professional personnel, shall be used as the
basis for establishing the size and composition of the
sample of admissions to be subject to review and evaluation
by such personnel, and any such sample may be of any size
up to 100 percent of all admissions and must be of suffi-
cient size to serve the purpose of (I) identifying the patterns
of care being provided and the changes occurring over time
in such patterns so that the need for modification may be
ascertained, and (II) subjecting admissions to early or more
extensive review where information indicates that such con-
sideration is warranted to a hospital, skilled nursing facili-
ty, intermediate care facility, or hospital for mental diseas-
es;" ; and

(B) by striking out "and" at the end of paragraph (42), by
striking out the period at the end of paragraph (43) and insert-
ing in lieu thereof "; and" and by inserting after paragraph
(43) the following new paragraph:

"(44) in each case for which payment for inpatient hospita'
services, skilled nursing facility services, intermediate care fa-
cility services, or inpatient mental hospital services is made
under the State plan-

"(A) a physician certifies at the time of admission, or, if
later, the time the individual applies for medical assistance
under the State plan (and the physician, or a physician as-
sistant or nurse practitioner under the supervision of a phy-
sician, recertifies, where such services are furnished over a
period of time, in such cases, at least as often as required
under section 1903(g)(6) (or, in the case of services that are
intermediate care facility services provided in an institu-
tion for the mentally retarded, every year), and accompa-
nied by such supporting material, appropriate to the case
involved, as may be provided in regulations of the Secre-
tary), that such services are or were required to be given on
an inpatient basis because the individual needs or needed
such services, and

"(B) such services were furnished under a plan estab-
lished and periodically reviewed and evaluated by a physi-
cian. ".

(2) Section 1903(g)(1) of such Act is amended-



(A) in the matter preceding subparagraph (A), by striking out
"care as an inpatient" and all that follows through "hospital
for mental diseases on" and inserting in lieu thereof "inpatient
hospital services or intermediate care facility services for 60
days, skilled nursing facility services for 30 days, or inpatient
mental hospital services for",

(B) in the matter before subparagraph (A), by striking out
"which for purposes of this section means the four calendar
quarters ending with June 30," and by striking out "in the
same fiscal year", and

(C) by striking out "(including tuberculosis hospitals)" and
all that follows through the end of subparagraph (D) and in-
serting in lieu thereof ", skilled nursing facility services, or in-
termediate care facility services furnished beyond 60 days (or in-
patient mental hospital services furnished beyond 90 days), such
State has an effective program of medical review of the care of
patients in mental hospitals, skilled nursing facilities, and in-
termediate care facilities pursuant to paragraphs (26) and (31)
of section 1902(a) whereby the professional management of each
case is reviewed and evaluated at least annually by independ-
ent professional review teams. ".

(4) Section 1903(g) of such Act is further amended by striking out
paragraph (6) and inserting in lieu thereof the following:

"(6)(A) Recertifications required under section 1902(a)(44) shall be
conducted at least every 60 days in the case of inpatient hospital
services.

"(B) Such recertifications in the case of skilled nursing facility
services shall be conducted at least-

"(i) 30 days after the date of the initial certification,
"(ii) 60 days after the date of the initial certification,
"(iii) 90 days after the date of the initial certification, and
"(iv) every 60 days thereafter.

"(C) Such recertifications in the case of intermediate care facility
services shall be conducted at least-

"(i) 60 days after the date of the initial certification,
"(ii) 180 days after the date of the initial certification,
"(iii) 12 months after the date of the initial certification,
"(iv) 18 months after the date of the initial certification,
"(v) 24 months after the date of the initial certification, and
"(vi) every 12 months thereafter.

"(D) For purposes of determining compliance with the schedule es-
tablished by this paragraph, a recertification shall be considered to
have been done on a timely basis if it was performed not later than
10 days after the date the recertification was otherwise required and
the State establishes good cause why the physician or other person
making such recertification did not meet such schedule. ".

(b) Such section is further amended by adding at the end the fol-
lowing new paragraph:

"(7) It is the duty and responsibility of the Secretary to assure
that standards which govern the provision of care in skilled nursing
facilities and intermediate care facilities under plans approved
under this title, and the enforcement of such standards, are ade-
quate to protect the health and safety of residents and to promote
the effective and efficient use of public moneys. ".



(c) The amendments made by subsection (a) apply to calendar
quarters beginning on or after the date of the enactment of this Act,
except that, in the case of individuals admitted to skilled nursing
facilities before such date, the amendments made by this section
shall not require recertifications sooner or more frequently than
were required under the law in effect befo) e such date.

WAIVER OF CERTAIN MEMBERSHIP REQUIREMENTS FOR CERTAIN

HEALTH MAINTENANCE ORGANIZATIONS

SEC. 2364. Section 1903(m)(2) of the Social Security Act is amend-
ed-

(1) by inserting "except as provided under subparagraph (F),"
in subparagraph (A)(vi) after "(I)", and

(2) by adding at the end the following new subparagraphs:
"(E) In the case of a health maintenance organization that-

"(i) is a nonprofit organization with at least 25,000 members,
"(ii) is and has been a qualified health maintenance organi-

zation (as defined in section 1310(d) of the Public Health Serv-
ice Act) for a period of at least four years,

"(iii) provides basic health services through members of the
staff of the organization,

"(iv) is located in an area designated as medically under-
served under section 1302(7) of the Public Health Service Act,
and

"(v) previously received a waiver of the requirement described
in subparagraph (A)(ii) under section 1115,

the Secretary may modify or waive the requirement described in sub-
paragraph (A)(ii) but only if the Secretary determines that special
circumstances warrant such modification or waiver and that the or-
ganization has taken and is taking reasonable efforts to enroll indi-
viduals who are not entitled to benefits under the State plan ap-
proved under this title or under title XVIII.

"(F)(i) In the case of a contract with a health maintenance organi-
zation described in clause (ii), a State plan may restrict the period
in which requests for termination of enrollment without cause
under subparagraph (A)(vi)(I) are permitted to the first month of
each period of enrollment, each such period of enrollment not to
exceed six months in duration, but only if the State provides notifi-
cation, at least twice per year, to individuals enrolled with such or-
ganization of the right to terminate such enrollment and the restric-
tion on the exercise of this right. Such restriction shall not apply to
requests for termination of enrollment for cause.

"(ii) A health maintenance organization referred to in clause (i) is
an organization which-

"(I) is a qualified health maintenance organization (as de-
fined in section 1310(d) of the Public Health Service Act) or a
health maintenance organization which is receiving (and has
received during the previous two years) a grant of at least
$100,000 under section 329(d)(1)(A) or 330(d)(1) of the Public
Health Service Act or has received at least $100,000 (by grant,
subgrant, or subcontract) under the Appalachian Regional De-
velopment Act of 1965, and

"(II) meets the requirement of subparagraph (A)(ii). ".
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INCREASE IN MEDICAID CEILING AMOUNT FOR PUERTO RICO, THE

VIRGIN ISLANDS, GUAM, THE NORTHERN MARIANA ISLANDS, AND

AMERICAN SAMOA

SEC. 2365. (a) Section 1108(c) of the Social Security Act is amend-
ed to read as follows:

"(c) The total amount certified by the Secretary under title XIX
with respect to a fiscal year for payment to-

"(1) Puerto Rico shall not exceed $6,400,000;
"(2) the Virgin Islands shall not exceed $2,100,000;
"(3) Guam shall not exceed $2,000,000;
"(4) the Northern Mariana Islands shall not exceed $550,000;

and
"(5) American Samoa shall not exceed $1,150,000. ".

(b) The amendment made by subsection (a) shall be effective for
fiscal years beginning on or after October 1, 1983.

PAYMENT FOR PSYCHIATRIC HOSPITAL SERVICES

SEC. 2366. The provisions of section 1902(a)(13) of the Social
Security Act, insofar as they require a reduction of the amount
of payment otherwise to be made to a public psychiatric hospi-
tal due to the level of care received in such hospital, shall not
apply to payments to hospitals before July 1, 1985, and such a
reduction made for payments during the 12-month period
ending June 30, 1986, and during the 12-month period ending
June 30, 1987, shall be one-third and two-thirds, respectively, of
the amount of the reduction which would have been made with-
out regard to this section.

MANDATORY ASSIGNMENT OF RIGHTS OF PAYMENT BY MEDICAID
RECIPIENTS

SEC. 2367. (a) Section 1902(a) of the Social Security Act (as
amended by section 2303 and 2363 of this title) is amended-

(1) by striking out "and" at the end of paragraph (43);
(2) by striking out the period at the end of paragraph (44) and

inserting in lieu thereof "' and" and
(3) by inserting after paragraph (44) the following new para-

graph:
'(45) provide for mandatory assignment of rights of payment

for medical support and other medical care owed to recipients,
in accordance with section 1912. ".

(b) Section 1912(a) of such Act is amended by striking out "State
plan for medical assistance may" and inserting in lieu thereof
"State plan for medical assistance shall".

(c)(1) Except as provided in paragraph (2), the amendments made
by this section shall become effective on October 1, 1984.

(2) In the case of a State plan for medical assistance under title
XIX of the Social Security Act which the Secretary of Health and
Human Services determines requires State legislation in order for
the plan to meet the additional requirements imposed by the amend-
ments made by this section, the State plan shall not be regarded as
failing to comply with the requirements of such title solely on the
basis of its failure to meet these additional requirements before the
first day of the first calendar quarter beginning after the close of



the first regular session of the State legislature that begins after the
date of the enactment of this Act.

REQUIREMENTS FOR MEDICAL REVIEW AND INDEPENDENT

PROFESSIONAL REVIEW UNDER MEDICAID

SEC. 2368. (a) Section 1902(a)(31) of the Social Security Act is
amended to read as follows:

"(31) with respect to skilled nursing facility services (and
with respect to intermediate care facility services, where the
State plan includes medical assistance for such services) pro-
vide-

"(A) with respect to each patient receiving such services,
for a written plan of care, prior to admission to or authori-
zation of benefits in such facility, in accordance with regu-
lations of the Secretary, and for a regular program of inde-
pendent professional review (including medical evaluation)
which shall periodically review his need for such services;

"(B) with respect to each skilled nursing or intermediate
care facility within the State, for periodic onsite inspections
of the care being provided to each person receiving medical
assistance, by one or more independent professional review
teams (composed of a physician or registered nurse and
other appropriate health and social service personnel), in-
cluding with respect to each such person (i) the adequacy of
the services available to meet his current health needs and
promote his maximum physical well-being, (ii) the necessity
and desirability of his continued placement in the facility,
and (iii) the feasibility of meeting his health care needs
through alternative institutional or noninstitutional serv-
ices; and

"(C) for full reports to the State agency by each independ-
ent professional review team of the findings of each inspec-
tion under subparagraph (B), together with any recommen-
dations; ".

(b) Section 1902(a)(26) of such Act is amended to read as fol-
lows:

"(26) if the State plan includes medical assistance for inpa-
tient mental hospital services provide-

"(A) with respect to each patient receiving such services,
for a regular program of medical review (including medical
evaluation) of his need for such services, and for a written
plan of care;

"(B) for periodic inspections to be made in all mental in-
stitutions within the State by one or more medical review
teams (composed of physicians and other appropriate
health and social service personnel) of the care being pro-
vided to each person receiving medical assistance, includ-
ing (i) the adequacy of the services available to meet his
current health needs and promote his maximum physical
well-being, (ii) the necessity and desirability of his contin-
ued placement in the institution, and (iii) the feasibility of
meeting his health care needs through alternative institu-
tional or noninstitutional services; and



"(C) for full reports to the State agency by each medical
review team of the findings of each inspection under subpara-
graph (B), together with any recommendations;".

(c) The amendments made by this section shall become effec-
tive on the date of the enactment of this Act.

FLEXIBILITY IN SETTING PAYMENT RATES FOR HOSPITALS FURNISHING

LONG-TERM CARE SERVICES UNDER MEDICAID

SEC. 2369. (a)(1) Section 1913(b)(1) of the Social Security Act is
amended by striking out "Payment" and inserting in lieu thereof
"Except as provided in paragraph (3), payment".

(2) Section 1913(b) of such Act is amended by adding at the end
thereof the following new paragraph:

"(3) Payment to all such hospitals, for any skilled nursing or
intermediate care facility services furnished pursuant to subsection
(a), may be made at a payment rate established by the State in
accordance with the requirements of section 1902(a)(13)(A). ".

(b) The amendments made by this section shall apply to payments
for services furnished after the date of the enactment of this Act.

AUTHORITY OF THE SECRETARY TO ISSUE AND ENFORCE SUBPOENAS

UNDER MEDICAID

SEC. 2370. (a) Title XIX of the Social Security Act is amended by
adding at the end thereof the following new section:

"APPLICATION OF PROVISIONS OF TITLE II RELATING TO SUBPOENAS

SEC. 1918. The provisions of subsections (d) and (e) of section 205 of
this Act shall apply with respect to this title to the same extent as they
are applicable with respect to title II. ".

(b) The amendment made by this section shall become effective on
the date of the enactment of this Act.

MEDICAID CLINIC ADMINISTRATION

SEC. 2371. (a) Section 1905(a)(9) of the Social Security Act is
amended to read as follows:

"(9) clinic services furnished by or under the direction of a
physician, without regard to whether the clinic itself is admin-
istered by a physician;".

(b) The amendment made by subsection (a) shall apply to services
furnished on or after the date of the enactment of this Act.

INCREASE IN AUTHORIZATION FOR MATERNAL AND CHILD HEALTH

BLOCK GRANT

SEC. 2372. (a) Section 501(a) of the Social Security Act is amended
by striking out "$373,000,000 for fiscal year 1982 and for each fiscal
year thereafter" and inserting in lieu thereof "$478,000,000 for fiscal
year 1984 and each fiscal year thereafter"

(b) The amendment made by subsection (a) shall be effective for
fiscal years beginning on or after October 1, 1983.



MISCELLANEOUS TECHNICAL AMENDMENTS

SEC. 2373. (a)(1) Section 503(a) of the Social Security Act is
amended by. striking out "section 203 of the Intergovernmental Co-
operation Act of 1968 (42 U.S.C. 4213)" and inserting in lieu thereof
section 6503(a) of title 31, United States Code".
(2) Section 506(d)(3) of such Act is amended by striking out "sec-

tion 202 of the Intergovernmental Cooperation Act of 1968 (42 U.S.C.
4212)" and inserting in lieu thereof "section 6503(b) of title 31,
United States Code".

(b)(1) Section 1902(a)(9) of such Act is amended by indenting sub-
paragraph (C) two additional ems so as to align its left margin with
the left margin of subparagraph (B).

(2) Section 1902(a)(10) of such Act is amended by indenting sub-
paragraph (A) (and each of its clauses and subclauses) two addition-
al ems so as to align its left margin (before clause (i)) with the left
margin of subparagraph (B).
(3) Section 1902(a)(13)(A) of such Act is amended by striking out

"(A)" and all that follows through "hospital" the first place it ap-
pears and inserting in lieu thereof "(A) for payment (except where
the State, agency is subject to an order under section 1914) of the
hospital".

(4) Section 1902(a)(20)(B) of such Act is amended by striking out
'"periodical" and inserting in lieu thereof '"periodic".

(5) Section 1902(a)(20)(C) of such Act is amended by striking out ",

section 603(a)(1)(A) (i) and (ii), ".
(6) Section 1902(a)(26)(B)(ii) of such Act is amended by striking out

"homes" and inserting in lieu thereof "facilities".
(7) Section 1902(a)(33)(A) of such Act is amended by striking out

'penultimate sentence" and inserting in lieu thereof "second sen-
tence "

(8) Section 1902(a)(42)(B) of such Act is amended by striking out
'part"and inserting in lieu thereof "title".

(9) Section 1902(a) of such Act is amended by striking out "For
purposes of paragraphs (9)(A)" and all that follows through "do not
include" in the last sentence of the third to last paragraph and in-
serting in lieu thereof "The provisions of paragraphs (9)(A), (31),
and (33) and of section 1903(i)(4) shall not apply to".

(10) Section 1902(f) of such Act is amended by striking out "clause
(10)(A)" and "clause (10)(C)" and inserting in lieu thereof '"para-
graph (10)(A)" and "paragraph (10)(C)" respectively, each place each
appears.

(11) Section 1903(g)(4)(B) of such Act is amended-
(A) by striking out "paragraph (26)" and inserting in lieu

thereof '"paragraphs (26)'" and
(B) by striking out "deligence" and inserting in lieu thereof

"diligence ".
(12) Section 1903(m)(2)(B)(i) of such Act is amended-

(A) by striking out "WI)" before "for the period'
(B) by striking out "of such section" in subclause (II) and in-

serting in lieu thereof "of section 1905(a)", and
(C) by striking out "peroid" and inserting in lieu thereof

'"period ".



(13) Section 1903(m)(2) of such Act is amended by aligning sub-
paragraph (C) flush with the left margin.

(14) Section 1903(s)(3)(B) of such Act is amended by striking out
"nonfederal" and inserting in lieu thereof "non-Federal ".

(15) Section 1905(a)(4) of such Act is amended by inserting a semi-
colon before "(B)".

(16) Section 1905(a)(17) of such Act is amended by striking out
"he" and inserting in lieu thereof "the nurse-midwife" each place it
appears.

(17) The last sentence of section 1905(a) of such Act is amended by
striking out "clauses (vi)" and inserting in lieu thereof "clause (vi)",
and by striking out "well being" and inserting in lieu thereof "well-
being".

(18) The second sentence of section 1905(b) of such Act is amended
by striking out everything that follows "the provisions of" and in-
serting in lieu thereof "section 1101(a)(8)(B). ".

(19) Section 1905(d)(1) of such Act is amended by striking out
"which meet" and inserting in lieu thereof "the institution meets".

(20) Section 1905(m) of such Act is amended by striking out "he"
each place it appears and inserting in lieu thereof "the nurse".

(21) Section 1915(c)(1) of such Act is amended by striking out
"under this part" and inserting in lieu thereof "under this title".

(c)(1) The Secretary of Health and Human Services shall not take
any compliance, disallowance, penalty, or other regulatory action
against a State during the moratorium period described in para-
graph (2) by reason of such State's plan under title XIX of the
Social Security Act being determined to be in violation of section
1902(a)(10)(C)(i)(III) of such Act on account of such plan's having a
standard or methodology which the Secretary interprets as being
less restrictive than the standard or methodology required under
such section.

(2) The moratorium period is the period beginning on the date of
the enactment of this Act and ending 18 months after the date on
which the Secretary submits the report required under paragraph
(3).

(3) The Secretary shall report to the Congress within 12 months
after the date of the enactment of this Act with respect to the appro-
priateness, and impact on States and recipients of medical assist-
ance, of applying standards and methodologies utilized in cash as-
sistance programs to those recipients of medical assistance who do
not receive cash assistance, and any recommendations for changes
in such requirements.

(4) No provision of law shall repeal or suspend the moratorium
imposed by this subsection unless such provision specifically amends
or repeals this subsection.



Subtitle C-Recovery of Hill-Burton Funds

RECOVERY OF HILL-BURTON FUNDS

SEC. 2381. (a) Section 609 of the Public Health Service Act is

amended to read as follows:
"RECOVERY

SEC. 609. (a) If any facility with respect to which funds have been
paid under section 606 shall, at any time within 20 years after the
completion of construction or modernization-

"(1) be sold or transferred to any entity (A) which is not
qualified to file an application under section 605, or (B) which
is not approved as a transferee by the State agency designated
pursuant to section 604, or its successor, or

"(2) cease to be a public health center or a public or other
nonprofit hospital, outpatient facility, facility for long-term
care, or rehabilitation facility,

the United States shall be entitled to recover, whether from the
transferor or the transferee (or, in the case of a facility which has
ceased to be public or nonprofit, from the owners thereof) an amount
determined under subsection (c).

"(b) The transferor of a facility which is sold or transferred as de-
scribed in subsection (a)(1), or the owner of a facility the use of
which is changed as described in subsection (a)(2), shall provide the
Secretary written notice of such sale, transfer, or change not later
than the expiration of 10 days from the date on which such sale,
transfer, or change occurs.

"(c)(1) Except as provided in paragraph (2), the amount the United
States shall be entitled to recover under subsection (a) is an amount
bearing the same ratio to the then value (as determined by the
agreement of the parties or in an action brought in the district court
of the United States for the district for which the facility involved
is situated) of so much of the facility as constituted an approved
project or projects as the amount of the Federal participation bore to
the cost of the construction or modernization of such project or
projects.

"(2)(A) After the expiration of-
"(i) 180 days after the date of the sale, transfer, or change of

use for which a notice is required by subsection (b), in the case
of a facility which is sold or transferred or the use of which
changes after the date of the enactment of this subsection, or

"(ii) thirty days after the date of the enactment of this subsec-
tion or if later 180 days after the date of the sale, transfer, or
change of use for which a notice is required by subsection (b), in
the case of a facility which was sold or transferred or the use of
which changed before the date of the enactment of this subsec-
tion.

the amount which the United States is entitled to recover under
paragraph (1) with respect to a facility shall be the amount pre-
scribed by paragraph (1) plus interest, during the period described in
subparagraph (B), at a rate (determined by the Secretary) based on



the average of the bond equivalent of the weekly ninety-day Treas-
ury bill auction rate.

"(B) The period referred to in subparagraph (A) is the period be-
ginning-

"(i) in the case of a facility which was sold or transferred or
the use of which changed before the date of the enactment of
this subsection, thirty days after such date or if later 180 days
after the date of the sale, transfer, or change of use for which a
notice is required by subsection (b),

"(ii) in the case of a facility with respect to which notice is
provided in accordance with subsection (b), upon the expiration
of 180 days after the receipt of such notice, or

"(iii) in the case of a facility with respect to which such
notice is not provided as prescribed by subsection (b), on the
date of the sale, transfer, or change of use for which such notice
was to be provided,

and ending on the date the amount the United States is entitled to
under paragraph (1) is collected.

"(d)(1) The Secretary may waive the recovery rights of the United
States under subsection (a)(1) with respect to a facility in any State
if the Secretary determines, in accordance with regulations, that the
entity to which the facility was sold or transferred-

"(A) has established an irrevocable trust-
"(i) in an amount equal to the greater of twice the cost of

the remaining obligation of the facility under clause (2) of
section 603(e) or the amount, determined under subsection
(c), that the United States is entitled to recover, and

"(ii) which will only be used by the entity to provide the
care required by clause (2) of section 603(e); and

"(B) will meet the obligation of the facility under clause (1) of
section 603(e).

"(2) The Secretary may waive the recovery rights of the United
States under subsection (a)(2) with respect to a facility in any State
if the Secretary determines, in accordance with regulations, that
there is good cause for waiving such rights with respect to such fa-
cility.

"(e) The right of recovery of the United States under subsection (a)
shall not constitute a lien on any facility with respect to which
funds have been paid under section 606. ".

(b) Section 1622 of such Act is amended to read as follows:

"RECOVERY

"SEC. 1622. (a) If any facility with respect to which funds have
been paid under this title shall, at any time within 20 years after
the completion of construction or modernization-

"(1) be sold or transferred to any entity (A) which is not
qualified to file an application under section 1621 or 1642 or (B)
which is not approved as a transferee by the State Agency of the
State in which such facility is located, or its successor, or

"(2) cease to be a public health center or a public or other
nonprofit hospital, outpatient facility, facility for long-term
care, or rehabilitation facility,



the United States shall be entitled to recover, whether from the
transferor or the transferee (or, in the case of a facility which has
ceased to be public or nonprofit, from the owners thereof) an amount
determined under subsection (c).

"(b) The transferor of a facility which is sold or transferred as de-
scribed in subsection (a)(1), or the owner of a facility the use of
which is changed as described in subsection (a)(2), shall provide the
Secretary written notice of such sale, transfer, or change not later
than the expiration of 10 days from the date on which such sale,
transfer, or change occurs.

"(c)(1) Except as provided in paragraph (2), the amount the United
States shall be entitled to recover under subsection (a) is an amount
bearing the same ratio to the then value (as determined by the
agreement of the parties or in an action brought in the district court
of the United States for the district for which the facility involved
is situated) of so much of the facility as constituted an approved
project or projects as the amount of the Federal participation bore to
the cost of the construction or modernization of such project or
projects.

"(2)(A) After the expiration of-
"(i) 180 days after the date of the sale, transfer, or change of

use for which a notice is required by subsection (b) in the case
of a facility which is sold or transferred or the use of which
changes after the date of the enactment of this subsection, or

"(ii) thirty days after the date of enactment of this subsection
or if later 180 days after the date of the sale, transfer, or
change of use for which a notice is required by subsection (b), in
the case of a facility which was sold or transferred or the use of
which changed before the date of the enactment of this subsec-
tion,

the amount which the United States is entitled to recover under
paragraph (1) with respect to a facility shall be the amount pre-
scribed by paragraph (1) plus interest, during the period described in
subparagraph (B), at a rate (determined by the Secretary) based on
the average of the bond equivalent of the weekly 90-day Treasury
bill auction rate.

"(B) The period referred to in subparagraph (A) is the period be-
ginning-

"(i) in the case of a facility which was sold or transferred or
the use of which changed before the date of the enactment of
this subsection, thirty days after such date or if later 180 days
after the date of the sale, transfer, or change of use for which a
notice is required by subsection (b).

"(ii) in the case of a facility with respect to which notice is
provided in accordance with subsection (b), upon the expiration
of 180 days after the receipt of such notice, or

"(iii) in the case of a facility with respect to which such
notice is not provided as prescribed by subsection (b), on the
date of the sale, transfer, or changessation for which such
notice was to be provided,

and ending on the date the amount the United States is entitled to
under paragraph (1) is collected.

"(d)(1) The Secretary may waive the recovery rights of the United
States under subsection (a)(1) with respect to a facility in any State



if the Secretary determines, in accordance with regulations, that the
entity to which the facility was sold or transferred-

"(A) has established an irrevocable trust-
"(i) in an amount equal to the greater of twice the cost of

the remaining obligation of the facility under clause (ii) of
section 1621(b)(1)(K) or the amount, determined under sub-
section (c), that the United States is entitled to recover, and

"(ii) which will only be used by the entity to provide the
care required by clause (ii) of section 1621(b)(1)(K); and

"(B) will meet the obligation of the facility under clause (i) of
section 1621(b)(1)(K).

"(2) The Secretary may waive the recovery rights of the United
States under subsection (a)(2) with respect to a facility in any State
if the Secretary determines, in accordance with regulations, that
there is good cause for waiving such rights with respect to such fa-
cility.

"(e) The right of recovery of the United States under subsection (a)
shall not constitute a lien on any facility with respect to which
funds have been paid under this title. ".

(c) Not later than the expiration of the one-hundred-and-eighty-
day period beginning on the date of the enactment of this section,
the Secretary shall have in effect regulations and personnel to place
in effect the amendments made by this section.

Subtitle D-Uncompensated Services Provided by
Skilled Nursing Facilities and Intermediate
Care Facilities

STUDY

SEC. 2391. (a) The Secretary of Health and Human Services shall
conduct a study relating to compliance with sections 603(e)(2) and
1621(b)(1)(K)(ii) of the Public Health Service Act (as such sections
were in effect on September 30, 1979) to determine whether the regu-
lations implementing such sections should distinguish between hos-
pitals and long-term care facilities assisted under titles VI and XVI
of such Act. Not later than January 1, 1985, the Secretary shall
transmit to the Congress a report of the results of the study.

(b) Subsection (a) shall take effect October 1, 1984.

TITLE IV-SMALL BUSINESS PROGRAMS

SBA DISASTER LOANS

SEC. 2401. Section 18(a) of the Small Business Act is amended by
striking out "October 1, 1986" and by inserting in lieu thereof "Oc-
tober 1, 1987".



TITLE V- VETERANS' PROGRAMS

PART A-COST SA VINGS UNDER THE VETERANS'
ADMINISTRATION PENSION PROGRAM

EFFECTIVE DATE FOR A WARD OF PENSION FOR NON-SERVICE-
CONNECTED DISABILITY OR DEATH

SEC. 2501. (a)(1) Subsection (b)(3) of section 3010 of title 38, United
States Code, is amended-

(A) by inserting "(A)" after "(3)'"
(B) by inserting "described in subparagraph (B) of this para-

graph" after "to a veteran "
(C) by striking out "an application therefor is received" and

inserting in lieu thereof "the veteran applies for a retroactive
award"- and

(D) by adding at the end the following new subparagraph:
"(B) A veteran referred to in subparagraph (A) of this paragraph

is a veteran who is permanently and totally disabled and who is
prevented by a disability from applying for disability pension for a
period of at least 30 days beginning on the date on which the veter-
an became permanently and totally disabled. ".

(2) Subsection (d) of such section is amended to read as follows:
"(d)(1) The effective date of an award of death compensation or

dependency and indemnity compensation for which application is
received within one year from the date of death shall be the first
day of the month in which the death occurred.

"(2) The effective date of an award of death pension for which ap-
plication is received within 45 days from the date of death shall be
the first day of the month in which the death occurred. ".

(b) The amendments made by subsection (a)(1) and the provisions
of paragraph (2) of section 3010(d) of title 38, United States Code, as
added by subsection (a)(2), shall take effect with respect to applica-
tions that are first received after September 30, 1984, for benefits
under chapter 15 of title 38, United States Code.

PART B-ACTIONS TO INCREASE RECEIPTS AND REDUCE
COSTS UNDER THE VETERANS' ADMINISTRATION HOME-
LOAN GUARANTY PROGRAM

INCREASE IN FEE FOR HOME LOANS GUARANTEED BY THE VETERANS'
ADMINISTRATION AND EXTENSION OF FEE TO VENDEE LOANS

SEC. 2511. (a) Section 1829 of title 38, United States Code, is
amended-

(1) in subsection (a)-
(A) by inserting "and from each person obtaining a loan

from the Administrator to finance the purchase of real
property from the Administrator," after "under this chap-
ter, "

(B) by striking out "one-half of'" and
(C) by striking out "to the veteran" after "in the loan'7

(2) by striking out subsection (c); and



(3) by redesignating subsection (d) as subsection (c) and strik-
ing out "September 30, 1985" in such subsection and inserting
in lieu thereof "September 30, 1987".

(b) Section 1824(c) of such title is amended by striking out "and
(2)" and inserting in lieu thereof "(2) amounts received by the Ad-
ministrator as fees collected under section 1829 of this title, and
(3)".

(c)(1) The amendments made by subsection (a)(1) shall apply with
respect to loans closed after the end of the 30-day period beginning
on the date of the enactment of this Act.

(2) The amendments made by subsections (a)(2) and (b) shall apply
with respect to loans closed on or after the date of the enactment of
this Act.

(3) The amendment made by subsection (a)(3) shall take effect on
the date of the enactment of this Act.

ACTIONS TO REDUCE COSTS UNDER HOME-LOAN PROGRAM

SEC. 2512. (a) Section 1816 of title 38, United States Code, is
amended-

(1) in subsection (a)-
(A) by designating the first sentence as paragraph (1), the

second and third sentences as paragraph (2), and the fourth
sentence as paragraph (3);

(B) by striking out "Administrator who shall thereupon"
in paragraph (1) (as so designated) and inserting in lieu
thereof 'Administrator of such default. Upon receipt of
such notice, the Administrator may, subject to subsection (c)
of this section, " and

(C) by striking out "guaranteed, and shall" in paragraph
(1) (as so designated) and inserting in lieu thereof "guaran-
teed. If the Administrator makes such a payment, the Ad-
ministrator shall '. and

(2) by adding at the end the following new subsections:
"(c)(1) For purposes of this subsection-

"(A) The term 'defaulted loan' means a loan that is guaran-
teed under this chapter, that was made for a purpose described
in section 1810(a) of this title, and that is in default.

"(B) The term 'liquidation sale' means a judicial sale or
other disposition of real property to liquidate a defaulted loan
that is secured by such property.

"(C) The term 'net value', with respect to real property, means
the amount equal to (i) the fair market value of the property,
minus (ii) the total of the amounts which the Administrator es-
timates the Administrator would incur (if the Administrator
were to acquire and dispose of the property) for property taxes,
assessments, liens, property maintenance, property improvement,
administration, resale, and other costs resulting from the acqui-
sition and disposition of the propert.

"(D) The term 'total indebtedness, with respect to a defaulted
loan, means the amount equal to the total of (i) the unpaid
principal of the loan, (ii) the interest on the loan as of the date
of the liquidation sale of the property securing the loan (or such
earlier date following the expiration of a reasonable period of



time for such sale to occur as the Administrator may specify
pursuant to regulations prescribed by the Administrator to im-
plement this subsection), and (iii) such reasonably necessary
and proper charges (as specified in the loan instrument and per-
mitted by such regulations) associated with liquidation of the
loan, including advances for taxes, insurance, and maintenance
or repair of the real property securing the loan.

"(2)(A) Except as provided in subparagraph (B) of this paragraph,
this subsection applies to any case in which the holder of a default-
ed loan undertakes to liquidate the loan by means of a liquidation
sale.

"(B) This subsection does not apply to a case in which the Admin-
istrator proceeds under subsection (a)(2) of this section.

"(3)(A) Before carrying out a liquidation sale of real property se-
curing a defaulted loan, the holder of the loan shall notify the Ad-
ministrator of the proposed sale. Such notice shall be provided in
accordance with regulations prescribed by the Administrator to im-
plement this subsection.

"(B) After receiving a notice described in subparagraph (A) of this
paragraph, the Administrator shall determine the net value of the
property securing the loan and the amount of the total indebtedness
under the loan and shall notify the holder of the loan of the deter-
mination of such net value.

"(4) A case referred to in paragraphs (5), (6), and (7) of this subsec-
tion as being described in this paragraph is a case in which the net
value of the property securing a defaulted loan exceeds the amount
of the total indebtedness under the loan minus the amount guaran-
teed under this chapter.

"(5) In a case described in paragraph (4) of this subsection, if the
holder of the defaulted loan acquires the property securing the loan
at a liquidation sale for an amount that does not exceed the lesser
of the net value of the property or the total indebtedness under the
loan-

"(A) the holder shall have the option to convey the property to
the United States in return for payment by the Administrator
of an amount equal to the lesser of such net value or total in-
debtedness; and

"(B) the liability of the United States under the loan guaran-
ty under this chapter shall be limited to the amount of such
total indebtedness minus the net value of the property.

"(6) In a case described in paragraph (4) of this subsection, if the
holder of the defaulted loan either does not acquire the property se-
curing the loan at the liquidation sale or acquires the property at
such sale for an amount that exceeds the lesser of the net value of
the property or the total indebtedness under the loan-

"(A) the Administrator may not accept conveyance of the
property except as provided in paragraph (7) of this subsection;
and

"(B) the liability of the United States under the loan guaran-
ty under this chapter shall be limited to the amount equal to (i)
the amount of such total indebtedness, minus (ii) the amount
realized by the holder incident to the sale or the net value of
the property, whichever is greater.
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"(7) In a case described in paragraph (4) of this subsection, if the
holder of the defaulted loan acquires the property securing the loan
at the liquidation sale for an amount that exceeds the lesser of the
total indebtedness under the loan or the net value and that was the
minimum amount for which, under applicable State law, the prop-
erty was permitted to be sold at the liquidation sale-

"(A) the Administrator may accept conveyance of the property
to the United States for a price not exceeding the lesser of the
amount for which the holder acquired the property or the total
indebtedness under the loan; and

"(B) the liability of the United States under the loan guaran-
ty under this chapter is as provided in paragraph (6)(B) of this
subsection.

"(8) If the net value of the property securing a defaulted loan is
not greater than the amount of the total indebtedness under the
loan minus the amount guaranteed under this chapter-

"(A) the Administrator may not accept conveyance of the
property from the holder of the loan; and

"(B) the liability of the United States under the loan guaran-
ty shall be limited to the amount of the total indebtedness
under the loan minus the amount realized by the holder of the
loan incident to the sale at a liquidation sale of the property.

"(9) In no event may the liability of the United States under a
guaranteed loan exceed the amount guaranteed with respect to that
loan under section 1803(b) of this title. All determinations under
this subsection of net value and total indebtedness shall be made by
the Administrator.

"(d)(1) Of the number of purchases made during any fiscal year of
real property acquired by the Administrator as the result of a de-
fault on a loan guaranteed under this chapter for a purpose de-
scribed in section 1810(a) of this title, not more than 75 percent, nor
less than 60 percent, of such purchases may be financed by a loan
made by the Administrator. The maximum percentage stated in the
preceding sentence may be increased to 80 percent for any fiscal year
if the Administrator determines that such an increase is necessary
in order to maintain the effective functioning of the loan guaranty
program.

"(2) In carrying out paragraph (1) of this subsection, the Adminis-
trator, to the maximum extent consistent with that paragraph and
with maintaining the effective functioning of the loan guaranty pro-
gram under this chapter, shall minimize the number of loans made
by the Administrator to finance purchases of real property from the
Administrator described in that paragraph.

"(3) Notes securing such loans may be sold with recourse only to
the extent that the Administrator determines that selling such notes
with recourse is necessary in order to maintain the effective func-
tioning of the loan guaranty program under this chapter. ".

(b)(1) Subchapter III of chapter 37 of title 38, United States Code,
is amended by adding at the end the following new section:
"0183 0.Use of attorneys in court

"(a) Within 180 days after the date of the enactment of this sec-
tion, the Administrator shall take appropriate steps to authorize at-
torneys employed by the Veterans' Administration to exercise the



right of the United States to bring suit in court to foreclose a loan
made or acquired by the Administrator under this chapter and to
recover possession of any property acquired by the Administrator
under this chapter. With the concurrence of the Attorney General of
the United States, the Administrator may acquire the services of at-
torneys, other than those who are employees of the Veterans'Admin-
istration, to exercise that right. The activities of attorneys in bring-
ing suit under this section shall be subject to the direction and su-
pervision of the Attorney General and to such terms and conditions
as the Attorney General may prescribe.

"(b) Nothing in this section derogates from the authority of the
Attorney General under sections 516 and 519 of title 28 to direct
and supervise all litigation to which the United States or an agency
or officer of the United States is a party."

(2) The table of sections at the beginning of such chapter is
amended by inserting after the item relating to section 1829 the fol-
lowing new item:

"1830. Use of attorneys in court.".
(c)(1) The amendments made by subsection (a) shall take effect on

October 1, 1984.
(2) Subsections (c) and (d) of section 1816 of title 38, United States

Code (as added by subsection (a) of this section), shall cease to have
effect on October 1, 1987.
(3) The amendments made by subsection (b) shall take effect on

the date of the enactment of this Act.
(d) Not later than 180 days after the date of the enactment of this

Act, the Administrator of Veterans'Affairs and the Attorney Gener-
al of the United States shall submit to the appropriate committees
of the Congress a joint report that-

(1) describes and explains the actions taken by the Adminis-
trator and the Attorney General to implement section 1830 of
title 38, United States Code, as added by subsection (b); and

(2) sets forth their views with respect to the advisability of ac-
tions, pursuant to the second sentence of subsection (a) of such
section, to employ private attorneys to bring actions described in
that section.

(e)(1) Not later than December 1, 1986, the Administrator of Veter-
ans'Affairs shall submit to the Committees on Veterans'Affairs of
the Senate and House of Representatives a report on the administra-
tion and functioning of the loan guaranty program conducted by the
Veterans'Administration under chapter 37 of title 28, United States
Code, and the status of the Veterans' Administration Loan Guaran-
ty Revolving Fund established under section 1824(a) of such title.

(2) The report shall include-
(A) a description of the actions taken by the Administrator

during the period beginning on June 1, 1984, and ending on
September 30, 1986, and the actions planned as of September 30,
1986 (together with a schedule for completing any actions
planned), to maintain the effective functioning of that program
and to ensure the solvency of the Fund, including actions with
respect to the acquisition of properties following liquidation
sales, the making of loans (known as "vendee loans'9 to finance
the sale of properties so acquired, the quality of property ap-



praisals by the Veterans' Administration, and assessments of
home-buyer credit worthiness;

(B) the Administrator's evaluation of the effects of the
amendments made by subsection (a) (relating to acquisition of
properties after liquidation sales and to vendee loans), includ-
ing the Administrator's evaluation of the effects of subsection
(d) of section 1816 of title 38, United States Code (as added by
subsection (a)(2)) (relating to vendee loans), on the operation and
effective functioning of such program; and

(C) the recommendations of the Administrator regarding any
need for administrative or legislative action with respect to
such program, including the Administrator's recommendations
as to whether or not subsection (c)(2) (providing for the termina-
tion of provisions relating to the acquisition of properties and to
vendee loans) should be amended.
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Subtitle A-Improvements in OASDI Program

SOCIAL SECURITY COVERAGE FOR FEDERAL EMPLOYEES; TREATMENT OF

LEGISLATIVE BRANCH EMPLOYEES NOT COVERED BY CIVIL SERVICE
RETIREMENT SYSTEM

SEC. 2601. (a)(1) Section 210(a)(5)(B) of the Social Security Act is
amended to read as follows:

"(B) is performed by an individual who-
"(i) has been continuously performing service de-

scribed in subparagraph (A) since December 31, 1983,
and for purposes of this clause-

"(I) if an individual performing service described
in subparagraph (A) returns to the performance of
such service after being separated therefrom for a
period of less than 366 consecutive days, regardless
of whether the period began before, on, or after De-
cember 31, 1983, then such service shall be consid-
ered continuous,

"(II) if an individual performing service de-
scribed in subparagraph (A) returns to the perform-
ance of such service after being detailed or trans-
ferred to an international organization as de-
scribed under section 3343 of subchapter III of
chapter 33 of title 5, United States Code, or under
section 3581 of chapter 35 of such title, then the
service performed for that organization shall be
considered service described in subparagraph (A),



"(III) if an individual performing service de-
scribed in subparagraph (A) is reemployed or rein-
stated after being separated from such service for
the purpose of accepting employment with the
American Institute of Taiwan as provided under
section 3310 of chapter 48 of title 22, United States
Code, then the service performed for that Institute
shall be considered service described in subpara-
graph (A), and

"(IV) if an individual performing service de-
scribed in subparagraph (A) returns to the perform-
ance of such service after performing service as a
member of a uniformed service (including, for pur-
poses of this clause, service in the National Guard
and temporary service in the Coast Guard Reserve)
and after exercising restoration or reemployment
rights as provided under chapter 43 of title 38,
United States Code, then the service so performed
as a member of a uniformed service shall be con-
sidered service described in subparagraph (A); or

"(ii) is receiving an annuity from the Civil Service
Retirement and Disability Fund, or benefits (for service
as an employee) under another retirement system estab-
lished by a law of the United States for employees of
the Federal Government (other than for members of the
uniformed services);".

(2) Section 210(a)(5) of such Act is further amended (in the matter
which follows "except that this paragraph shall not apply with re-
spect to-")-

(A) by striking out "(i)", "(ii)" "(iii" "(iv)", and "(v)" and
inserting in lieu thereof "(C)", "(D)", "(E)", "(F)", and "(G)", re-
spectively;

(B) by striking out "(I)", "(II)", and "(III)" and inserting in
lieu thereof "(i)', "(ii)", and "(iii)", respectively; and

(C) by striking out subparagraph (G) (as redesignated by sub-
paragraph (A) of this paragraph) and inserting in lieu thereof
the following:

"(G) Any other service in the legislative branch of the
Federal Government if such service-

"(i) is performed by an individual who was not sub-
ject to subchapter III of chapter 83 of title 5, United
States Code, or to another retirement system estab-
lished by a law of the United States for employees of
the Federal Government (other than for members of the
uniformed services), on December 31, 1983, or

'(ii) is performed by an individual who has, at any
time after December 31, 198, received a lump-sum pay-
ment under section 8342(a) of title 5, United States
Code, or under the corresponding provision of the law
establishing the other retirement system described in
clause i), or

"(iii) is performed by an individual after such indi-
vidual has otherwise ceased to be subject to subchapter
III of chapter 83 of title 5, United States Code (without



having an application pending for coverage under such
subchapter), while performing service in the legislative
branch (determined without regard to the provisions of
subparagraph (B) relating to continuity of employ-
ment), for any period of time after December 31, 1983,

and for purposes of this subparagraph (G) an individual is
subject to such subchapter III or to any such other retire-
ment system at any time only if (a) such individual's pay is
subject to deductions, contributions, or similar payments
(concurrent with the service being performed at that time)
under section 8334(a) of such title 5 or the corresponding
provision of the law establishing such other system, or (in a
case to which section 8332(k)(1) of such title applies) such
individual is making payments of amounts equivalent to
such deductions, contributions, or similar payments while
on leave without pay, or (b) such individual is receiving an
annuity from the Civil Service Retirement and Disability
Fund, or is receiving benefits (for service as an employee)
under another retirement system established by a law of the
United States for employees of the Federal Government
(other than for members of the uniformed services); ".

(b)(1) Section 3121(b)(5)(B) of the Internal Revenue Code of 1954 is
amended to read as follows:

"(B) is performed by an individual who-
"(i) has been continuously performing service de-

scribed in subparagraph (A) since December 31, 1983,
and for purposes of this clause-

"(I) if an individual performing service described
in subparagraph (A) returns to the performance of
such service after being separated therefrom for a
period of less than 366 consecutive days, regardless
of whether the period began before, on, or after De-
cember 31, 1983, then such service shall be consid-
ered continuous,

"(II) if an individual performing service de-
scribed in subparagraph (A) returns to the perform-
ance of such service after being detailed or trans-
ferred to an international organization as de-
scribed under section 3343 of subchapter III of
chapter 33 of title 5, United States Code, or under
section 3581 of chapter 35 of such title, then the
service performed for that organization shall be
considered service described in subparagraph (A),
"(If) if an individual performing service de-

scribed in subparagraph (A) is reemployed or rein-
stated after being separated from such service for
the purpose of accepting employment with the
American Institute in Taiwan as provided under
section 3310 of chapter 48 of title 22, United States
Code, then the service performed for that Institute
shall be considered service described in subpara-
graph (A), and

"(IV) if an individual performing service de-
scribed in subparagraph (A) returns to the perform-



ance of such service after performing service as a
member of a uniformed service (including, for pur-
poses of this clause, service in the National Guard
and temporary service in the Coast Guard Reserve)
and after exercising restoration or reemployment
rights as provided under chapter 43 of title 38,
United States Code, then the service so performed
as a member of a uniformed service shall be con-
sidered service described in subparagraph (A); or

"(ii) is receiving an annuity from the Civil Service
Retirement and Disability Fund, or benefits (for service
as an employee) under another retirement system estab-
lished by a law of the United States for employees of
the Federal Government (other than for members of the
uniformed service);".

(2) Section 3121(b)(5) of such Code is further amended (in the
matter which follows "except that this paragraph shall not apply
with respect to-")-

(A) by striking out "(i)', "(ii)", "(iii)", "(iv), and "(v)" and
inserting in lieu thereof "(C), "(D)', "(E)", "(F)" and "(G)", re-
spectively;

(B) by striking out "(I)", "(II)", and "(I)" and inserting in
lieu thereof "(i)', "(ii)", "(iii)", respectively; and

(C) by striking out subparagraph (G) (as redesignated by sub-
paragraph (A) of this paragraph) and inserting in lieu thereof
the following:

"(G) any other service in the legislative branch of the
Federal Government if such service-

"(i) is performed by an individual who was not sub-
ject to subchapter III of chapter 83 of title 5, United
States Code, or to another retirement system estab-
lished by a law of the United States for employees of
the Federal Government (other than for members of the
uniformed services), on December 31, 1983, or

'(ii) is performed by an individual who has, at any
time after December 31, 1983, received a lump-sum pay-
ment under section 8342(a) of title 5, United States
Code, or under the corresponding provision of the law
establishing the other retirement system described in
clause (i), or

"(iii) is performed by an individual after such indi-
vidual has otherwise ceased to be subject to subchapter
III of chapter 83 of title 5, United States Code (without
having an application pending for coverage under such
subchapter), while performing service in the legislative
branch (determined without regard to the provisions of
subparagraph (B) relating to continuity of employ-
ment), for any period of time after December 31, 1983,

and for purposes of this subparagraph (G) an individual is
subject to such subchapter III or to any such other retire-
ment system at any time only if (a) such individual's pay is
subject to deductions, contributions, or similar payments
(concurrent with the service being performed at that time)
under section 8334(a) of such title 5 or the corresponding



provision of the law establishing such other system, or (in a
case to which section 8332(k)(1) of such title applies) such
individual is making payments of amounts equivalent to
such deductions, contributions, or similar payments while
on leave without pay, or (b) such individual is receiving an
annuity from the Civil Service Retirement and Disability
Fund, or is receiving benefits (for service as an employee)
under another retirement system established by a law of the
United States for employees of the Federal Government
(other than for members of the uniformed services);".

(c) For purposes of section 210(a)(5)(G) of the Social Security Act
and section 3121(b)(5)(G) of the Internal Revenue Code of 1954, an
individual shall not be considered to be subject to subchapter III of
chapter 83 of title 5, United States Code, if he is contributing a re-
duced amount by reason of the Federal Empoyees' Retirement Con-
tribution Temporary Adjustment Act of 1983.

(d)(1) Any individual who-
(A) was subject to subchapter III of chapter 83 of title 5,

United States Code, or to another retirement system established
by a law of the United States for employees of the Federal Gov-
ernment (other than for members of the uniformed services), on
December 31, 1983 (as determined for purposes of section
210(a)(5)(G) of the Social Security Act), and

(B)(i) received a lump-sum payment under section 8342(a) of
such title 5, or under the corresponding provision of the law es-
tablishing the other retirement system described in subpara-
graph (A), after December 31, 1983, and prior to June 15, 1984,
or received such a payment on or after June 15, 1984, pursuant
to an application which was filed in accordance with such sec-
tion 8342(a) or the corresponding provision of the law establish-
ing such other retirement system prior to that date, or

(ii) otherwise ceased to be subject to subchapter III of chapter
83 of title 5, United States Code, for a period after December 31,
198, to which section 210(a)(5)(G)(iii) of the Social Security Act
applies,

shall, if such individual again becomes subject to subchapter III of
chapter 83 of title 5 (or effectively applies for coverage under such
subchapter) after the date on which he last ceased to be subject to
such subchapter but prior to, or within 30 days after, the date of the
enactment of this Act, requalify for the exemption from social secu-
rity coverage and taxes under section 210(a)(5) of the Social Security
Act and section 3121(b)(5) of the Internal Revenue Code of 1954 as if
the cessation of coverage under title 5 had not occurred.

(2) An individual meeting the requirements of subparagraphs (A)
and (B) of paragraph (1) who is not in the employ of the United
States or an instrumentality thereof on the date of the enactment of
this Act may requalify for such exemptions in the same manner as
under paragraph (1) if such individual again becomes subject to
subchapter III of chapter 83 of title 5 (or effectively applies for cov-
erage under such subchapter) within 30 days after the date on
which he first returns to service in the legislative branch after such
date of enactment, if such date (on which he returns to service) is



within 365 days after he was last in the employ of the United States
or an instrumentality thereof

(3) If an individual meeting the requirements of subparagraphs
(A) and (B) of paragraph (1) does not again become subject to sub-
chapter III of chapter 83 of title 5 (or effectively apply for coverage
under such subchapter) prior to the date of the enactment of this
Act or within the relevant 30-day period as provided in paragraph
(1) or (2), social security coverage and taxes by reason of section
210(a)(5)(G) of the Social Security Act and section 3121(b)(5)(G) of
the Internal Revenue Code of 1954 shall, with respect to such indi-
vidual's service in the legislative branch of the Federal Government,
become effective with the first month beginning after such 30-day
period.

(4) The provisions of paragraphs (1) and (2) shall apply only for
purposes of reestablishing an exemption from social security cover-
age and taxes, and do not affect the amount of service to be credited
to an individual for purposes of title 5, United States Code.

(e)(1) For purposes of section 210(a)(5) of the Social Security Act
(as in effect in January 1983 and as in effect on and after January
1, 1984) and section 3121(b)(5) of the Internal Revenue Code of 1954
(as so in effect), service performed in the employ of a nonprofit orga-
nization described in section 501(c)(3) of the Internal Revenue Code
of 1954 by an employee who is required by law to be subject to sub-
chapter lII of chapter 83 of title 5, United States Code, with respect
to such service, shall be considered to be service performed in the
employ of an instrumentality of the United States.

(2) For purposes of section 203 of the Federal Employees' Retire-
ment Contribution Temporary Adjustment Act of 1983, service de-
scribed in paragraph (1) which is also "employment" for purposes of
title II of the Social Security Act, shall be considered to be "covered
service .

(f) Except as provided in subsection (d), the amendments made by
subsections (a) and (b) (and the provisions of subsection (3)) shall be
effective with respect to service performed after December 31, 1983.

PROCEDURES TO PREVENT OVERPAYMENTS DUE TO FAILURE TO REPORT

EARNINGS

SEc. 2602. (a) Section 203(h) of the Social Security Act is amended
by adding at the end thereof the following new paragraph:

"(4) The Secretary shall develop and implement procedures in ac-
cordance with this subsection to avoid paying more than the correct
amount of benefits to any individual under this title as a result of
such individual's failure to file a correct report or estimate of earn-
ings or wages. Such procedures may include identifying categories of
individuals who are likely to be paid more than the correct amount
of benefits and requesting that they estimate their earnings or wages
more frequently than other persons subject to deductions under this
section on account of earnings or wages. *

(b) The amendment made by subsection (a) shall be effective upon
the date of the enactment of this Act.
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SPECIAL SOCIAL SECURITY TREATMENT FOR CHURCH EMPLOYEES

SEC. 2603. (a)(1) Section 210(a)(8) of the Social Security Act is
amended by inserting "(A)" after "(8)" by striking out "this para-
graph" and inserting in lieu thereof "this subparagraph", and by
adding at the end thereof the following new subparagraph:

"(B) Service performed in the employ of a church or qualified
church-controlled organization if such church or organization
has in effect an election under section 3121(w) of the Internal
Revenue Code of 1954, other than service in an unrelated trade
or business (within the meaning of section 513(a) of such
Code); ".

(2) Section 3121(b)(8) of the Internal Revenue Code of 1954 is
amended by inserting "(A)" after "(8)", by striking out "this para-
graph" and inserting in lieu thereof "this subparagraph", and by
adding at the end thereof the following new subparagraph:

"(B) service performed in the employ of a church or qualified
church-controlled organization if such church or organization
has in effect an election under subsection (w), other than service
in an unrelated trade or business (within the meaning of sec-
tion 513(a)); ".

(b) Section 3121 of the Internal Revenue Code of 1954 is amended
by adding at the end thereof the following new subsection:

"(w) EXEMPTION OF CHURCHES AND QUALIFIED CHURCH-CON-
TROLLED ORGANIZATIONS.-

"(1) GENERAL RULE.-Any church or qualified church-con-
trolled organization (as defined in paragraph (3)) may make an
election within the time period described in paragraph (2), in
accordance with such procedures as the Secretary determines to
be appropriate, that services performed in the employ of such
church or organization shall be excluded from employment for
purposes of title 11 of the Social Security Act and chapter 21 of
this Code. An election may be made under this subsection only
if the church or qualified church-controlled organization states
that such church or organization is opposed for religious rea-
sons to the payment of the tax imposed under section 3111.

"(2) TIMING AND DURATION OF ELECTION.-An election under
this subsection must be made prior to the first date, more than
90 days after the date of the enactment of this subsection, on
which a quarterly employment tax return for the tax imposed
under section 3111 is due, or would be due but for the election,
from such church or organization. An election under this sub-
section shall apply to current and future employees, and shall
apply to service performed after December 31, 1983. The election
may not be revoked by the church or organization, but shall be
permanently revoked by the Secretary if such church or organi-
zation fails to furnish the information required under section
6051 to the Secretary for a period of 2 years or more with re-
spect to remuneration paid for such services by such church or
organization, and, upon request by the Secretary, fails to fur-
nish all such previously unfurnished information for the period
covered by the election. Such revocation shall apply retroactive-
ly to the beginning of the 2-year period for which the informa-
tion was not furnished.



"(3) DEFINITIONS-

"(A) For purposes of this subsection, the term 'church'
means a church, a convention or association of churches, or
an elementary or secondary school which is controlled, op-
erated, or principally supported by a church or by a conven-
tion or association of churches.

"(B) For purposes of this subsection, the term 'qualified
church-controlled organization' means any church-con-
trolled tax-exempt organization described in section
501(c)(3), other than an organization which-

"(i) offers goods, services, or facilities for sale, other
than on an incidental basis, to the general public,
other than goods, services, or facilities which are sold
at a nominal charge which is substantially less than
the cost of providing such goods, services, or facilities;
and

"(ii) normally receives more than 25 percent of its
support from either (I) governmental sources, or (II) re-
ceipts from admissions, sales of merchandise, perform-
ance of services, or furnishing of facilities, in activities
which are not unrelated trades or businesses, or both.".

(c)(1) Section 211(c)(2) of the Social Security Act is amended-
(A) by striking out "and" at the end of subparagraph (E);
(B) by striking out the semicolon at the end of subparagraph

(F) and inserting in lieu thereof ", and'" and
(C) by adding at the end thereof the following new subpara-

graph:
"(G) service described in section 210(a)(8)(B);".

(2) Section 1402(c)(2) of the Internal Revenue Code of 1954 is
amended-

(A) by striking out "and" at the end of subparagraph (E);
(B) by striking out the semicolon at the end of subparagraph

(F) and inserting in lieu thereof ", and"; and
(C) by adding at the end thereof the following new subpara-

graph:
"(G) service described in section 3121(b)(8)(B);".

(d)(1) Section 211(a) of the Social Security Act is amended-
(A) by striking out "and" at the end of paragraph (11);
(B) by striking out the period at the end of paragraph (12)

and inserting in lieu thereof "I and'" and
(C) by inserting after paragraph (12) the following new para-

graph:
"(13) With respect to remuneration for services which are

treated as services in a trade or business under subsection
(c)(2)(G)-

"(A) no deduction for trade or business expenses provided
under the Internal Revenue Code of 1954 (other than the
deduction under paragraph (11) of this subsection) shall
apply;

"(B) the provisions of subsection (b)(2) shall not apply;
and

"(C) if the amount of such remuneration from an employ-
er for the taxable year is less than $100, such remuneration



from that employer shall not be included in self-employ-
ment income. ".

(2) Section 1402(a) of the Internal Revenue Code of 1954 is amend-
ed-

(A) by striking out "and" at the end of paragraph (12);
(B) by striking out the period at the end of paragraph (13)

and inserting in lieu thereof " and "; and
(C) by inserting after paragraph (13) the following new para-

graph:
"(14) with respect to remuneration for services which are

treated as services in a trade or business under subsection
(cX2)(G)-

"(A) no deduction for trade or business expenses provided
under this Code (other than the deduction under paragraph
(12)) shall apply;

"(B) the provisions of subsection (b)(2) shall not apply;
and

"(C) if the amount of such remuneration from an employ-
er for the taxable year is less than $100, such remuneration
from that employer shall not be included in self-employ-
ment income..

(e) The amendments made by this section shall apply to service
performed after December 31, 1983.

(f) In any case where a church or qualified church-controlled or-
ganization makes an election under section 3121(w) of the Internal
Revenue Code of 1954, the Secretary of the Treasury shall refund
(without interest) to such church or organization any taxes paid
under sections 3101 and 3111 of such Code with respect to service
performed after December 31, 198, which is covered under such
election. The refund shall be conditional upon the church or organi-
zation agreeing to pay to each employee (or former employee) the por-
tion of the refund attributable to the tax imposed on such employee
(or former employee) under section 3101, and such employee (or
former employee) may not receive any other refund payment of such
taxes.

Subtitle B-Improvements in SSI and AFDC
Programs

Part 1-IMPRO VEMENTS IN SSI PROGRAM

INCREASE IN DOLLAR LIMITATIONS UNDER ASSETS TEST

SEC. 2611. (a) Section 2611(a)(1)(B) of the Social Security Act is
amended-

(1) by striking out "$2,250" and inserting in lieu thereof "the
applicable amount determined under paragraph (W(A)', and

(2) by striking out "$1,500" and inserting in lieu thereof "the
applicable amount determined under paragraph (3)(B)".

(b) Section 1611(a)(2)(B) of such Act is amended by striking out
"$2,250" and inserting in lieu therof "the applicable amount deter-
mined under paragraph (3)(A)".



(c) Section 1611(a) of such act is further amended by adding at
the end thereof the following new paragraph:

"(3)(A) The dollar amount referred to in clause (i) of paragraph
(1)(B), and in paragraph (2)(B), shall be $2,250 prior to January 1,
1985, and shall be increased to $2,400 on January 1, 1985, to $2,550
on January 1, 1986, to $2,700 on January 1, 1987, to $2,850 on Janu-
ary 1, 1988, and to $3,000 on January 1, 1989.

"(B) The dollar amount referred to in clause (ii) of paragraph
(1)(B), shall be $1,500 prior to January 1, 1985, and shall be in-
creased to $1,600 on January 1, 1985, to $1,700 on January 1, 1986,
to $1,800 on January 1, 1987, to $1,900 on January 1, 1988, and to
$2,000 on January 1, 1989. ".

(d) Section 1621(b)(2)(B) of such Act is amended-
(1) by striking out "$1,500, and inserting in lieu thereof "the

applicable amount determined under section 1611(a)(3)(B)" and
(2) by striking out "$2,250" and inserting in lieu thereof "the

applicable amount determined under section 1611(a)(3)(A)".

LIMITATION OF RECOUPMENT RATE IN CASE OF OVERPAYMENTS

SEC. 2612. (a) Section 1631(b)(1) of the Social Security Act is
amended-

(1) by inserting "(A)" after "The Secretary" in the second sen-
tence; and

(2) by striking out the period at the end of the second sentence
and inserting in lieu thereof the following: ", and (B) shall in
any event make the adjustment or recovery (in the case of pay-
ment of more than the correct amount of benefits), in the case of
an individual or eligible spouse receiving benefit payments
under this title (including supplementary payments of the type
described in section 1616(a) and payments pursuant to an agree-
ment entered into under section 212(a) of Public Law 93-66), in
amounts which in the aggregate do not exceed (for any month)
the lesser of (i) the amount of his or their benefit under this
title for that month or (ii) an amount equal to 10 percent of his
or their income for that month (including such benefit but ex-
cluding any other income excluded pursuant to section 1612(b)),
unless fraud, willful misrepresentation, or concealment of mate-
rial information was involved on the part of the individual or
spouse in connection with the overpayment, or unless the indi-
vidual requests that such adjustment or recovery be made at a
higher or lower rate and the Secretary determines that adjust-
ment or recovery at such rate is justified and appropriate. The
availability (in the case of an individual who has been paid
more than the correct amount of benefits) of procedures for ad-
justment or recovery at a limited rate under clause (B) of the
preceding sentence shall not, in and of itself, prevent or restrict
the provision (in such case) of more substantial relief under
clause (A) of such sentence. ".

(b) If an adjustment referred to in section 1631(b)(1) of the Social
Security Act is in effect with respect to an individual or eligible
spouse on the date of the enactment of this Act, and the amount of
such adjustment for a month is greater than the amount described
in section 1631(b)(1)(B)(ii) of such Act, as added by subsection (a),



the Secretary shall notify the individual whose benefits are being
adjusted, in writing, of his or her right to have the adjustment re-
duced to the amount described in such section 1631(b)(1)(B)(ii).

TREATMENT OF OVERPA YMENTS WHEN RECIPIENT'S COUNTABLE ASSETS
EXCEED LIMITS IN CERTAIN CASES

SEC. 2613. Section 1631(b) of the Social Security Act is amended-
(1) by redesignating paragraph (3) as paragraph (4); and
(2) by inserting after paragraph (2) the following new para-

graph:
"(3) If any overpayment with respect to an individual (or an indi-

vidual and his or her spouse) is attributable solely to the ownership
or possession by such individual (and spouse if any) of resources
having a value which exceeds the applicable dollar figure specified
in paragraph (1)(B) or (2)(B) of section 1611(a) by $50 or less, such
individual (and spouse if any) shall be deemed for purposes of the
second sentence of paragraph (1) to have been without fault in con-
nection with the overpayment, and no adjustment or recovery shall
be made under the first sentence of such paragraph, unless the Sec-
retary finds that the failure of such individual (and spouse if any)
to report such value correctly and in a timely manner was knowing
and willful. ".

EXCLUSION OF UNDERPA YMENTS FROM RESOURCES

SEC. 2614. Section 1613(a) of the Social Security Act is amended-
(1) by striking out "and" after the semicolon at the end of

paragraph (5);
(2) by striking out the period at the end of paragraph (6) and

inserting in lieu thereof "I and"; and
(3) by inserting after paragraph (6) the following new para-

graph:
"(7) any amount received from the United States which is at-

tributable to underpayments of benefits due for one or more
prior months, under this title or title II, to such individual (or
spouse) or to any other person whose income is deemed to be in-
cluded in such individual's (or spouse's) income for purposes of
this title; but the application of this paragraph in the case of
any such individual (and eligible spouse if any), with respect to
any amount so received from the United States, shall be limited
to the first 6 months following the month in which such
amount is received, and written notice of this limitation shall
be given to the recipient concurrently with the payment of such
amount. ".

ADJUSTMENTS IN SSI BENEFITS ON ACCOUNT OF RETROACTIVE

BENEFITS UNDER TITLE II

SEC. 2615. (a) Section 1127 of the Social Security Act is amended
to read as follows:



"ADJUSTMENTS IN SSI BENEFITS ON ACCOUNT OF RETROACTIVE

BENEFITS UNDER TITLE II

"SEC. 1127. (a) Notwithstanding any other provision of this Act,
in any case where an individual-

"(1) is entitled to benefits under title II that were not paid in
the months in which they were regularly due; and

"(2) is an individual or eligible spouse eligible for supplemen-
tal security income benefits for one or more months in which
the benefits referred to in clause (1) were regularly due,

then any benefits under title 11 that were regularly due in such
month or months, or supplemental security income benefits for such
month or months, which are due but have not been paid to such in-
dividual or eligible spouse shall be reduced by an amount equal to
so much of the supplemental security income benefits, whether or
not paid retroactively, as would not have been paid or would not be
paid with respect to such individual or spouse if he had received
such benefits under title 11 in the month or months in which they
were regularly due.

"(b) For purposes of this section, the term 'supplemental security
income benefits' means benefits paid or payable by the Secretary
under title XVI, including State supplementary payments under an
agreement pursuant to section 1616(a) or an administration agree-
ment under section 212(b) of Public Law 93-66.

"(c) From the amount of the reduction made under subsection (a),
the Secretary shall reimburse the State on behalf of which supple-
mentary payments were made for the amount (if any) by which such
State's expenditures on account of such supplementary payments for
the month or months involved exceeded the expenditures which the
State would have made (for such month or months) if the individ-
ual had received the benefits under title II at the times they were
regularly due. An amount equal to the portion of such reduction re-
maining after reimbursement of the State under the preceding sen-
tence shall be covered into the general fund of the Treasury. ".

(b) The amendment made by this section shall apply for purposes
of reducing retroactive benefits under title II of the Social Security
Act or retroactive supplemental security income benefits payable be-
ginning with the seventh month following the month in which this
Act is enacted; except that in the case of retroactive title II benefits
other than those which result from a determination of entitlement
following an application for benefits under title 11 or from a rein-
statement of benefits under title H following a period of suspension
or termination of such benefits, it shall apply when the Secretary of
Health and Human Services determines that it is administratively
feasible.

EXCLUSION FROM INCOME OF CERTAIN ALASKA BONUS PAYMENTS

SEC. 2616. Section 1612(b)(2)(B) of the Social Security Act is
amended to read as follows:

"(B) monthly (or other periodic) payments received by any in-
dividual, under a program established prior to July 1, 1973 (or
any program established prior to such date but subsequently
amended so as to conform to State or Federal constitutional
standards), if (i) such payments are made by the State of which



the individual receiving such payments is a resident, (ii) eligi-
bility of any individual for such payments is not based on need
and is based solely on attainment of age 65 or any other age set
by the State and residency in such State by such individual,
and (iii) on or before September 30, 1985, such individual (I)
first becomes an eligible individual or an eligible spouse under
this title, and (I) satisfies the twenty-five-year residency re-
quirement of such program as such program was in effect prior
to January 1, 1983. ".

PART 2-IMPRO VEMENTS IN AFDC PROGRAM

GROSS INCOME LIMITATION

SEC. 2621. Section 402(a)(18) of the Social Security Act is amended
by striking out "150 percent of the State's standard of need" and
inserting in lieu thereof "185 percent of the State's standard of
need ".

WORK EXPENSE DEDUCTION

SEC. 2622. Section 402(a)(8)(A)(ii) of the Social Security Act is
amended by striking out all that follows "the first $75 of the total
of such earned income for such month" and inserting in lieu thereof
a semicolon.

CONTINUATION OF $30 DISREGARD FROM EARNED INCOME

SEC. 2623. (a) Section 402(a)(8)(A)(iv) of the Social Security Act is
amended by inserting "(I)" after "equal to" and by inserting "(II)"
after 'plus".

(b) Section 402(a)(8)(B)(ii)(I) of such Act is amended-
(1) by striking out all that precedes "specified in subpara-

graph (A)(ii)" and inserting in lieu thereof the following:
"(I) shall not disregard-

"(a) under subclause (II) of subparagraph (A)(iv), in a
case where such subclause has already been applied to
the income of the persons involved for four consecutive
months while they were receiving aid under the plan,
or "(b) under subclause (I) of subparagraph (A)(iv), in a
case where such subclause has already been applied to
the income of the persons involved for twelve consecu-
tive months while they were receiving aid under the
plan,

any earned income of any of the persons '. and
(2) by striking out "and subparagraph (A)(iv) has not already

been applied to their income for four consecutive months while
they were receiving aid under the plan".

(c) Section 402(a)(8)(B)(ii)(II) of such Act is amended by striking
out "shall not apply" where it first appears and all that follows
down through "any month thereafter" and inserting in lieu thereof
the following: "shall not apply the provisions of subclause (I) of
such subparagraph to any month after such month, or apply the
provisions of subclause (I) of such subparagraph to any month after
the eighth month following such month, for so long as he continues
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to receive aid under the plan, and shall not apply the provisions of
either such subclause to any month thereafter".

WORK TRANSITION IN THE CASE OF CERTAIN FAMILIES WHO LOSE AFDC

BENEFITS BECAUSE OF EARNED INCOME

SEC. 2624. (a) Section 402(a) of the Social Security Act is amend-
ed-

(1) by striking out "and" after the semicolon at the end of
paragraph (35);

(2) by striking out the period at the end of paragraph (36) and
inserting in lieu thereof "; and'" and

(3) by adding after paragraph (36) the following new para-
graph:

"(37) provide that, in any case where a family has ceased to
receive aid under the plan because (by reason of paragraph
(8)(B)(ii)(II)) the provisions of paragraph (8)(A)(iv) no longer
apply, such family shall be considered for purposes of title XIX
to be receiving aid to families with dependent children under
such plan for a period of 9 months after the last month for
which the family actually received such aid; and the State may
at its option extend such period by an additional period of up
to 6 months in the case of a family that would be eligible
during such additional period to receive aid under the plan
(without regard to this paragraph) if such paragraph (8)(A)(iv)
applied. ".

(b)(1) The amendments made by this section shall apply with
respect to months beginning on or after October 1, 1984.

(2) Such amendments shall apply with respect to families
which ceased to receive aid under the applicable State plan (for
the reason stated in section 402(a)(37) of the Social Security Act
as added by subsection (a) of this section) before October 1, 1984,
as well as with respect to families which cease to receive aid
(for that reason) on or after that date; but any family which
ceased to receive such aid before that date, in order to be eligi-
ble to be treated as receiving aid under the plan for any period
after ceasing to receive such aid (as provided for in such section
4 02(a)(3 7))-

(A) must make its application for such treatment no later
than the end of the sixth month after the month in which
final regulations governing the application of such section
402(a)(37) are promulgated by the Secretary of Health and
Human Services (and in the case of any such family the
term "last month for which the family actually received
such aid" as used in such section 402(a)(37) means the
month before the month in which the family makes such
application);

(B) must be a family that would have been continuously
eligible for aid under the State plan (without regard to the
amendments made by this section), from the time it ceased
to receive such aid to the time of its application under sub-
paragraph (A), if section 402(a)(8)(A)(iv) of such Act applied,
and



(C) must fully disclose, in its application under subpara-
graph (A), any health insurance coverage which its mem-
bers may have in effect.

CLARIFICATION OF EARNED INCOME PROVISION

SEC. 2625. (a) Section 402(a)(8) of the Social Security Act is
amended by striking out "and" at the end of subparagraph (A), by
adding "and" at the end of subparagraph (B), and by adding at the
end thereof the following new subparagraph:

"(C) provide that in implementing this paragraph the term
'earned income' shall mean gross earned income, prior to any
deductions for taxes or for any other purposes; ".

(b) The amendments made by subsection (a) shall become effective
on the date of the enactment of this Act.

EXCLUSION OF BURIAL PLOTS, FUNERAL AGREEMENTS, AND CERTAIN

PROPERTY FROM LIMITATION ON FAMILY RESOURCES

SEC. 2626. Section 402(a)(7)(B) of the Social Security Act is amend-
ed by inserting "(i" after "for purposes of this subparagraph", and
by inserting before the semicolon at the end thereof the following: "'
(ii) under regulations prescribed by the Secretary, burial plots (one
for each such child, relative, and other individual), and funeral
agreements or (iii) for such period or periods of time as the Secretary
may prescribe, real property which the family is making a good-
faith effort to dispose of, but any aid payable to the family for any
such period shall be conditioned upon such disposal, and any pay-
ments of such aid for that period shall (at the time of the disposal)
be considered overpayments to the extent that they would not have
been made had the disposal occurred at the beginning of the period
for which the payments of such aid were made".

FEDERAL MATCHING FOR EXPENSES INCURRED BY STATES IN REIM-

BURSING AFDC RECIPIENTS FOR TRANSPORTATION AND DAY CARE

COSTS ATTRIBUTABLE TO PARTICIPATION IN CWEP

SEC. 2627. Section 409(a)(1)(F) of the Social Security Act is amend-
ed-

(1) by inserting "(i) except as provided in clause (ii)" after
"that" ; and

(2) by inserting before the period at the end thereof the follow-
ing: ", and (ii) to the extent that the State is unable to provide
for the costs involved through the furnishing of services directly
to the individuals participating in the program, participants
who are recipients of aid under the State's plan approved under
section 402 will instead be reimbursed for transportation costs
directly related to their participation in the program (in
amounts equal to the cost of transportation by the most appro-
priate means as determined by the State agency), and for day
care expenses directly attributable to such participation (in
amounts determined by the State agency to be reasonable, neces-
sary, and cost-effective but not in excess of the comparable max-
imum day care deduction allowed under section 402(a)(8)(A)(iii)
for recipients of aid under the plan generally); and amounts



paid as reimbursement to participants under clause (i) or (ii)
shall be considered, for purposes of section 403(a), to be expendi-
tures made for the proper and efficient administration of the
State's plan approved under section 402".

MONTHLY REPORTING AND RETROSPECTIVE BUDGETING

SEC. 2628. (a) Section 402(a)(13) of the Social Security Act is
amended-

(1) by striking out "provide that-" and inserting in lieu
thereof "with respect to families who are required to report
monthly to the State agency pursuant to paragraph (14) (and at
the option of the State with respect to other families), provide
that- '" and

(2) by striking out "but only where the Secretary determines it
to be appropriate" in subparagraphs (A) and (B) and inserting
in lieu thereof "(but only where the Secretary determines it to be
appropriate, in the case of families who are required to report
monthly to the State agency pursuant to paragraph (14))".

(b) Section 402(a)(14) of such Act is amended-
(1) by striking out "(A) provide that" and inserting in lieu

thereof "with respect to families in the category of recent work
history or earned income cases (and at the option of the State
with respect to families in other categories), provide (A) that'"

(2) by striking out "with the prior approval of the Secretary"
and inserting in lieu thereof "(with the prior approval of the
Secretary in recent work history and earned income cases)'" and

(3) by striking out "upon the State's showing to the satisfac-
tion of the Secretary that" and inserting in lieu thereof "upon a
determination that".

(c) Section 402(a) of such Act is further amended by adding at the
end thereof (after and below paragraph (37), as added by section
2624(a) of this Act) the following new sentence: "The Secretary may
waive any of the requirements imposed under or in connection with
paragraphs (13) and (14) of this subsection to the extent necessary to
make such requirements compatible with the corresponding report-
ing and budgeting requirements by the Food Stamp Act of 1977. ".

TREATMENT OF EARNED INCOME TAX CREDIT IN DETERMINING

COUNTABLE INCOME

SEC. 2629. Section 402(d)(1) of the Social Security Act is amended
to read as follows:

"(1) For purposes of paragraphs (7) and (8) of subsection (a), any
refund of Federal income taxes made by reason of section 32 of the
Internal Revenue Code of 1954 (relating to earned income credit)
and any payment made by an employer under section 3507 of such
Code (relating to advance payment of earned income credit) shall be
considered earned income.

FEDERALLY ASSISTED PILOT PROJECTS TO DEMONSTRATE ONE-STOP

SERVICE DELIVERY SYSTEMS

SEC. 2630. Part A of title XI of the Social Security Act is amend-
ed by adding at the end thereof the following new section:



"'PILOT PROJECTS TO DEMONSTRATE THE USE OF INTEGRATED SERVICE
DELIVERY SYSTEMS FOR HUMAN SERVICES PROGRAMS

"SEC. 1126. (a) In order to develop and demonstrate ways of im-
proving the delivery of services to individuals and families who
need them under the various human services programs, by eliminat-
ing programmatic fragmentation and thereby assuring that an ap-
plicant for services under any one such program will be informed of
and have access to all of the services which may be available to him
or his family under the other human services programs being car-
ried out in the community involved, any State having an approved
plan under part A of title IV may, subject to the provisions of this
section, establish and conduct one or more pilot projects to demon-
strate the use of integrated service delivery systems for human serv-
ices programs in that State or in one or more political subdivisions
thereof

"(b) The integration of service delivery systems for human services
programs in any State or locality under a pilot project established
under this section shall involve or include-

"(1) the development of a common set of terms for use in all
of the human services programs involved;

"(2) the development for each applicant of a single compre-
hensive family profile which is suitable for use under all of the
human services programs involved;

"(3) the establishment and maintenance of a single resources
directory by which the citizens of the community involved may
be informed of and gain access to the services which are avail-
able under all such programs;

"(4) the development of a unified budget and budgeting proc-
ess, and a unified accounting system, with standardized audit
procedures;

"(5) the implementation of unified planning, needs assess-
ment, and evaluation;

"(6) the consolidation of agency locations and related trans-
portation services;

"(7) the standardization of procedures for purchasing services
from nongovermental sources;

"(8) the creation of communications linkages among agencies
to permit the serving of individual and family needs across pro-
gram and agency lines;

"(9) the development, to the maximum extent possible, of uni-
form application and eligibility determination procedures; and

"(10) any other methods, arrangements, and procedures which
the Secretary determines are necessary or desirable for, and con-
sistent with, the establishment and operation of an integrated
service delivery system.

"(c)(1) Any State which desires to establish and conduct a pilot
project under this section, after having published a description of
the proposed project and invited comments thereon from interested
persons in the community or communities which would be affected,
shall submit an application to the Secretary (in such form and con-
taining such information as the Secretary may require) within 6
months after the date of the enactment of this section. The proposed
project may be statewide in operation or may be limited to one or



more political subdivisions of the State; and the application shall
in any event include or be accompanied by satisfactory assurances
that the project as proposed would be permitted under applicable
State and local law.

"(2) The Secretary shall consider all applications and accompany-
ing comments and materials which are submitted under paragraph
(1), and, no later than 9 months after the date of the enactment of
this section, shall approve no fewer than 3 nor more than 5 of the
proposed projects (including one such project to be operated on a
statewide basis). In considering and approving such applications the
Secretary shall take into account the size and characteristics of the
population that would be served by each proposed project, the desir-
ability of wide geographic distribution among the projects, the
number and nature of the human services programs which are in
active operation in the various communities involved, and such
other factors as may tend to indicate whether or not a particular
proposed project would provide a useful and effective demonstration
of the value of an integrated service delivery system. Each project
approved under this paragraph shall be deemed for purposes of this
section to begin on the first day of the month following the month
in which the application with respect to such project is approved.

"(3) The Secretary shall approve any application for a project
under this section only after determining that the conduct of such
project will not lower or restrict the levels of aid, assistance, bene-
fits, or services, or the income or resource standards, deductions, or
exclusions, under any of the human services programs involved, and
will not delay the provision of aid, assistance, benefits, or services
under any of such programs.

"(d)(1) Any State whose application is approved under subsection
(c) may submit to the Secretary a request for the waiver of any re-
quirement which would otherwise apply with respect to the proposed
project under any of the laws governing the human services pro-
grams to be included in the project; and-

"(A) if the law involved is within the jurisdiction of the Sec-
retary and authority to grant the waiver involved is otherwise
available to the Secretary under this title, title IV, or any other
provision of law, the Secretary shall approve such request upon
a determination that the waiver is necessary for the project to
provide a useful and effective demonstration of the value of an
integrated service delivery system; and

"(B) if the law involved is within the jurisdiction of a Feder-
al agency other than the Department of Health and Human
Services and authority to grant the waiver involved is available
to the head of such other agency under that law or any other
provision of law, the Secretary shall transmit such request (on
behalf of the requesting State) to the head of such other agency,
who shall approve such request upon a determination that the
waiver is necessary for the project to provide a useful and effec-
tive demonstration of the value of an integrated service delivery
system and who shall certify such approval to the Secretary.

"(2) If under the law governing any of the human services pro-
grams included within a project there are provisions establishing
safeguards which limit or restrict the use or disclosure of informa-
tion (concerning applicants for or recipients of benefits or services)



which has been obtained or developed by the agency involved in the
conduct of that program, and a waiver of such provisions is granted
under paragraph (1) in order to make such information available
for purposes of the project-

"(A) the State shall provide each applicant for and recipient
of aid, assistance, benefits, or services under the proposed inte-
grated service delivery system with a clear and readily compre-
hensible notice that such information may be disclosed to and
used by project personnel, or exchanged with the other agencies
having responsibility for human services programs included
within the project;

"(B) the State shall take such steps as may be necessary to
ensure that the information disclosed will be used only for pur-
poses of, and by persons directly connected with, such project;
and

"(C) the State's application with respect to the project under
subsection (c) shall contain or be accompanied by satisfactory
assurances that the preceding requirements of this paragraph
will be fully complied with.

"(e) The Secretary shall from time to time pay to each State which
has an approved pilot project under this section, in such manner
and according to such schedule as may be agreed upon by the Secre-
tary and such State, amounts equal in the aggregate to-

"(1) 90 percent of the costs incurred by such State and its po-
litical subdivisions in carrying out such project during the first
18 months after the date on which the project begins,

"(2) 80 percent of any such costs incurred during the 12-
month period beginning with the nineteenth month after such
date, and

"(3) 70 percent of any such costs incurred during the 12-
month period beginning with the thirty-first month after such
date.

"(f)(1) For purposes of this section, the term 'human services pro-
gram' includes the program of aid to families with dependent chil-
dren under part A of title IV, the supplemental security income ben-
efits program under title XVI, the Federal food stamp program, and
any other Federal or federally assisted program (other than a pro-
gram under the Rehabilitation Act of 1973) which provides aid, as-
sistance, or benefits based wholly or partly on need or on income-
related qualifications to specified classes or types of individuals or
families or which is designed to help in crisis or emergency situa-
tions by meeting the basic human needs of individuals or families
whose own resources are insufficient for that purpose.

"(2) In carrying out this section the Secretary shall regularly con-
sult with the Secretary of Labor, the Secretary of Agriculture, the
Secretary of Housing and Urban Development, and the head of any
other Federal agency having jurisdiction over or responsibility for
one or more human services programs, in order to ensure that the
administrative efforts of the various agencies involved are coordi-
nated with respect to all of the pilot projects being carried out under
this section.

"(g) The Secretary shall require each State which is carrying out a
pilot project under this section to submit periodic reports on the
progress of such project, giving particular attention to the cost-effec-



tiveness of the integrated service delivery system involved and the
extent to which such system is improving the delivery of services. No
pilot project under this section shall be conducted for a period of
longer than 42 months. The first such report shall be submitted no
later than 3 months after the date on which the project begins.

"(h) The Secretary shall from time to time submit to the Congress
a report on the progress and current status of each of the approved
pilot projects under this section. Each such report shall reflect the
periodic reports theretofore submitted to the Secretary by the States
involved under subsection (g), and shall contain such additional
comments, findings, and recommendations with respect to the oper-
ation of the program under this section as the Secretary may deter-
mine to be appropriate.

"(i) The Comptroller General shall, at such time or times as he
determines to be appropriate, review and evaluate any or all of the
pilot projects undertaken pursuant to this section, and shall from
time to time report to the Congress on the results of such reviews
and evaluations together with his findings and recommendations
with respect thereto.

"(j) There are authorized to be appropriated, for the four-fiscal-
year period beginning with the fiscal year 1985, such sums, not to
exceed $8,000,000 in the aggregate, as may be necessary to carry out
this section. ".

EXEMPTION OF CERTAIN PREGNANT WOMEN FROM REGISTRATION FOR
WORK OR TRAINING

SEC. 2631. Section 402(a)(19)(A) of the Social Security Act is
amended-

(1) by striking out "or" at the end of clause (vii);
(2) by adding "or" after the semicolon at the end of clause

(viii); and
(3) by inserting immediately after clause (viii) the following

new clause:
"(ix) a woman who is pregnant if it has been medically

verified that the child is expected to be born in the month
in which such registration would otherwise be required or
within the 3-month period immediately following such
month; ".

TREATMENT OF NONRECURRING LUMP SUM INCOME

SEC. 2632. (a) Section 402(a)(17) of the Social Security Act is
amended by adding at the end thereof (after and below subpara-
graph (B)) the following:

"except that the State may at its option recalculate the period
of ineligibility otherwise determined under subparagraph (A)
(but only with respect to the remaining months in such period)
in any one or more of the following cases: (i) an event occurs
which, had the family been receiving aid under the State plan
for the month of the occurrence, would result in a change in the
amount of aid payable for such month under the plan, or (ii)
the income received has become unavailable to the members of
the family for reasons that were beyond the control of such
members, or (iii) the family incurs, becomes responsible for, and



pays medical expenses (as allowed by the State) in a month of
ineligibility determined under subparagraph (A) (which ex-
penses may be considered as an offset against the amount of
income received in the first month of such ineligibility);".

(b) Section 402(a)(17) of such Act is further amended-
(1) by striking out "a person specified in paragraph (8)(A) (i)

or (ii)" in the matter preceding subparagraph (A) and inserting
in lieu thereof "a child or relative applying for or receiving aid
to families with dependent children, or any other person whose
need the State considers when determining the income of a
family, ' and

(2) effective on the date of the enactment of this Act, by strik-
ing out "an amount of income" in the matter preceding sub-
paragraph (A) and inserting in lieu thereof "an amount of
earned or unearned income".

WAIVER OF OVERPAYMENT RECOUPMENT WHEN COST OF COLLECTION

WOULD EXCEED AMOUNT DUE

SEC. 2633. (a) Section 402(a)(22) of the Social Security Act is
amended by adding at the end thereof (after and below subpara-
graph (C)) the following:

"except that no recovery need be attempted or carried out under
subparagraph (B) in any case, other than a case involving fraud
on the part of the recipient, where (as determined by the State
agency in accordance with criteria for determining cost-effec-
tiveness, and with dollar limitations, which shall be prescribed
by the Secretary in regulations) the cost of recovery would equal
or exceed the amount of the overpayment involved; ".

(b) Section 402(a)(22)(A) of such Act is amended by inserting after
"current recipient of such aid" the following: "(including a current
recipient whose overpayment occurred during a prior period of eligi-
bility)".

EXCEPTIONS TO REQUIREMENTS FOR PROTECTIVE PAYMENTS

SEC. 26 4. (a) Section 402(a)(19)(F)(i) of the Social Security Act is
amended by striking out "will be made" and inserting in lieu there-
of "will be made unless the State agency, after making reasonable
efforts, is unable to locate an appropriate individual to whom such
payments can be made".

(b) Section 402(a)(26)(B) of such Act is amended by inserting before
the semicolon at the end thereof the following: "unless the State
agency, after making reasonable efforts, is unable to locate an ap-
propriate individual to whom such payments can be made".

ELIGIBILITY REQUIREMENTS FOR ALIENS

SEC. 2635. Section 415(c)(1) of the Social Security Act is amended
by striking out "Any individual" and all that follows down
through "be required to provide" where it first appears and insert-
ing in lieu thereof the following: 'Any individual who is an alien
and whose sponsor was a public or private agency shall be ineligible
for aid under a State plan approved under this part during the
period of three years after his or her entry into the United States,



unless the State agency administering such plan determines that
such sponsor either no longer exists or has become unable to meet
such individual's needs; and such determination shall be made by
the State agency based upon such criteria as it may specify in the
State plan, and upon such documentary evidence as it may therein
require. Any such individual, and any other individual who is an
alien (as a condition of his or her eligibility for aid under a State
plan approved under this part during the period of three years after
his or her entry into the United States), shall be required to pro-
vide ".

PROVISION BY STATE AGENCIES OF INFORMATION REGARDING

FUGITIVE FELONS

SEC. 2636. Section 402(a)(9) of the Social Security Act is amended
by inserting before the semicolon at the end thereof the following: ';

but such safeguards shall not prevent the State agency or the local
agency responsible for the administration of the State plan in the
locality (whether or not the State has enacted legislation allowing
public access to Federal welfare records) from furnishing a State or
local law enforcement officer, upon his request, with the current ad-
dress of any recipient if the officer furnishes the agency with such
recipient's name and social security account number and satisfacto-
rily demonstrates that such recipient is a fugitive felon, that the lo-
cation or apprehension of such felon is within the officer's official
duties, and that the request is made in the proper exercise of those
duties ".

PAYMENT SCHEDULE FOR REIMBURSEMENT OF CERTAIN BACK CLAIMS

DUE THE STATES

SEC. 2637. The payment schedule contemplated by section 136 of
Public Law 97-276 for reimbursement of expenditures described in
that section is hereby established as follows:

(1) For expenditures identified in the decree entered by the
United States District Court for the District of Columbia on
July 21, 1983, in the case of State of Connecticut v. Heckler, No.
81-2237, and allowed by the Secretary of Health and Human
Services prior to the date of the enactment of this Act, payment
shall be made, by supplemental grant award or otherwise,
within 30 days after the date of the enactment of this Act; and

(2) for any other expenditure described in such section 136
which was identified in such decree or in any other decree en-
tered by a Federal court in a suit (with respect to such an ex-
penditure) filed prior to September 30, 1982, payment shall be
made, by supplemental grant award or otherwise, as soon as the
expenditure or portion thereof involved is finally determined by
the Secretary to be an allowable claim under the substantive
provisions of the applicable title of the Social Security Act.

MODIFICATION OF REQUIREMENTS FOR WORK SUPPLEMENTATION
PROGRAM

SEC. 2638. (a)(1) Section 414 (b)(6) of the Social Security Act is
amended-



(A) by inserting "(A)" before "may'" and
(B) by inserting ", and (B) during one or more of the first nine

months of an individual's employment pursuant to a program
under this section, may apply to the wages of the individual the
provisions of section 402 (a)(8)(A)(iv) without regard to the provi-
sions of (B)(ii)(II) of such section" before the period.

(2) Section 414 (c)(3) of such Act is amended-
(A) by inserting "or" after the semicolon in subparagraph (A);
(B) by striking out "a public or nonprofit entity" in subpara-

graph (B) and inserting in lieu thereof "any other employer'"
(C) by striking out '" or" in subparagraph (B) and inserting in

lieu thereof a period; and
(D) by striking out subparagraph (C).

(3) Section 414 (d) of such Act is amended-
(A) by striking out "for any quarter for expenditure incurred

in operating" and inserting in lieu thereof "for expenditures in-
curred in making payments to individuals and employers
under"- and

(B) by striking out all after "equal to the" and inserting in
lieu thereof- "amount which would otherwise be payable under
such section if the family of each individual employed in the
program established in such State under this section had re-
ceived the maximum amount of aid payable under the State
plan to such a family with no income (without regard to adjust-
ments under subsection (b) of this section) for a period of
months equal to the lesser of (1) nine months, or (2) the number
of months in which such individual was employed in such pro-
gram. ".

(4) Section 414 (h) of such Act is amended by inserting "(except
during any period in which such individual is employed under such
work supplementation program)" before the period.

(b) Section 51(c)(2) of the Internal Revenue Code of 1954 is amend-
ed to read as follows:

"(2) On-the-job training and work supplementation pay-
ments.-

"(A) Exclusion for employers receiving on-the-job training
payments.-The term 'wages' shall not include any
amounts paid or incurred by an employer for any period to
any individual for whom the employer receives federally
funded payments for on-the-job training of such individual
for such period.

"(B) Reduction for work supplementation payments to
employers.-The amount of wages which would (but for
this subparagraph) be qualified wages under this section
for an employer with respect to an individual for a taxable
year shall be reduced by an amount equal to the amount of
the payments made to such employer (however utilized by
such employer) with respect to such individual for such tax-
able year under a program established under section 414 of
the Social Security Act. ".

(c)(1) The amendments made by subsection (a) shall become effec-
tive on the date of the enactment of this Act.



(2) The amendments made by subsection (b) shall apply with
respect to payments made on or after the date of the enactment
of this Act.

3-YEAR EXTENSION OF PROVISIONS FOR DISREGARDING IN-KIND

ASSISTANCE

SEC. 2639. (a) Section 402(a)(36) of the Social Security Act is
amended to read as follows:

"(36) provide, at the option of the State, that in making the
determination for any month under paragraph (7), the State
agency shall not include as income any support or maintenance
assistance furnished to or on behalf of the family which (as de-
termined under regulations of the Secretary by such State
agency as the chief executive officer of the State may designate)
is based on need for such support and maintenance, including
assistance received to assist in meeting the costs of home energy
(including both heating and cooling), and which is (A) assist-
ance furnished in kind by a private nonprofit agency, or (B) as-
sistance furnished by a supplier of home heating oil or gas, by
an entity whose revenues are primarily derived on a rate-of
return basis regulated by a State or Federal governmental
entity, or by a municipal utility providing home energy. ".

(b) Section 1612(b)(13) of such Act is amended to read as follows:
"(13) any support or maintenance assistance furnished to or

on behalf of such individual (and spouse if any) which (as de-
termined under regulations of the Secretary by such State
agency as the chief executive officer of the State may designate)
is based on need for such support or maintenance, including as-
sistance received to assist in meeting the costs of home energy
(including both heating and cooling), and which is (A) assist-
ance furnished in kind by a private nonprofit agency, or (B) as-
sistance furnished by a supplier of home heating oil or gas, by
an entity providing home energy whose revenues are primarily
derived on a rate-of-return basis regulated by a State or Federal
governmental entity, or by a municipal utility providing home
energy.

(c)(1) Section 545 of the Surface Transportation Assistance Act of
1982 is amended by striking out subsections (a), (b), and (c).

(2) Section 404 of the Social Security Amendments of 1983 is re-
pealed.

(d) The amendments made by this section shall be effective with
respect to months which begin after September 30, 1984; but sections
402(a)(36) and 1612(b)(13) of the Social Security Act (as amended by
subsections (a) and (b) of this section) shall be effective only with
respect to months which end before October 1, 1987.

PARENTS AND SIBLINGS OF DEPENDENT CHILD INCLUDED IN AFDC

FAMILY; DISREGARD OF CHILD SUPPORT PAYMENTS

SEC. 2640. (a) Section 402(a) of the Social Security Act (as amend-
ed by section 2624 of this Act) is further amended-

(1) by striking out "and" at the end of paragraph (36);
(2) by striking out the period at the end of paragraph (37) and

inserting in lieu thereof '" and'; and



(3) by inserting immediately after paragraph (37) the follow-
ing new paragraphs:

"(38) provide that in making the determination under para-
graph (7) with respect to a dependent child and applying para-
graph (8), the State agency shall (except as otherwise provided
in this part) include-

"(A) any parent of such child, and
"(B) any brother or sister of such child, if such brother or

sister meets the conditions described in clauses (1) and (2)
of section 406(a), if such parent, brother, or sister is living
in the same home as the dependent child, and any income
of or available for such parent, brother, or sister shall be
included in making such determination and applying such
paragraph with respect to the family (notwithstanding sec-
tion 205U), in the case of benefits provided under title II);
and

"(39) provide that in making the determination under para-
graph (7) with respect to a dependent child whose parent or
legal guardian is under the age selected by the State pursuant
to section 406(a)(2), the State agency shall (except as otherwise
provided in this part) include any income of such minor's own
parents or legal guardians who are living in the same home as
such minor and dependent child, to the same extent that
income of a stepparent is included under paragraph (31). ".

(b)(1) Section 457(b) of such Act is amended by redesignatingpara-
graphs (1), (2), and (3) as paragraphs (2), (3), and (4), respectively,
and by inserting immediately before the paragraph redesignated as
paragraph (2) the following new paragraph:

"(1) the first $50 of such amounts as are collected periodically
which represent monthly support payments shall be paid to the
family without affecting its eligibility for assistance or decreas-
ing any amount otherwise payable as assistance to such family
during such month;".

(2) Section 457(b) of such Act, as amended by paragraph (1) of this
subsection, is further amended-

(A) by inserting "which are in excess of any amount paid to
the family under paragraph (1) and" after 'periodically" in
paragraph (2);

(B) by striking out "paragraph (1)" in paragraph (3) and in-
serting in lieu thereof '"paragraph (2)"; and

(C) by striking out "paragraphs (1) and (2)" in paragraph (4)
and inserting in lieu thereof '"paragraphs (1), (2), and (3)".

(c) Section 402(a)(8)(A) of such Act is amended by striking out
"and" after the semicolon at the end of clause (iv), and by adding
after clause (v) the following new clause:

"(vi) shall disregard the first $50 of any child support
payments received in such month with respect to the de-
pendent child or children in any family applying for or re-
ceiving aid to families with dependent children (including
support payments collected and paid to the family under
section 457(b)); and".



CWEP WORK FOR FEDERAL AGENCIES

SEC. 2641. (a) Section 409(a) of the Social Security Act is amended
by adding at the end thereof the following new paragraph:

"(4)(A) Participants in community work experience programs
under this section may, subject to subparagraph (B), perform work
in the public interest (which otherwise meets the requirements of
this section) for a Federal office or agency with its consent, and, not-
withstanding section 1342 of title 31, United States Code, or any
other provision of law, such agency may accept such services, but
such participants shall not be considered to be Federal employees
for any purpose.

"(B) The State agency shall provide appropriate workers' compen-
sation and tort claims protection to each participant performing
work for a Federal office or agency pursuant to subparagraph (A) on
the same basis as such compensation and protection are provided to
other participants in community work experience programs in the
State. ".

(b) The amendment made by subsection (a) shall become effective
on the date of the enactment of this Act.

EARNED INCOME OF FULL-TIME STUDENTS

SEC. 2642. (a) Section 402(c)(18) of the Social Security Act is
amended by inserting before the semicolon at the end thereof the
following: ", except that in determining the total income of the
family the State may exclude any earned income of a dependent
child who is a full-time student, in such amounts and for such
period of time (not to exceed 6 months) as the State may determine".

(b) Section 402(a)(8)(A) of such Act (as amended by section 2640(c)
of this Act) is further amended by striking out "and" after the semi-
colon at the end of clause (v), and by adding after clause (vi) the
following new clause:

"(vii) may disregard all or any part of the earned income
of a dependent child who is a full-time student and who is
applying for aid to families with dependent children, but
only if the earned income of such child is excluded for such
month in determining the family's total income under
paragraph (18); and".

(c) The amendments made by this section shall become effective
June 1, 1984.

PART 3-GENERAL EFFECTIVE DATE

GENERAL EFFECTIVE DATE

SEC. 2646. Except as otherwise specifically provided in this sub-
title, the provisions of parts 1 and 2 and the amendments made
thereby shall take effect on October 1, 1984.



Subtitle C-Implementation of Grace Commission Recommendations

INCOME AND ELIGIBILITY VERIFICATION PROCEDURES

SEC. 2651. (a) Part A of title XI of the Social Security Act (as
amended by section 2630 of this Act) is further amended by adding
at the end thereof the following new section:

"INCOME AND ELIGIBILITY VERIFICATION SYSTEM

"SEC. 1136. (a) In ordor to meet the requirements of this section, a
State must have in effect an income and eligibility verification
system under which-"(1) the State shall require, as a condition of eligibility for

benefits under any program listed in subsection (b), that each
applicant for or recipient of benefits under that program fur-
nish to the State his social security account number (or num-
bers, if he has more than one such number), and the State shall
utilize such account numbers in the administratio- of that pro-
gram so as to enable the association of the records pertaining to
the applicant or recipient with his account number;

"(2) wage information from agencies administering State un-
employment compensation laws available pursuant to section
3304(a)(16) of the Internal Revenue Code of 1954, wage informa-
tion reported pursuant to paragraph (3) of this subsection, and
wage, income, and other information from the Social Security
Administration and the Internal Revenue Service available pur-
suant to section 6103(l)(7) of such Code, shall be requested and
utilized to the extent that such information may be useful in
verifying eligibility for, and the amount of, benefits available
under any program listed in subsection (b), as determined by the
Secretary of Health and Human Services (or, in the case of the
unemployment compensation program, by the Secretary of
Labor, or, in the case of the food stamp program, by the Secre-
tary of Agriculture);

"(3) employers in such State are required, effective September
30, 1988, to make quarterly wage reports to a State agency
(which may be the agency administering the State's unemploy-
ment compensation law) except that the Secretary of Labor (in
consultation with the Secretary of Health and Human Services
and the Secretary of Agriculture) may waive the provisions of
this paragraph if he determines that the State has in effect an
alternative system which is as effective and timely for purposes
of providing employment related income and eligibility data for
the purposes described in paragraph (2);

"(4) the State agencies administering the programs listed in
subsection (b) adhere to standardized formats and procedures
established by the Secretary of Health and Human Services (in
consultation with- the Secretary of Agriculture) under, which-

"(A).the agencies will exchange with each other informa-
tion in their possession which may be of use in establishing
or verifying eligibility or benefit amounts under any other
such program;

"(B) such information shall be made available to assist
in the child support program under part D of title IV of



this Act, and to assist the Secretary of Health and Human
Services in establishing or verifying eligibility or benefit
amounts under titles 11 and XVI of this Act, but subject to
the safeguards and restrictions established by the Secretary
of the Treasury with respect to information released pursu-
ant to section 6103(l) of the Internal Revenue Code of 1954;
and

"(C) the use of such information shall be targeted to
those uses which are most likely to be productive in identi-
fying and preventing ineligibility and incorrect payments;

"(5) adequate safeguards are in effect so as to assure that-
"(A) the information exchanged by the State agencies is

made available only to the extent necessary to assist in the
valid administrative needs of the program receiving such
information, and the information released pursuant to sec-
tion 6103(l) of the Internal Revenue Code of 1954 is only ex-
changed with agencies authorized to receive such informa-
tion under such section 6103(l); and

"(B) the information is adequately protected against un-
authorized disclosure for other purposes, as provided in reg-
ulations established by the Secretary of Health and Human
Services, or, in the case of the unemployment compensation
program, the Secretary of Labor, or, in the case of the food
stamp program, the Secretary of Agriculture, or in the case
of information released pursuant to section 6103(l) of the
Internal Revenue Code of 1954, the Secretary of the Treas-
ury;

"(6) all applicants for and recipients of benefits under any
such program shall be notified at the time of application, and
periodically thereafter, that information available through the
system will be requested and utilized; and

"(7) accounting systems are utilized which assure that pro-
grams providing data receive appropriate reimbursement from
the programs utilizing the data for the costs incurred in provid-
ing the data.

"(b) The programs which must participate in the income verifica-
tion system are-

"(1) the aid to families with dependent children program
under part A of title IV of this Act;

"(2) the medicaid program under title XIX of this Act;
"(3) the unemployment compensation program under section

3304 of the Internal Revenue Code of 1954;
"(4) the food stamp program under the Food Stamp Act of

1977; and
"(5) any State program under a plan approved under title I,

X, XIV, or XVI of this Act.
"(c)(1) In order to protect applicants for and recipients of benefits

under the programs identified in subsection (b), or under the supple-
mental security income program under title XVI, from the improper
use of information obtained from the Secretary of the Treasury
under section 6103(1)(7)(B) of the Internal Revenue Code of 1954, no
Federal, State, or local agency receiving such information may ter-
minate, aeny, suspend, or reduce any benefits of an individual until



such agency has taken appropriate steps to independently verify in-
formation relating to-

"(A) the amount of the asset or income involved,
"(B) whether such individual actually has (or had) access to

such asset or income for his own use, and
"(C) the period or periods when the individual actually had

such asset or income.
"(2) Such individual shall be informed by the agency of the find-

ings made by the agency on the basis of such verified information,
and shall be given an opportunity to contest such findings, in the
same manner as applies to other information and findings relating
to eligibility factors under the program. ".

(b)(1) Section 402(a)(25) of the Social Security Act is amended to
read as follows:

"(25) provide that information is requested and exchanged for
purposes of income and eligibility verification in accordance
with a State system which meets the requirements of section
1137 of this Act;".

(2) Section 402(a)(29) of such Act is repealed.
(3) Section 411 of such Act is repealed.
(c) Section 1902(a) of the Social Security Act (as amended by sec-

tion 2367 of this Act) is further amended-
(1) by striking out "and" at the end of paragraph (44);
(2) by striking out the period at the end of paragraph (45) and

inserting in lieu thereof "I and"; and
(3) by inserting after paragraph (45) the following new para-

graph:
"(46) provide that information is requested and exchanged for

purposes of income and eligibility verification in accordance
with a State system which meets the requirements of section
1137 of this Act. ".

(d) Section 303 of the Social Security Act is amended by adding at
the end thereof the following new subsection:

"(f) The State agency charged with the administration of the
State law shall provide that information shall be requested and ex-
changed for purposes of income and eligibility verification in ac-
cordance with a State system which meets the requirements of sec-
tion 1137 of this Act. ".

(e) Section 2(a) of the Social Security Act is amended-
(1) by striking out the period at the end of paragraph (10) and

inserting in lieu thereof "; and' and
(2) by adding at the end thereof the following new paragraph:
"(11) provide that information is requested and exchanged for

purposes of income and eligibility verification in accordance
with a State system which meets the requirements of section
1137 of this Act. ".

(f) Section 1002(a) of the Social Security Act is amended-
(1) by striking out "and" at the end of clause (12); and
(2) by inserting before the period at the end thereof the follow-

ing: "; and (14) provide that information is requested and ex-
changed for purposes of income and eligibility verification in
accordance with a State system which meets the requirements of
section 1137 of this Act".

(g) Section 1402(a) of the Social Security Act is amended-
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(1) by striking out "and" at the end of clause (11); and
(2) by inserting before the period at the end thereof the follow-

ing: " and (13) provide that information is requested and ex-
changed for purposes of income and eligibility verification in
accordance with the State system which meets the requirements
of section 1137 of this Act".

(h) Section 1602(a) of the Social Security Act (as in effect with re-
spect to Puerto Rico, Guam, and the Virgin Islands) is amended-

(1) by striking out "and" at the end of paragraph (13);
(2) by striking out the period at the end of paragraph (14) and

inserting in lieu thereof "; and" and
(3) by inserting after paragraph (14) the following new para-

graph:
"(15) provide that information is requested and exchanged for

purposes of income and eligibility verification in accordance
with a State system which meets the requirements of section
1137 of this Act. ".

(i) Section 11(e)(19) of the Food Stamp Act of 1977 is amended to
read as follows:

"(19) that information is requested and exchanged for pur-
poses of income and eligibility verification in accordance with a
State system which meets the requirements of section 1137 of
the Social Security Act and that any additional information
available from agencies administering State unemployment
compensation laws under the provisions of section 303(d) of the
Social Security Act shall be requested and utilized by the State
agency (described in section 3(n)(1) of this Act) to the extent per-
mitted under the provisions of section 303(d) of the Social Secu-
rity Act; ".

U) Section 1631(e)(1)(B) of the Social Security Act is amended by
adding at the end thereof the following: "For this purpose and for
purposes of federally administered supplementary payments of the
type described in section 1616(a) of this Act (including payments
pursuant to an agreement entered into under section 212(a) of Public
Law 93-66), the Secretary shall, as may be necessary, request and
utilize information available pursuant to section 6103(l)(7) of the In-
ternal Revenue Code of 1954, and any information which may be
available from State systems under section 1137 of this Act, and
shall comply with the requirements applicable to States (with re-
spect to information available pursuant to section 6103(l)(7)(B) of
such Code) under subsections (a) (6) and (c) of such section 1137. ".

(k)(1) Section 6103(l)(7) of the Internal Revenue -Code of 1954 is
amended to read as follows:

"(7) DISCLOSURE OF RETURN INFORMATION TO FEDERAL, STATE,

AND LOCAL AGENCIES ADMINISTERING CERTAIN PROGRAMS UNDER

THE SOCIAL SECURITY ACT OR THE FOOD STAMP ACT OF 1977.-

"(A) RETURN INFORMATION FROM SOCIAL SECURITY AD-

MINISTRATION. -The Commissioner of Social Security shall,
upon written request, disclose return information from re-
turns with respect to net earnings from self-employment (as
defined in section 1402), wages (as defined in section
3121(a) or 3401(a)), and payments of retirement income,
which have been disclosed to the Social Security Adminis-
tration as provided by paragraph (1) or (5) of this subsec-



tion, to any Federal, State, or local agency administering a
program listed in subparagraph (D).

"(B) RETURN INFORMATION FROM INTERNAL REVENUE
SERVICE.-The Secretary shall, upon written request, dis-
close current return information from returns with respect
to unearned income from the Internal Revenue Service files
to any Federal, State, or local agency administering a pro-
gram listed in subparagraph (D).

"(C) RESTRICTION ON DISCLOSURE.-The Commissioner of
Social Security and the Secretary shall disclose return in-
formation under subparagraphs (A) and (B) only for pur-
poses of, and to the extent necessary in, determining eligi-
bility for, or the correct amount of benefits under a pro-
gram listed in subparagraph (D).

"(D) PROGRAMS TO WHICH RULE APPLIES.-The programs
to which this paragraph applies are:"(i) aid to families with dependent children provided

under a State plan approved under part A of title IV of
the Social Security Act;

") medical assistance provided under a State plan
approved under title XIX of the Social Security Act;

"(iii) supplemental security income benefits provided
under title XVI of the Social Security Act, and federal-
ly administered supplementary payments of the type de-
scribed in section 1616(a) of such Act (including pay-
ments pursuant to an agreement entered into under sec-
tion 212(a) of Public Law 93-66);

"(iv) any benefits provided under a State plan ap-
proved under title I, X, XIV, or XVI of the Social Secu-
rity Act (as those titles apply to Puerto Rico, Guam,
and the Virgin Islands);

"(v) unemployment compensation provided under a
State law described in section 3304 of this Code;

"(vi) assistance provided under the Food Stamp Act
of 1977; and

"(vii) State-administered supplementary payments of
the type described in section 1616(a) of the Social Secu-
rity Act (including payments pursuant to an agreement
entered into under section 212(a) of Public Law 93-66). " .

(2) Section 6103(a)(2) of such Code is amended by striking out "or
of any local child support enforcement agency" and inserting in lieu
thereof ", any local child support enforcement agency, or any local
agency administering a program listed in subsection (1)(7)(D)"

(1)(1) The amendments made by subsections () and (k) shall
become effective on the date of the enactment of this Act.

(2) Except as otherwise specifically provided, the amendments
made by subsections (a) through (i) shall become effective on April 1,
1985. In the case of any State which submits a plan describing a
good faith effort by such State to come into compliance with the re-
quirements of such subsections, the Secretary of Health and Human
Services (or, in the case of the State unemployment compensation
program, the Secretary of Labor, or, in the case of the food stamp
program, the Secretary of Agriculture) may by waiver grant a delay



in the effective date of such subsections, except that no such waiver
may delay the effective date of section 1137(c) of the Social Security
Act (as added by subsection (a) of this section), or delay the effective
date of any other provision of or added by this section beyond Sep-
tember 30, 1086.

COLLECTION AND DEPOSIT OF PAYMENTS TO EXECUTIVE AGENCIES

SEC. 2652. (a)(1) Subchapter 11 of chapter 37 of title 21, United
States Code, is amended by adding at the end thereof the following
new section:

"§ 3720. Collection of payments

"(a) Each head of an executive agency (other than an agency sub-
ject to section 9 of the Act of May 18, 1933 (48 Stat. 6, chapter 32;
16 US.C. 831h)) shall, under such regulations as the Secretary of
the Treasury shall prescribe, provide for the timely deposit of money
by officials and agents of such agency in accordance with section
3302, and for the collection and timely deposit of sums owed to such
agency by the use of such procedures as withdrawals and deposits by
electronic transfer of funds, automatic withdrawals from accounts
at financial institutions, and a system under which financial insti-
tutions receive and deposit, on behalf of the executive agency, pay-
ments transmitted to post office lockboxes. The Secretary is author-
ized to collect from any agency not complying with the requirements
imposed pursuant to the preceding sentence a charge in an amount
the Secretary determines to be the cost to the general fund caused by
such noncompliance.

"(b) The head of an executive agency shall pay to the Secretary of
the Treasury charges imposed pursuant to subsection (a). Payments
shall be made out of amounts appropriated or otherwise made
available to carry out the program to which the collections relate.
The amounts of the charges paid under this subsection shall be de-
posited in the Cash Management Improvement Fund established by
subsection (c).

"(c) There is established in the Theasury of the United States a
revolving fund to be known as the 'Cash Management Improvements
Fund'. Sums in the fund shall be available without fiscal year limi-
tation for the payment of expenses incurred in developing the meth-
ods of collection and deposit described in subsection (a) of this sec-
tion and the expenses incurred in carrying out collections and depos-
its using such methods, including the costs of personal services and
the costs of the lease or purchase of equipment and operating facili-
ties. ".

(2) The analysis of subchapter 11 of chapter 37 of title 31, United
States Code, is amended by adding at the end thereof the following
new item:

"3720. Collection of payments. '"

(3) The Secretary of the Treasury shall prescribe regulations, in-
cluding regulations under section 3720 of title 21, United States
Code, designed to achieve by October 1, 1986, full implementation of
the purposes of this subsection.



(b)(1) Subsection (c) of section 3302 of title 31, United States Code,
is amended-

(A) by inserting "(1)" after the subsection designation;
(B) by striking out ", but not later than the 30th day after the

custodian receives the money, '"
(C) by inserting after the first sentence the following new sen-

tence: "Except as provided in paragraph (2), money required to
be deposited pursuant to this subsection shall be deposited not
later than the third day after the custodian receives the
money, '" and

(D) by adding at the end thereof the following new para-
graph:

"(2) The Secretary of the Treasury may by regulation prescribe
that a person having custody or possession of money required by this
subsection to be deposited shall deposit such money during a period
of time that is greater or lesser than the period of time specified by
the second sentence of paragraph (1). ".

(2) The amendments made by this subsection shall become effec-
tive January 1, 1985.

COLLECTION OF NON-TAX DEBTS OWED TO FEDERAL AGENCIES

SEC. 2653. (a)(1) Subchapter 11 of chapter 37 of title 31, United
States Code, as amended by section 2652(a)(1) of this Act, is further
amended by adding at the end thereof the following new section:

" 3721. Reduction of tax refund by amount of debt

"(a) Any Federal agency that is owed a past-due legally enforcea-
ble debt (other than any OASDI overpayment and past-due support)
by a named person shall, in accordance with regulations issued pur-
suant to subsection (d), notify the Secretary of the Treasury of the
amount of such debt.

"(b) No Federal agency may take action pursuant to subsection (a)
with respect to any debt until such agency-

"(1) notifies the person incurring such debt that such agency
proposes to take action pursuant to such paragraph with respect
to such debt;

"(2) gives such person at least 60 days to present evidence that
all or part of such debt is not past-due or not legally enforcea-
ble;

"(3) considers any evidence presented by such person and de-
termines that an amount of such debt is past due and legally
enforceable; and

"(4) satisfies such other conditions as the Secretary may pre-
scribe to ensure that the determination made under paragraph
(3) with respect to such debt is valid and that the agency has
made reasonable efforts to obtain payment of such debt.

"(c) Upon receiving notice from any Federal agency that a named
person owes to such agency a past-due legally enforceable debt, the
Secretary of the Treasury shall determine whether any amounts, as
refunds of Federal taxes paid, are payable to such person. If the Sec-
retary of the Treasury finds that any such amount is payable, he
shall reduce such refunds by an amount equal to the amount of



such debt, pay the amount of such reduction to such agency, and
notify such agency of the individual's home address.

"(d) The Secretary of the Treasury shall issue regulations prescrib-
ing the time or times at which agencies must submit notices of past-
due legally enforceable debts, the manner in which such notices
must be submitted, and the necessary information that must be con-
tained in or accompany the notices. The regulations shall specify
the minimum amount of debt to which the reduction procedure es-
tablished by subsection (c) may be applied and the fee that an
agency must pay to reimburse the Secretary of the Treasury for the
full cost of applying such procedure. Any fee paid to the Secretary
pursuant to the preceding sentence may be used to reimburse appro-
priations which bore all or part of the cost of applying such proce-
dure.

"(e) Any Federal agency receiving notice from the Secretary of the
Treasury that an erroneous payment has been made to such agency
under subsection (c) shall pay promptly to the Secretary, in accord-
ance with such regulations as the Secretary may prescribe, an
amount equal to the amount of such erroneous payment (without
regard to whether any other amounts payable to such agency under
such subsection have been paid to such agency).

"(f) For purposes of this section-
"(1) the term 'Federal agency' means a department, agency, or

instrumentality of the United States (other than an agency sub-
ject to section 9 of the Act of May 18, 1933 (48 Stat. 63, chapter
32; 16 US.C. 831h)), and includes a Government corporation (as
such term is defined in section 103 of title 5, United States
Code);

"(2) the term 'past-due support' means any delinquency sub-
ject to section 464 of the Social Security Act; and

"(3) the term 'OASDI overpayment' means any overpayment of
benefits made to an individual under title 11 of the Social Secu-
rity Act".

(2) The analysis of subchapter II of chapter 37 of title 31, United
States Code, as amended by section 2652(a)(2) of this Act, is further
amended by adding at the end thereof the following new item:

"3721. Reduction of tax refund by amount of debt'"
(b)(1) Section 6402 of the Internal Revenue Code of 1954 (relating

to authority to make credits or refunds) is amended by adding at
the end thereof the following new subsections:

"(d) COLLECTION OF DEBTS OWED TO FEDERAL AGENCIES.-
"(1) IN GENERAL.-Upon receiving notice from any Federal

agency that a named person owes a past-due legally enforceable
debt (other than any OASDI overpayment and past-due support
subject to the provisions of subsection (c)) to such agency, the
Secretary shall-

"(A) reduce the amount of any overpayment payable to
such person by the amount of such debt;

"(B) pay the amount by which such overpayment is re-
duced under subparagraph (A) to such agency; and

"(C) notify the person making such overpayment that
such overpayment has been reduced by an amount necessary
to satisfy such debt.



"(2) PRIORITIES FOR OFFSET.-A ny overpayment by a person
shall be reduced pursuant to this subsection after such overpay-
ment is reduced pursuant to subsection (c) with respect to past-
due support collected pursuant to an assignment under section
402(a)(26) of the Social Security Act and before such overpay-
ment is credited to the future liability for tax of such person
pursuant to subsection (b). If the Secretary receives notice from
a Federal agency or agencies of more than one debt subject to
paragraph (1) that is owed by a person to such agency or agen-
cies, any overpayment by such person shall be applied against
such debts in the order in which such debts accrued.

"(3) DEFINITIONS.-For purposes of this subsection the term
'OASDI overpayment' means any overpayment of benefits made
to an individual under title 11 of the Social Security Act.

"(e) REVIEW OF REDUCTIONS.-No court of the United States shall
have jurisdiction to hear any action, whether legal or equitable,
brought to restrain or review a reduction authorized by subsection
(c) or (d). No such reduction shall be subject to review by the Secre-
tary in an administrative proceeding. No action brought against the
United States to recover the amount of any such reduction shall be
considered to be a suit for refund of tax. This subsection does not
preclude any legal, equitable, or administratve action against the
Federal agency to which the amount of such reduction was paid.

"(f) FEDERAL AGENCY.-For purposes of this section, the term
'Federal agency' means a department, agency, or instrumentality of
the United States (other than an agency subject to section 9 of the
Act of May 18, 1933 (48 Stat. 63, chapter 32; 16 US.C. 831h)), and
includes a Government corporation (as such term is defined in sec-
tion 103 of title 5, United States Code).

"(g) CROSS REFERENE.-For procedures relating to agency notifi-
cation of the Secretary, see section 3721 of title 31, United States
Code. ".

(2) Subsection (a) of section 6402 of such Code is amended by strik-
ing out "subsection (c)" and inserting in lieu thereof "subsections (c)
and (d)".

(3)(A) Subsection (1) of section 6103 of such Code (relating to confi-
dentiality and disclosure of returns and information), as amended
by section 453 of this Act, is further amended by adding at the end
thereof the following new paragraph:

"(10) DISCLOSURE OF CERTAIN INFORMATION TO AGENCIES RE-

QUESTING A REDUCTION UNDER SECTION 6402(C) OR 642(d).-
"(A) RETURN INFORMATION FROM INTERNAL REVENUE

SERVICE.-The Secretary may, upon receiving a written re-
quest, disclose to officers and employees of an agency seek-
ing a reduction under section 6402(c) or 6402(d)-

"(i) the fact that a reduction has been made or has
not been made under such subsection with respect to
any person;

"(ii) the amount of such reduction; and
"(iii) taxpayer identifying information of the person

against whom a reduction was made or not made.
"(B) RESTRICTION ON USE OF DISCLOSED INFORMATION.-

Any officers and employees of an agency receiving return
information under subparagraph (A) shall use such infor-



mation only for the purposes of, and to the extent necessary
in, establishing appropriate agency records or in the defense
of any litigation or administrative procedure ensuing from
reduction made under section 6402(c) or section 6402(d). ".

(B)(i) Section 6103(p)(3)(A) of such Code (relating to procedure and
recordkeeping), as so amended, is amended by striking out "or (9)"
and inserting in lieu thereof "(9), or (10)".

(ii) Section 6103(p)(4) of such Code, as so amended, is amended by
striking out "(1) (1), (2), (3), or (5)" and inserting in lieu thereof "(1)
(1), (2), (3), (5), or (10)".

(iii) Section 6103(p)(4)(F)(ii) of such Code, as so amended, is
amended by striking out "(1) (1), (2), (3), or (5)" and inserting in lieu
thereof "(1) (1), (2), (3), (5), or (10)".

(4) Section 7213(a)(2) of such Code (relating to unauthorized dis-
closure of information), as so amended, is amended by striking out
"(1) (6), (7), (8), or (9)" and inserting in lieu thereof "(1) (6), (7), (8), (9),
or (10)".

(c) The amendments made by this section shall apply with respect
to refunds payable under section 6402 of the Internal Revenue Code
of 1954 after December 31, 1985, and before January 1, 1988.

Subtitle D-Technical Corrections

CHANGES IN OASDI PROVISIONS NECESSITATED BY THE 1983
AMENDMENTS

SEC. 2661. (a) Section 201(l)(3)(B)(i) of the Social Security Act is
amended by inserting "Insurance" after "Survivors ".

(b)(1) Section 202(c)(1) of such Act is amended (in the matter ap-
pearing between subparagraphs (D) and (E) of such section)-

(A) by striking out all that follows "has attained" and pre-
cedes ", the first month" in clause (i) and inserting in lieu
thereof "retirement age (as defined in section 216(l))'

(B) by striking out all that follows "has not attained" and
precedes ", or" in clause (ii)(I) and inserting in lieu thereof "re-
tirement age (as defined in section 216(l))", and

(C) by striking out "to which" in the matter following clause
(ii) and inserting in lieu thereof "in which ".

(2) Section 202(c)(5)(A) of such Act is amended by striking out
"classes (i) and (ii)" and inserting in lieu thereof "clauses (i) and
(ii)".

(c)(1) Section 202(e)(2)(A) of such Act is amended by striking out
all that follows "subsection (q), " and precedes "subparagraph (D) of
this paragraph" and inserting in lieu thereof 'paragraph (7) of this
subsection, and".

(2) Section 202(e)(2)(C) of such Act is amended-
(A) by striking out the period immediately after "deceased in-

dividual'. and
(B) by inserting a closing parenthesis after 'paragraph (3) of

such subsection (w)".
(3) Paragraph (7) of section 202(e) of such Act is amended by strik-

ing out '"paragraph (2)(B), "and inserting in lieu thereof '"paragraph
(2)(D), ".



(d)(1) Section 202(f)(1)(C)(ii) of such Act is amended by striking out
all that follows "attained" and precedes ", and" and inserting in
lieu thereof "retirement age (as defined in section 216(l))".

(2) Section 202(f)(2)(A) of such Act is amended by striking out
"paragraph (3)(B)," and inserting in lieu thereof '"paragraph
(3)(D), ".

(3) Section 202(f)(3)(C) of such Act is amended by striking out the
period immediately after "deceased individual".

(e) Section 202(q)(9)(B)(i) of such Act is amended by striking out
"section 216(a)" and inserting in lieu thereof "section 216(l)".

(f) Section 202(x) of such Act is amended by adding at the begin-
ning thereof the following heading:

"Limitation on Payments to Prisoners".

(g)(1)(A) Section 203(d) of such Act is amended-
(i) by striking out "on seven or more different calendar days

of which he engaged" in paragraph (1)(A) and inserting in lieu
thereof "for more than forty-five hours of which such individ-
ual engaged' " and

(ii) by striking out "on seven or more different calendar days"
in paragraph (2) and inserting in lieu thereof "for more than
forty-five hours ".

(B) The amendments made by subparagraph (A) shall apply only
with respect to months beginning with the second month after the
month in which this Act is enacted.

(2)(A) Section 203(f) of such Act is amended by adding at the end
thereof the following new paragraph:

"(9) For purposes of paragraphs (3), (5)(D)(i), and (8)(D), the
term 'retirement age (as defined in section 216())', with respect
to any individual entitled to monthly insurance benefits under
section 202, means the retirement age (as so defined) which is
applicable in the case of old-age insurance benefits, regardless
of whether or not the particular benefits to which the individ-
ual is entitled (or the only such benefits) are old-age insurance
benefits. ".

(B) The amendment made by subparagraph (A) shall be effective
as though it had been enacted on April 20, 198, as a part of section
201 of the Social Security Amendments of 1983.

(h) Section 205(r) of such Act is amended-
(1) by striking out "(r)()(A) and (r)(3)(B)" in paragraph (4)

and inserting in lieu thereof "subparagraphs (A) and (B) of
paragraph (3)',

(2) by striking out "the Act" in paragraph (7) and inserting in
lieu thereof "this Act"I and

(3) by striking out the heading and inserting in lieu thereof
the following:

"USE OF DEATH CERTIFICATES TO CORRECT PROGRAM

INFORMATION

(i)(1) Section 209(e) of such Act is amended by striking out the
semicolon after "Act of 1974 ".

(2) The next to last unnumbered paragraph of section 209 of such
Act is amended by striking out "section 414(h)(2) of such Code" in
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subdivision (2) and inserting in lieu thereof "section 414(h)(2) of
such Code where the pickup referred to in such section is pursuant
to a salary reduction agreement (whether evidenced by a written in-
strument or otherwise)".
U) Section 210(a) of such Act in the matter preceding paragraph

(1), is amended by striking out the matter which follows "such affil-
iate" and precedes "or (C)" and the matter which follows "section
233" and precedes "except", and by inserting in lieu thereof a
comma and a semicolon, respectively.

(k)(1) Section 215(a)(7)(B)(ii)(I) of such Act is amended by striking
out "who initially become eligible for old-age or disability insurance
benefits" and inserting in lieu thereof "who become eligible (as de-
fined in paragraph (3)(B)) for old-age insurance benefits (or became
eligible as so defined for disability insurance benefits before attain-
ing age 62)".

(2) Section 215(a)(7)(C)(ii) of such Act is amended by striking out
"survivors" and inserting in lieu thereof "survivor's".
(3) Section 215(f)(9)(B)(i) of such Act is amended by striking out

"as though such primary insurance amount had initially been com-
puted without regard to subsection (a)(7) or (d)(5)" and inserting in
lieu thereof "as though the recomputed primary insurance amount
were being computed under subsection (a)(7) or (d)(5)".

(4) Section 215(i)(5)(A) of such Act is amended by adding at the
end thereof the following new sentence: "Any amount so increased
that is not a multiple of $0.10 shall be decreased to the next lower
multiple of $0.10. ".

(5) Section 215(i)(5)(B) of such Act is amended-
(A) by striking out clause (iii) and inserting in lieu thereof

the following:
"(iii) multiplying such quotient by 100 so as to yield such ap-

plicable additional percentage (which shall be rounded to the
nearest one-tenth of 1 percent), "I

(B) by striking out "ending with such subsequent calendar
year" in clauses (iv) and (v) and inserting in lieu thereof
"ending with the year before such subsequent calendar year'"
and

(C) by striking out "initially became eligible for an old-age or
disability insurance benefit" in clause (v) and inserting in lieu
thereof "became eligible (as defined in subsection (a)(3)(B)) for
the old-age or disability insurance benefit that is being in-
creased under this subsection".

(l)(1) Section 216(f) of such Act is amended by adding at the end
thereof the following new sentence: "For purposes of subparagraph
(C) of section 202(c)(1), a divorced husband shall be deemed not to be
married throughout the month which he becomes divorced. ".

Section 216(h)(3)(A)(i) of such Act (as in effect after the applica-
tion of section 2662(c)(1) of this Act) is amended by striking out "(as
defined in section 216(l)) and inserting in lieu thereof "(as defined
in subsection ())".
(3) Section 216(i)(2) of such Act (as amended by section 2662(c)(1)

of this Act)) is amended by striking out "(as defined in section
216(V)" in subparagraphs (B) and (D) and inserting in lieu thereof
"(as defined in subsection (1))".



(i) Subparagraph (B) of section 223(c)(1) of such Act is amended
by moving clause (iii) two ems to the left, and by moving the preced-
ing provisions of such subparagraph two ems to the right, so that
the left margin of such subparagraph and its clauses is indented
four ems and is aligned with the margin of subparagraph (A) of
such section.

(n) Section 229(b) of such Act is amended by adding at the end
thereof the following new sentence: "Additional adjustments may be
made in the amounts so authorized to be appropriated to the extent
that the amounts transferred in accordance with clauses (i) and (ii)
of section 151(b)(3)(B) of the Social Security Amendments of 1983
with respect to wages deemed to have been paid in 1983 were in
excess of or were less than the amount which the Secretary, on the
basis of appropriate data, determines should have been so trans-
ferred. ".

(o)(1) Subsection (f) of section 86 of the Internal Revenue Code of
1954 is amended by redesignating paragraphs (1), (2), (3), and (4) as
paragraphs (2), (3), (4), and (5), respectively, and by inserting before
paragraph (2) (as so redesignated) the following new paragraph:

"(1) section 37(c)(3)(A) (relating to reduction for amounts re-
ceived as pension or annuity), ".

(2) Subsection (a) of section 132 of such Code is amended by strik-
ing out paragraphs (6) and (7) and by redesignating paragraph (8) as
paragraph (6).

(3) Effective January 1, 1984, subparagraph (B) of section
3121(v)(1) of such Code is amended to read as follows:

"(B) any amount treated as an employer contribution under
section 414(h)(2) where the pickup referred to in such section is
pursuant to a salary reduction agreement (whether evidenced by
a written instrument or otherwise). ".

(4) Effective January 1, 1985, subparagraph (B) of section
3306(r)(1) of such Code is amended to read as follows:

"(B) any amount treated as an employer contribution under
section 414(h)(2) where the pickup referred to in such section is
pursuant to a salary reduction agreement (whether evidenced by
a written instrument or otherwise). ".

(5) Section 6334(c) of such Code is amended by inserting "includ-
ing section 207 of the Social Security Act)" immediately after "any
other law of the United States ".

CHANGES IN TEXT OF THE 1983 AMENDMENTS

SEC. 2662. (a) Section 101(d) of the Social Security Amendments of
1983 (Public Law 98-21) is amended by striking out "remuneration
paid" and inserting in lieu thereof "service performed"

(b) Section 112(f) of such Amendments is amended by inserting "of
such Act" after "section 201(a)"

(c) Section 201(c) of such Amendments is amended-
(1) by inserting "the" immediately before "age of 65" in para-

graph (1); and
(2) by inserting "the" immediately before "age of sixty-five" in

paragraph (3).
(d) Section 301(a)(5) of such Amendments is amended by striking

out "Section 202(c)" and inserting in lieu thereof "Effective with re-



spect to monthly insurance benefits for months after December 1984
(but only on the basis of applications filed on or after January 1,
1985), section 202(c)".

(e) Section 305(d)(2) of such Amendments is amended by inserting
"each place it appears" immediately before "in subsection (c)(4)(C)".

(f)(1) Section 422A(c)(9) of the Internal Revenue Code of 1954 (re-
lating to special rule when disabled) is amended by striking out
"section 105(d)(4)" and inserting in lieu thereof "section 37(e)(3)".

(2)(A) Section 324(d)(1) of the Social Security Amendments of 1983
is amended by adding at the end thereof the following new sentence:
"For purposes of applying such amendments to remuneration paid
after December 31, 198, which would have been taken into account
before January 1, 1984, if such amendments had applied to periods
before January 1, 1984, such remuneration shall be taken into ac-
count when paid (or, at the election of the payor, at the time which
would be appropriate if such amendments had applied). ".

(B) Section 324(d)(2) of such Amendments is amended by adding
at the end thereof the following new sentence: "For purposes of ap-
plying such amendments to remuneration paid after December 31,
1984, which would have been taken into account before January 1,
1985, if such amendments had applied to periods before January 1,
1985, such remuneration shall be taken into account when paid (or,
at the election of the payor, at the time which would be appropriate
if such amendments had applied). ".

(C) Section 324(d)(4) of such Amendments is amended by adding
at the end thereof the following new sentence: "For purposes of this
paragraph, any plan or agreement to make payments described in
paragraph (2), (3), or (13)(A)(iii) of section 3121(a) of such Code (as in
effect on the day before the date of the enactment of this Act) shall
be treated as a nonqualified deferred compensation plan. ".

(g) Section 327(d) of such Amendments (relating to codification of
Rowan decision with respect to meals and lodging) is amended to
read as follows:

"(d)(1) The amendment made by subsection (a) shall apply to re-
muneration paid after December 31, 1983.

"(2) The amendments made by subsection (b) and subsection (c)(4)
shall apply to remuneration (other than amounts excluded under
section 119 of the Internal Revenue Code of 1954) paid after March
4, 198, and to any such remuneration paid on or before such date
which the employer treated as wages when paid.

"(3) The amendments made by paragraphs (1), (2), and (3) of sub-
section (c) shall apply to remuneration paid after December 31,
1984. ".

(h) Section 338(b) of such Amendments is further amended by
adding at the end thereof the following new paragraph:

"(6) The provisions of section 8344 of title 5, United States Code,
shall not apply to service by an individual as a member of the
Panel. ".

(3) The amendments made by this subsection shall take effect on
January 1, 1984.

(i) Section 339(b) of such Amendments is amended to read as fol-
lows:

"(b) Section 223 of such Act is amended by adding at the end
thereof the following new subsection:



"(4) For provisions relating to limitation on payments to prison-
ers, see section 2 02(x). '. ".
(') Section 111(e) of such Amendments is amended by inserting

"Budget" before "Reconciliation ".

OTHER TECHNICAL CORRECTIONS IN THE SOCIAL SECURITY ACT AND
RELA TED PROVISIONS

SEC. 2663. (a)(1)(A) The fourth sentence of section 201(d) of the
Social Security Act is amended-

(i) by striking out "the Second Liberty Bond Act, as amend-
ed," and inserting in lieu thereof "chapter 31 of title 31, United
States Code, "' and

(ii) by striking out '"public-debt obligation" and inserting in
lieu thereof 'public-debt obligations ".

(B) Section 201(g)(1)(B) of such Act is amended by striking out
"clauses" in the first sentence and inserting in lieu thereof "clause".

(2)(A)(i) Section 202(d)(1) of such Act, in clause (ii) in the matter
which follows subparagraph (C) and precedes subparagraph (D), is
amended by striking out '"paragraphs" and '"paragraph" and insert-
ing in lieu thereof "subparagraphs" and "subparagraph ", respective-
ly.

(ii) Section 202(d)(1)(G) of such Act is amended-
(I) by striking out the comma after "age of 18";
(II) by striking out "the age of 22, and inserting in lieu

thereof "the age of 22-'
(II) by striking out ", or, subject to section 223(e), the termi-

nation month (and for purposes" and inserting in lieu thereof
the following:

"(i) the termination month, subject to section 223(e) (and
for purposes ",-

(IV) by striking out "after the 15 months" and all that fol-
lows down through "such earlier month." and inserting in lieu
thereof the following:

"after the 15 months following such period of trial work in
which he engages or is determined able to engage in sub-
stantial gainful activity),

or (if later) the earlier of-
"(ii) the first month during no part of which he is a full-time

elementary or secondary school student, or
"(iii) the month in which he attains the age of 19,

but only if he was not under a disability (as so defined) in such
earlier month. " and

(V) by indenting all of clause (i) (as designated and amended
by the preceding provisions of this subparagraph) four ems, so
as to align its left margin with the margins of clauses (ii) and
(iii) (as so designated).

(iii) The second sentence of section 202(d)(7)(A) of such Act is
amended by striking out "the date of the enactment of this para-
graph" and inserting in lieu thereof "the effective date of this sen-
tence "

(B) Section 202(e)(1) of such Act is amended-
(i) by striking out the first comma after "age 60" in the

matter following subparagraph (F)(ii); and



(ii) by striking out "he engages" in the last sentence and in-
serting in lieu thereof "she engages".

(C) Section 202(f)(1) of such Act is amended by striking out the
first comma after "age 60" in the matter following subparagraph
(F)(i i).

(D) Section 202(f)(3)(D)(i) of such Act is amended by striking out
the semicolon after "applicable, ".

(E) Section 2202(a)(1)(B) of Public Law 97-35 is amended by strik-
ing out "as".

(F)(i) Section 202(q)(3)(G) of the Social Security Act is amended by
striking out "as if the period" and inserting in lieu thereof "if the
period ".

(ii) Section 202(q)(7)(E) of such Act is amended by striking out "he
attained retirement age" and inserting in lieu thereof "she or he at-
tained retirement age".

(G) Section 202(t)(4)(E) of such Act is amended-
(i) by inserting "of 1937 or 1974" after "Railroad Retirement

Act" where it first appears; and
(ii) by inserting before the semicolon at the end thereof the

following: "of 1937 or section 18(2) of the Railroad Retirement
Act of 1974 ".

(H) Section 202(u)(1)(B) of such Act is amended by striking out ",

112, or 113".
(3)(A) Section 2034(a)(8) of such Act is amended by adding a

period at the end thereof
(B) Section 203(d)(2) of such Act is amended by striking out "an

individual who is entitled" and inserting in lieu thereof "an indi-
vidual under the age of seventy who is entitled".

(C) Section 203(f)(5)(B)(ii) of such Act is amended by striking out
"702(a)(9)" and inserting in lieu thereof "702(a)(8)".

(D) Section 203(f)(8) of such Act is amended by indenting subpara-
graphs (B) and (C) two additional ems (for a total indentation of
four ems) so as to align their left margins with the margins of sub-
paragraphs (A) and (D).

(4)(A) Section 205(c)(5)(D) of such Act is amended by inserting "of
1937 or 1974" after "Railroad Retirement Act" each place it ap-
pears.

(B) Section 205(c)(5)(I) of such Act is amended by inserting before
the simicolon at the end thereof the following: "or section 7(b)(7) of
the Railroad Retirement Act of 1974 ".

(C) Section 205(e) of such Act is amended by striking out "on
order" and inserting in lieu thereof "an order".

(D) Section 205(h) of such Act is amended by striking out "section
24 of the Judicial Code of the United States" and inserting in lieu
thereof "section 1331 or 1346 of title 28, United States Code, ".

(E) Section 205(i) of such Act is amended by striking out all that
follows "through" and precedes "and prior" and inserting in lieu
thereof "the Fiscal Service of the Department of the Treasury, ".

(F) Section 205(p)(1) of such Act is amended by striking out "sec-
tion 1420(e) of the Internal Revenue Code" and inserting in lieu
thereof "section 3122 of the Internal Revenue Code of 1954'.

(5) Section 208 of such Act is amended by indenting paragraphs (f)
through (h) two ems so as to align their left margins with the mar-



gins of paragraphs (a) through (e) and by appropriately further in-
denting subdivisions (1), (2), and (3) of paragraph (g)).

(6)(A) Section 209 of such Act is amended-
(i) by indenting paragraphs (5) through (9) of subsection (a)

two ems so as to align their left margins with the margins of
the preceding paragraphs of such subsection;

(ii) by striking out "(p) Remuneration" and inserting in lieu
thereof "(p)(1) Remuneration '"

(iii) by striking out the period at the end of paragraph (p)(1)
as redesignated by clause (ii) of this subparagraph and insert-
ing in lieu thereof a semicolon;

(iv) by striking out "(p) Any contribution" and inserting in
lieu thereof "(2) Any contribution '. and

(v) by indenting subsections (e), (f), and (k) through (r) two
ems so as to align their left margins with the margins of sub-
sections (a) through (d) and subsections (g), (h), and (j) (appro-
priately further indenting paragraphs (1) and (2) of subsection
(f) and paragraphs (1) and (2) of subsection (m)).

(B) The seventh unnumbered paragraph from the end of section
209 of such Act (relating to remuneration for service performed as a
member of a uniformed service) is amended by striking out "section
102(10) of the Servicemen's and Veterans' Survivor Benefits Act"
and inserting in lieu thereof "chapter 3 and section 1009 of title 37,
United States Code".

(7)(A) Section 210(a)(1) of such Act is amended by striking out
"(A)" and all that follows down through "or (B)".

(B) Section 210(a)(7) of such Act is amended by indenting subpara-
graph (D) two additional ems (for a total indentation of four ems) so
as to align its left margin with the margins of subparagraphs (A)
through (C).

(C) Section 210(a)(9) of such Act is amended by striking out "sec-
tion 1532 of the Internal Revenue Code" and inserting in lieu there-
of "section 3231 of the Internal Revenue Code of 1954 ".

(D) Section 210(a)(19) of such Act is amended by striking out the
comma after ; or"

(E) Section 210(l)(2) of such Act is amended-
(i) by striking out "section 102 of the Servicemen's and Veter-

ans'Survivor Benefits Act" and inserting in lieu thereof "para-
graph (21) of section 101 of title 38, United States Code" and

(ii) by striking out "such section" and inserting in lieu there-
of '"paragraph (22) of such section "

(F) Section 210(l)(3) of such Act is amended by striking out "such
section 102" and inserting in lieu thereof 'paragraph (23) of such
section 101 ".

(G) Section 210(m) of such Act is amended-
(i) by striking out "a reserve component of a uniformed service

as defined in section 102(3) of the Servicemen's and Veterans'
Survivor Benefits Act" in the first sentence and inserting in
lieu thereof "a reserve component as defined in section 101(27)
of title 38, United States Code'

(ii) by inserting ", the National Oceanic and Atmospheric Ad-
ministration Corps," after "Coast and Geodetic Survey" in the
first sentence;



(iii) by striking out "military or naval" each place it appears
in paragraph (5) and inserting in lieu thereof "military, naval,
or air'" and

(iv) by striking out "Universal Military Training and Service
Act" in paragraph (5)(B) and inserting in lieu thereof "Military
Selective Service Act".

(8)(A) Section 211(a) of such Act is amended by striking out "chap-
ter 1 of the Internal Revenue Code", "such chapter", and "section
183 of such code" in the matter preceding paragraph (1) and insert-
ing in lieu thereof "subtitle A of the Internal Revenue Code of
1954", "such subtitle", and "section 702(a)(8) of such Code", respec-
tively.

(B) Section 211(a)(3) of such Act is amended-
(i) by striking out "chapter 1 of the Internal Revenue Code"

and inserting in lieu thereof "subtitle A of the Internal Reve-
nue Code of 1954 "- and

(ii) by inserting "or" before "(C)".
(C) Section 211(a)(4) of such Act is amended by striking out "sec-

tion 23(s) of such code" and inserting in lieu thereof "section 172 of
the Internal Revenue Code of 1954 ".

(D) Section 211(a) of such Act is further amended by striking out
"702(a)(9)" in clauses (iii) and (iv) (in the matter following para-
graph (12)) and inserting in lieu thereof in each instance "702(a)(8)".

(E) Section 211(b)(1) of such Act is amended by indenting subpara-
graphs (D), (G), (H), and (I) an additional two ems (for a total in-
dentation of four ems) so as to align their left margins with the
margins of the other subparagraphs of such section.

(F) Section 211(c) of such Act is amended by striking out "section
23 of the Internal Revenue Code" and inserting in lieu thereof "sec-
tion 162 of the Internal Revenue Code of 1954 ".

(G) Section 211(c)(3) of such Act is amended by striking out "sec-
tion 1532 of the Internal Revenue Code" and inserting in lieu there-
of "section 3231 of the Internal Revenue Code of 1954 ".

(H) Section 211(d) of such Act is amended by striking out "supple-
ment F of chapter 1 of the Internal Revenue Code" and inserting in
lieu thereof "subchapter K of chapter I of the Internal Revenue
Code of 1954 ".

(I) Section 211(e) of such Act is amended by striking out "chapter
1 of the Internal Revenue Code", "chapter 1 of such code", and
"such chapter I" and inserting in lieu thereof "subtitle A of the In-
ternal Revenue Code of 1954", "subtitle A of such Code", and "such
subtitle A", respectively.

(9)(A) Section 213(a)(1) of such Act is amended by striking out
"means" and inserting in lieu thereof "mean".

(B) Section 213(a)(2)(B)(ii) of such Act is amended by striking out
"equal to $3,000" and inserting in lieu thereof "equal $3,000".

(10)(A) Section 215(a)(1) of such Act is amended-
(i) by striking out "of such benefits" in subparagraph (B)(i)

and inserting in lieu thereof "for such benefits';
(ii) by striking out "amounts" in subparagraph (B)(iii) and in-

serting in lieu thereof "amount", and
(iii) by striking out "section 217" in subparagraph (C)(ii) and

inserting in lieu thereof "section 217".



(B) Section 215(a)(4) of such Act is amended by indenting subpara-
graph (B) two ems so as to align its left margin with the margin of
subparagraph (A) (and by appropriately further indenting clauses (i)
and (ii) of such subparagraph (B)).

(C) Section 215(f)(2)(A) of such Act is amended by striking out
"primary insurance account" and inserting in lieu thereof '"primary
insurance amount".

(D) Section 215(h) of such Act is amended-
(i) by adding at the beginning thereof the following heading:

"Service of Certain Public Health Service Officers '" and
(ii) by striking out "Civil Service Commission" in paragraph

(1) and inserting in lieu thereof "Director of the Office of Per-
sonnel Management".

(11)(A) Section 2203(d)(4) of Public Law 97-35 is amended by in-
serting after "at the end of paragraph (3)" the following: "(after and
below subparagraph (C)(ii))".

(B) Section 216(i)(2)(F)(ii) of the Social Security Act is amended by
striking out "enacted," in the matter immediately preceding subdi-
vision (I) and inserting in lieu thereof "enacted-".

(12)(A) Section 217(d) of such Act is amended by indenting para-
graphs (1) and (2) two ems.

(B) Section 217(e)(1) of such Act is amended by inserting ", Na-
tional Oceanic and Atmospheric Administration Corps," after
"Coast and Geodetic Survey" in the last sentence.

(C) Section 217(f)(1) of such Act is amended by striking out "Civil
Service Commission" and inserting in lieu thereof "Director of the
Office of Personnel Management".

(13) Section 218(i) of such Act is amended by striking out "sub-
chapter A or E of chapter 9 of the Internal Revenue Code" and in-
serting in lieu thereof "chapter 21 and subtitle F of the Internal
Revenue Code of 1954 ".

(14) Section 221(e) of such Act is amended by striking out "Feder-
al Disability Trust Fund is charged" and inserting in lieu thereof
"Federal Disability Insurance Trust Fund is charged".

(15)(A) Subsections (a) and (b)(1) of section 222 of such Act are
amended by striking out "the Vocational Rehabilitation Act" each
place it appears and inserting in lieu thereof "title I of the Reha-
bilitation Act of 1973".

(B) Section 222(b)(3) of such Act is amended by striking out
"equal" and inserting in lieu thereof "equals".

(C) Section 222(b)(4) of such Act is amended by striking out "full-
time student" and inserting in lieu thereof "full-time elementary or
secondary school student".

(16) Section 223(d)(2)(A) of such Act is amended by striking out
"an individual" and inserting in lieu thereof "An individual".

(17) Section 226(b) of such Act is amended (in the matter follow-
ing paragraph (2)(C)) by striking out "part (A)" and inserting in lieu
thereof 'part A ".

(18) The last sentence of section 230(c) of such Act is amended by
striking out "(3)(f)(3)" and inserting in lieu thereof "3(f)(3)".

(b)(1) Section 302(b) of such Act is amended by striking out all
that follows "through" and precedes "and prior" and inserting in
lieu thereof "the Fiscal Service of the Department of the Treasury".
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(2) Section 303(a)(4) of such Act is amended by striking out
"1606(b)" and inserting in lieu thereof "3305(b)".
(3) Section 303(a)(5) of such Act (as amended by the 1983 Amend-

ments) is amended-
(A) by striking out "1606(b)" and inserting in lieu thereof

"3305(b)"- and
(B) by striking out the punctuation mark immediately before

the last proviso and inserting in lieu thereof a colon.
(4) Section 303(c) of such Act is amended by striking out "That"

in paragraphs (1) and (2) and inserting in lieu thereof "that".
(5) Section 303(e)(2)(A)(i) of such Act is amended by striking out

"child support obligatons" and inserting in lieu thereof "child sup-
port obligations"

(c)(1)(A) Section 402(a)(9) of such Act is amended by striking out
"use of disclosure" and inserting in lieu thereof "use of disclosure".

(B) Section 402(a)(14) of such Act is amended by striking out "(A)
provide that" and inserting in lieu thereof "provide (A) that".

(C) Section 402(a)(19)(F)(i) of such Act is amended by striking out
"or section 408" and inserting in lieu thereof "or section 472".
(D) Section 402(a)(19)(G) of such Act is amended by striking out

the comma before "that" in clause (iv).
(E) Section 401(a) of such Act is further amended-

(i) by striking out "must" immediately before the first of its
36 numbered subdivisions and inserting n lieu thereof "must-
'Y.

(ii) by indenting and aligning such numbered subdivisions
(without altering any of the numbering, language, or punctua-
tion) to the extent necessary to make each of such subdivisions a
numbered paragraph with its left margin indented two ers
(and with any designated internal subdivisions within such
paragraphs (including the numbered subdivisions in subpara-
graphs (A) and (B) of paragraph (8) and in subparagraph (A) of
paragraph (14) but not including such subparagraphs them-
selves, and not including any of the subdivisions in paragraphs
(9), (10), (15), (19)(G), (25), (30), (31), (88), and (36)) being appro-
priately further indented and aligned as subparagraphs or
clauses);

(iii) by striking out "and" after the semicolon at the end of
paragraph (5);

(iv) by striking out "clause" each place it appears in para-
graphs (15)(A), (15)(B), and (19)(F) and inserting in lieu thereof
'paragraph'- and
(v) by striking out "section 402(a)(7)" in paragraph (19)(D) and

inserting in lieu thereof '"paragraph (7)".
(F) Section 402(c) of such Act is amended by striking out "clause"

each place it appears and inserting in lieu thereof '"paragraph ".
(G) Section 402(d)(2) of such Act is amended by striking out "sec-

tion 43" and "section 43(g)" and inserting in lieu thereof "section
32" and "section 32(g)" respectively.

(2)(A) Section 403(b)(3) of such Act is amended by striking out all
that follows "through" and precedes "and prior" and inserting in
lieu thereof "the Fiscal Service of the Department of the Treasury".

(B) Clause (ii) in the last sentence of section 403U) of such Act is
amended by striking out the comma after "excess payments".



(3)(A) Section 406(b)(2) of such Act is amended by adding "and"
after the semicolon at the end of clause (C), by striking out clause
(D), and by redesignating clause (E) as clause (D).

(B)(i) The last sentence of section 406(b) of such Act, and section
402(a)(19)(F)(i) of such Act, are each amended by striking out
"clauses (A) through (E)" and inserting in lieu thereof "clauses (A)
through (D)"

(ii) Section 402(a)(26)(B) of such Act is amended by striking out
"subparagraphs (A) through (E)" and inserting in lieu thereof
"clauses (A) through (D)".

(4)(A) Section 407(b)(1)(C) of such Act is amended by striking out
"such father", and "he" each place it appears, and by inserting in
lieu thereof in each instance "such parent".

(B) Section 407(b)(2)(A) of such Act is amended by striking out
"thirty days" and inserting in lieu thereof "30 days".

(5) Section 409(a) of such Act is amended-
(A) by striking out "vacanies" in paragraph (1)(B) and insert-

ing in lieu thereof "vacancies '" and
(B) by striking out "part (C)" in paragraph (3) and inserting

in lieu thereof "part C".
(6) Section 410 of such Act is amended by striking out "Food

Stamp Act of 1964" in subsections (a) and (c) and inserting in lieu
thereof "Food Stamp Act of 1977".

(7)(A) Section 414(b)(5) of such Act is amended by striking out "re-
ceipients" and inserting in lieu thereof "recipients ".

(B) Section 415(b)(1)(B)(ii) of such Act is amended by striking out
"determinig" and inserting in lieu thereof "determining".

(8) Section 420(b) of such Act is amended by striking out the
comma immediately after "preceding sentence".

(9) Section 441 of such Act is amended by striking out "(a)".
(10) Section 444(d) of such Act is amended by striking out "rere-

ferred" and inserting in lieu thereof "referred".
(11) Section 445(b)(1)(E) of such Act is amended by striking out

"Comprehensive Employment and Training Act of 1973" and insert-
ing in lieu thereof "Job Training Partnership Act".

(12) The second sentence of section 452(c)(2) of such Act is amend-
ed by striking out "preceding section" and inserting in lieu thereof
"preceding sentence".

(13) Section 453(b)(2) of such Act is amended by striking out ", or
the United States" and inserting in lieu thereof "of the United
States "

(14) Section 454 of such Act is amended-
(A) by striking out "of such parent" in paragraph (9)(C);
(B) by striking out "collection and distribution," in clause

(A)(ii) of paragraph (16) and inserting in lieu thereof "collec-
tion, and distribution '" and

(C) by indenting paragraph (17) two ems so as to align its left
margin with the margins of the preceding paragraphs, and
amending such paragraph (as so indented)-

(i) by striking out "to accept" and inserting in lieu there-
of 'provide that the State will accept",

(ii) by striking out "and to impose" and inserting in lieu
thereof "will impose",



(iii) by striking out "to transmit" and inserting in lieu
thereof "will transmit", and

(iv) by strikig out ", otherwise to comply" and inserting
in lieu thereof 'will otherwise comply".

(15) Section 456 of such Act is amended-
(A) by inserting "(1)" after "SEC. 456. (a)'
(B) by striking out "(1) The amount" and inserting in lieu

thereof "(2) The amount";
(C) by striking out "(2) Any" and inserting in lieu thereof "(3)

Any". and
(D) by striking out "paragraphs (1)(A) and (B)" and inserting

in lieu thereof 'subparagraphs (A) and (B) of paragraph (2)"
(16) The heading of section 458 of such Act is amended by striking

out "STATES" and inserting in lieu thereof "STATES".

(17) Section 462(f)(2) of such Act is amended by striking out "de-
pendents" and inserting in lieu thereof "dependents' ".

(18)(A) Section 474(b)(4)(A) of such Act is amended by striking out
"subparagraph (c)" and inserting in lieu thereof "subparagraph

(C)".
(B) Section 474(c)(2) of such Act is amended by striking out "rel-

vant" and inserting in lieu thereof "relevant".
(C) Section 474(d)(1) of such Act is amended-

(i) by striking out "and (c)" the second place it appears and
inserting in lieu thereof "and (C)'" and

(ii) by striking out "secretary" and inserting in lieu thereof
"Secretary".

(d)(1) Section 901(c) of such Act is amended by aligning para-
graphs (1) through (4) (including the subparagraphs in paragraph
(3)) flush with the left margin (but with appropriate indentation in
the case of the subparagraphs and clauses in paragraph (1)).

(2) Section 901(f) of such Act is amended by moving paragraph (3)
two ems to the left, so that its left margin is in flush alignment
with the margins of the other paragraphs in such section.

(3) Section 904(b) of such Act is amended by striking out "the
Second Liberty Bond Act, as amended, " and inserting in lieu there-
of "chapter 31 of title 31, United States Code, "

(4) Section 908(d) of such Act is amended by striking out "5703(b)"
and inserting in lieu thereof "5703".

(e)(1)(A) Subparagraphs (C) and (D) of section 1101(a)(8) of such
Act are amended by indenting them 2 ems so as to align their left
margin with the left margin of subparagraphs (A) and (B) of such
section.

(B) Paragraph (9) of section 1101(a) of such Act is amended by in-
denting it (including subparagraphs (A) through (D) and clauses (i)
and (ii) of subparagraph (C)) 2 ems so as to align the left margin at
the beginning of such paragraph with the left margin of paragraph
(8)(A) of such section.

(2)(A) Section 1107(a) of such Act is amended by striking out "sub-
chapter E of chapter 1 or subchapter A, C, or E of chapter 9 of the
Internal Revenue Code, " and inserting in lieu thereof 'of chapter 2,
21, or 23 of the Internal Revenue Code of 1954, or of any provision
of subtitle F of such Code which corresponds (within the meaning of
section 7852(b) of such Code) to a provision contained in subchapter
E of chapter 9 of the Internal Revenue Code of 1939, ".



(B) The amendment made by subparagraph (A) shall not apply to
returns filed or representations made on or before the date of the
enactment of this Act.

(3) Section 1107(b) of such Act is amended by striking out "former
wife divorced," each place it appears and inserting in lieu thereof
"divorced wife, divorced husband, surviving divorced wife, surviv-
ing divorced husband, surviving divorced mother, surviving di-
vorced father, ".

(4)(A) Section 1114(g) of such Act is amended by striking out the
period after "Code" and inserting in lieu thereof a comma.

(B) Section 1114(h)(1) of such Act is amended by striking out "sec-
tions 281, 283, and 1914 of title 18 of the United States Code, and
section 190 of the Revised Statutes (5 US.C. 99)" and insert in lieu
thereof "sections 203, 205, and 209 of title 18, United States Code".

(5) Section 1115(a) of such Act is amended by striking out "VI, ",

"602, " and "603, ".

(6) Section 1116 of such Act is amended-
(A) by striking out "VI," in subsections (a)(1), (b), and (d);
(B) by striking out "604," in subsection (a)(3); and
(C) by striking out "XVI," and all that follows through "part

A" in subsection (d) and inserting in lieu thereof "XVI, or XIX,
or part A ".

(7) Section 1131(a) of such Act is amended-
(A) by striking out the period after "section 204(d) of this

Act" in paragraph (2)(B) and inserting in lieu thereof a comma;
and

(B) by moving the matter following paragraph (2)(B) two ems
to the left so that it is flush with the left margin.

(f) Title XIII of such Act is repealed.
(g)(1) Section 1611(c) of such Act is amended by adding at the be-

ginning thereof the following heading:

"Period for Determination of Benefits".

(2) Section 1611(g) of such Act is amended by striking out "or in-
dividuals" and inserting in lieu thereof "or such individual".

(3) Section 1612(b)(2) of such Act is amended by indenting sub-
paragraph (B) two ems so as to align its left margin with the
margin of subparagraph (A).

(4) Section 1612(b)(9) of such Act is amended by inserting a
comma after "child".

(5) The heading of section 1613(c) of such Act is amended to read
as follows:

"Disposal of Resources For Less Than Fair Market Value".

(6) Section 1614(a)(3) of such Act is amended by moving subpara-
graph (E) two ems to the left, so that its left margin is in flush
alignment with the margins of the other subparagraphs in such sec-
tion.

(7) Section 1614(d)(1) of such Act is amended by striking out "man
and women" and inserting in lieu thereof "man and woman "

(8) Section 1615 of such Act is amended by striking out "the Voca-
tional Rehabilitation Act" in subsections (a), (c), and (d) and insert-
ing in lieu thereof "title I of the Rehabilitation Act of 1973".



(9) Section 1618 of such Act is amended-
(A) by moving subsection (d) two ems to the left, so that its left

margin is in flush alignment with the margins of the other subsec-
tions in such section;

(B) by striking out the comma after "levels of its" in such sub-
section (d); and

(C) by inserting a comma after "1980", and after "1976" each
place it appears, in such subsection.

(10) Section 1621(e) of such Act is amended by striking out "sever-
ably" and inserting in lieu thereof "severally".

(11)(A) Section 1631(d)(1) of such Act is amended by striking out
"equity or" and inserting in lieu thereof "equity and".

(B) Section 1631(b)(2) of such Act is amended by striking out "sec-
tion 43" and "section 43(g)" and inserting in lieu thereof "section
32" and "section 32(g)", respectively.

(12) Section 1631(d)(1) of such Act is amended by striking out "(e),
and (f)" and inserting in lieu thereof "and (e)".

(h)(1) Section 2002(b) of such Act is amended by striking out "sec-
tion 203 of the Intergovernmental Cooperation Act of 1968 (42 US.C.
4213)" and inserting in lieu thereof "section 6503 of title 31, United
States Code, ".

(2) Section 2006(c) of such Act is amended by striking out "section
202 of the Intergovernmental Cooperation Act of 1968 (42 USC.
4212)" and inserting in lieu thereof "section 6503 of title 31, United
States Code".

(i)(1) Section 3121(b)(1) of the Internal Revenue Code of 1954 is
amended by striking out "(A)" and all that follows down through
"or (B)".

(2) Section 3121(i)(2) of such Code is amended by striking out "sec-
tion 102(10) of the Servicemen's and Veterans' Survivor Benefits
Act" and inserting in lieu thereof "chapter 3 and section 1009 of
title 37, United States Code".
(3) Section 3121(m)(2) of such Code is amended-

(A) by striking out "section 102 of the Servicemen 's and Veter-
ans' Survivor Benefits Act" and inserting in lieu thereof '"para-
graph (21) of section 101 of title 38, United States Code'" and

(B) by striking out "such section" and inserting in lieu there-
of '"paragraph (22) of such section".

(4) Section 3121(m)(3) of such Code is amended by striking out
"such section 102" and inserting in lieu thereof '"paragraph (23) of
such section 101 ".

(5) Section 3121(n) of such Code is amended-
(A) by striking out "a reserve component of a uniformed serv-

ice as defined in section 102(3) of the Servicemen's and Veter-
ans' Survivor Benefits Act" in the first sentence and inserting
in lieu thereof "a reserve component as defined in section
101(27) of title 38, United States Code '"

(B) by inserting ", the National Oceanic and Atmospheric Ad-
ministration Corps," after "Coast and Geodetic Survey" in the
first sentence;

(C) by striking out "military or naval" each place it appears
in paragraph (5) and inserting in lieu thereof 'military, naval,
or air ". and



(D) by striking out "Universal Military Training and Service
Act" in paragraph (5)(B) and inserting in lieu thereof "Military
Selective Service Act".

()(1) Section 1101(a)(6) of the Social Security Act is amended by
striking out "means" and all that follows and inserting in lieu
thereof "means the Secretary of Health and Human Services. ".

(2) The following provisions of such Act are amended by striking
out "Health, Education, and Welfare" wherever it appears and in-
serting in lieu thereof "Health and Human Services":

(A) In title II-
(i) subsections (a)(3), (a)(4), (b)(1), (b)(2), (g)(1), (g)(2), (g)(4),

and (i)(1) of section 201;
(ii) subsections (q)(4)(B), (q)(6)(B), and (r)(1) of section 218;

and
(iii) subsections (b)(3) and (b)(4) of section 231;

(B) in title IV-
(i) subsections (b)(2) and (b)(3) of section 403;
(ii) subsection (a) of section 431;
(iii) subsection (b) of section 436;
(iv) section 439;
(v) section 441;
(vi) section 443;
(vii) subsection (a) of section 444;
(viii) subsection (a) of section 452;
(ix) subsection (b)(1) of section 453;
(x) paragraph (8)(B) of section 454; and
(xi) section 460;

(C) in title VII-
(i) section 702; and
(ii) subsection (c)(1) of section 706;

(D) in title XI-
(i) section 1102;
(ii) subsection (b) of section 1106;
(iii) subsection (b) of section 1107;
(iv) subsection (c) of section 1114;
(v) section 1120; and
(vi) subsection (a) of section 1126;

(E) in title XVI, section 1602; and
(F) in title XVIII-

(i) subsections (a), (f)(1), (g), and (h) of section 1817;
(ii) subsections (a)(2) and (d)(1) of section 1840;
(iii) subsections (f), (g), (h), and (i) of section 1841; and
(iv) subsection (b)(3) of section 1842.

(3) The following provisions of such Act are amended by striking
out "of Health, Education, and Welfare" wherever it appears:

(A) In title II-
(i) subsections (a)(10)(B) and (1)(4)(A) of section 210;
(ii) subsections (a)(2), (a)(3), (b)(2), (e)(2), (e)(3), and (f)(1) of

section 217;
(iii) subsections (a)(1), (c)(4), (d)(3), (d)(7), (h)(2), (h)(3), (i),

(j), (k)(1), (l), and (p)(2) of section 218;
(iv) subsection (g) of section 228; and
(v) subsection (d) of section 233;

(B) in title IV-



(i) subsection (a)(3) of section 403; and
(ii) subsection (e) of section 407; and

(C) in title XIX, section 1901.
(4) Section 205(l) of such Act is amended by striking out "employ-

ee" and all that follows down through "designated" and inserting
in lieu thereof "employee of the Department of Health and Human
Services designated".

(5) The following provisions of the Internal Revenue Code of 1954
are amended by striking out "Health, Education, and Welfare" each
place it appears and inserting in lieu thereof "Health and Human
Services ":

(A) Subsection (d)(6)(B)(ii) of section 51;
(B) subsections (c)(1), (c)(2)(E), (g)(1), (g)(3)(A), and (g)(3)(B) of

section 1402;
(C) subsection (b)(10)(B) of section 3121;
(D) subsections (d) and (f) of section 6057;
(E) subsection (1)(5) of section 6103; and
(F) paragraph (5) of section 6613(d).

(k) Sections 432(d), 432(f)(1), 433(g), and 434(b) of the Social Secu-
rity Act are each amended by striking out "of Labor" wherever it
appears.
(l) Any reference to the Federal Security Administrator which

may remain in the provisions of title II, IV, VII, or XI of the Social
Security Act (other than section 1101(a)(6) of such Act) is amended-

(1) by substituting "Secretary" or "Secretary's" for the term
"Administrator" or "Administrator's", where the reference is to
that term alone;

(2) by substituting "Secretary of Health, Education, and Wel-
fare" for the term "Federal Security Administrator", where the
reference is to that term, if the provision containing such refer-
ence is amended by paragraph (2) or (3) of subsection U) (in
which case the amendment of such provision under this para-
graph shall be deemed to have taken effect immediately prior to
the amendment of such provision under such paragraph (2) or
(3)) and
(3) by substituting "Secretary of Health and Human Services"

for the term "Federal Security Administrator" in any other case
where the reference is to that term;

and any reference to the Federal Security Agency which may remain
in such provisions is amended by substituting "Department of
Health and Human Services" for the term "Federal Security
Agency' but nothing in this subsection shall affect the exercise
under section 402(a)(5) of such Act of the functions, powers, and
duties relating to the prescription of personnel standards on a merit
basis which were transferred from the Secretary of Health, Educa-
tion, and Welfare by section 208(a)(3)(D) of Public Law 91-648.

EFFECTIVE DATES

SEC. 2664. (a) Except as otherwise specifically provided, the
amendments made by sections 2661 and 2662 shall be effective as
though they had been included in the enactment of the Social Secu-
rity Amendments of 1983 (Public Law 98-21).



(b) Except to the extent otherwise specifically provided in this sub-
title, the amendments made by section 2663 shall be effective on the
date of the enactment of this Act; but none of such amendments
shall be construed as changing or affecting any right, liability,
status, or interpretation which existed (under the provisions of law
involved) before that date.

Subtitle E-Trade Adjustment Assistance

LIMITATIONS ON TRADE READJUSTMENT ALLOWANCES

SEC. 2671. The first sentence of section 233(a)(3) of the Trade Act
of 1974 (19 U.S.C. 2293(a)(3)) is amended to read as follows: "Not-
withstanding paragraph (1), in order to assist the adversely affected
worker to complete training approved for him under section 236,
and in accordance with regulations prescribed by the Secretary, pay-
ments may be made as trade readjustment allowances for up to 26
additional weeks in the 26-week period that-

"(A) follows the last week of entitlement to trade readjust-
ment allowances otherwise payable under this chapter; or

"(B) begins with the first week of such training, if such train-
ing is approved after the last week described in subparagraph(A). " .

JOB SEARCH AND RELOCATION ALLOWANCES

SEC. 2672. (a) Section 237(a)(1) of the Trade Act of 1974 (19 U.S.C.
2297(a)(1)) is amended by striking out "$600" and inserting in lieu
thereof "$800".

(b) Section 238(d)(2) of the Trade Act of 1974 (19 U.S.C. 2298(d)(2))
is amended by striking out "$600" and inserting in lieu thereof
"$800".

ASSISTANCE TO INDUSTRY

SEC. 2673. Section 265 of the Trade Act of 1974 (19 U.S.C. 2355) is
amended-

(1) by amending subsection (a)-
(A) by inserting "or workers" immediately after "substan-

tial number of firms", and
(B) by inserting "223 or" immediately before "251'. and

(2) by striking out "$2,000,000" in subsection (b) and inserting
in lieu thereof "$10,000,000"

Subtitle F-Certain Provisions Relating to Puerto Rico and the
Virgin Islands

SEC. 2681. CLARIFICATION OF DEFINITION OF ARTICLES PRODUCED IN
PUERTO RICO OR THE VIRGIN ISLANDS.

(a) IN GENERAL.-Section 7652 of the Internal Revenue Code of
1954 (relating to shipments to the United States) is amended by re-
designating subsection (c) as subsection (e) and by inserting after
subsection (b) the following new subsections:

"(C) ARTICLES CONTAINING DISTILLED SPIRITS.-For purposes of
subsection (a)(3) and (b)(3), any article containing distilled spirits
shall in no event be treated as produced in Puerto Rico or the



Virgin Islands unless at least 92 percent of the alcoholic content in
such article is attributable to rum.

"(d) ARTICLES OTHER THAN ARTICLES CONTAINING DISTILLED

SPIRITS. -For purposes of subsection (a)(3) and (b)(3)-
"(1) VALUE ADDED REQUIREMENT FOR PUERTO RICO.-Any article,

other than an article containing distilled spirits, shall in no event
be treated as produced in Puerto Rico unless the sum of-

"(A) the cost or value of the materials produced in Puerto
Rico, plus

"(B) the direct costs of processing operations performed in
Puerto Rico,

equals or exceeds 50 percent of the value of such article as of
the time it is brought into the United States.

"(2) PROHIBITION OF FEDERAL EXCISE TAX SUBSIDIES. -

"(A) IN GENERAL.-No amount shall be transferred under
subsection (a)(3) or (b)(3) in respect of taxes imposed on any
article, other than an article containing distilled spirits, if
the Secretary determines that a Federal excise tax subsidy
was provided by Puerto Rico or the Virgin Islands (as the
case may be) with respect to such article.

"(B) FEDERAL EXCISE TAX SUBSIDY.-For purposes of this
paragraph, the term 'Federal excise tax subsidy' means any
subsidy-

"(i) of a kind different from, or
"(ii) in an amount per value or volume of production

greater than,
the subsidy which Puerto Rico or the Virgin Islands offers
generally to industries producing articles not subject to
Federal excise taxes.

"(3) DIRECT COSTS OF PROCESSING OPERATIONS. -For purposes
of this subsection, the term 'direct cost of processing operations'
has the same meaning as when used in section 213 of the Carib-
bean Basin Economic Recovery Act. ".

(b) EFFECTIVE DATES AND SPECIAL RULES. -
(1) IN GENERAL.-Except as provided in paragraph (2), the

amendments made by subsection (a) shall apply with respect to
articles brought into the United States on or after March 1,
1984.

(2) EXCEPTION FOR PUERTO RICO FOR PERIODS BEFORE JANU-

ARY 1, 1985.-

(A) IN GENERAL.-Subject to the limitations of subpara-
graphs (B) and (C), the amendments made by subsection (a)
shall not apply with respect to articles containing distilled
spirits brought into the United States from Puerto Rico
after February 29, 1984, and before January 1, 1985.

(B) $130,000,000 LIMITATION.-In the case of such articles
brought into the United States after February 29, 1984, and
before July 1, 1984, the aggregate amount payable to Puerto
Rico by reason of subparagraph (A) shall not exceed the
excess of-

(i) $130,000,000, over
(ii) the aggregate amount payable to Puerto Rico

under section 7652(a) of the Internal Revenue Code of
1954 with respect to such articles which were brought



into the United States after June 30, 198, and before
March 1, 1984.

(C) $75,000,000 LIMITATION.-In the case of such articles
brought into the United States after June 30, 1984, and
before January 1, 1985, the aggregate amount payable to
Puerto Rico by reason of subparagraph (A) shall not exceed
$75,000,000.

(3) LIMITATION ON PAYMENTS OTHER THAN TRANSPORTATION

COSTS TO UNITED STATES DISTILLERS AFTER JUNE 30, 1984, AND

BEFORE JANUARY 1, 1985.-

(A) IN GENERAL.-Incentive payments paid after June 30,
1984, and before January 1, 1985, to each United States dis-
tiller with respect to articles containing distilled spirits
which fail to satisfy the requirements of section 7652(c) of
the Internal Revenue Code of 1954, as added by this sec-
tion, may not exceed $1,500,000.

(B) PAYMENTS IN EXCESS OF LIMITATION.-If any United
States distiller receives, with respect to such articles
brought into the United States-

(i) any incentive payment in excess of $1,500,000, or
(ii) any other payment (other than for transportation

costs),
such distiller shall pay to the United States the total
amount of all incentive payments and other payments
(other than for transportation costs) received after June 30,
1984, and before January 1, 1985.

(C) INCENTIVE PA YMENT. -For purposes of this paragraph,
the term "incentive payment" means any payment, in a
form and manner determined as of March 1, 1984 (other
than a payment for transportation costs) made directly or
indirectly by Puerto Rico to any United States distiller as
an incentive to engage in redistillation operations.

(D) TRANSPORTATION COSTS.-For purposes of this para-
graph, the term "transportation costs" means direct costs of
transportation to and from Puerto Rico with respect to any
article containing distilled spirits.

SEC. 2682. LIMITATIONS ON TRANSFERS OF EXCISE TAX REVENUES TO
PUERTO RICO AND THE VIRGIN ISLANDS.

(a) IN GENERAL.-Section 7652 of the Internal Revenue Code of
1954 (relating to shipments to the United States) is amended by
adding at the end thereof the following new subsection:

"(f) LIMITATION ON COVER OVER OF TAX ON DISTILLED SPIRITS.-

For purposes of this section, with respect to taxes imposed under sec-
tion 5001 or this section on distilled spirits, the amount covered into
the treasuries of Puerto Rico and the Virgin Islands shall not
exceed the lesser of the rate of-

"(1) $10.50, or
"(2) the tax imposed under section 5001(a)(1), on each proof

gallon. ".
(b) EFFECTIVE DATE.-The amendment made by this section shall

apply to articles containing distilled spirits brought into the United
States after September 30, 1985.



TITLE VII-COMPETITION IN
CONTRACTING

SHORT TITLE

SEC. 2701. This title may be cited as the "Competition in Con-
tracting Act of 1984 ".

Subtitle A-Amendments to the Federal Proper-
ty and Administrative Services Act of 1949

PROCUREMENT PROCEDURES

SEC. 2711. (a)(1) Section 308 of the Federal Property and Adminis-
trative Services Act of 1949 (41 U.S.C. 253) is amended to read as
follows:

"COMPETITION REQUIREMENTS

"SEC. 303. (a)(1) Except as provided in subsections (b), (c), and (g)
and except in the case of procurement procedures otherwise expressly
authorized by statute, an executive agency in conducting a procure-
ment for property or services-

"(A) shall obtain full and open competition through the use
of competitive procedures in accordance with the requirements
of this title and the modifications to regulations promulgated
pursuant to section 2752 of the Competition in Contracting Act
of 1984; and

"(B) shall use the competitive procedure or combination of
competitive procedures that is best suited under the circum-
stances of the procurement.

"(2) In determining the competitive procedures appropriate under
the circumstance, an executive agency-

"(A) shall solicit sealed bids if-
"(i) time permits the solicitation, submission, and evalua-

tion of sealed bids;
"(ii) the award will be made on the basis of price and

other price-related factors;
"(iii) it is not necessary to conduct discussions with the

responding sources about their bids; and
"(iv) there is a reasonable expectation of receiving more

than one sealed bid; and
"(B) shall request competitive proposals if sealed bids are not

appropriate under clause (A).
"(b)(1) An executive agency may provide for the procurement of

property or services covered by this section using competitive proce-
dures but excluding a particular source in order to establish or
maintain any alternative source or sources of supply for that proper-
ty or service if the agency head determines that to do so-

"(A) would increase or maintain competition and would
likely result in reduced overall costs for such procurement, or
for any anticipated procurement, of such property or services;



"(B) would be in the interest of national defense in having a
facility (or a producer, manufacturer, or other supplier) avail-
able for furnishing the property or service in case of a national
emergency or industrial mobilization; or

"(C) would be in the interest of national defense in establish-
ing or maintaining an essential engineering, research, or devel-
opment capability to be provided by an educational or other
nonprofit institution or a federally funded research and devel-
opment center.

"(2) In fulfilling the statutory requirements relating to small busi-
ness concerns and socially and economically disadvantaged small
business concerns, an executive agency shall use competitive proce-
dures but may restrict a solicitation to allow only such business con-
cerns to compete.

"(c) An executive agency may use procedures other than competi-
tive procedures only when-

"(1) the property or services needed by the executive agency are
available from only one responsible source and no other type of
property or services will satisfy the needs of the executive
agency;

"(2) the executive agency's need for the property or services is
of such an unusual and compelling urgency that the Govern-
ment would be seriously injured unless the executive agency is
permitted to limit the number of sources from which it solicits
bids or proposals;

"(3) it is necessary to award the contract to a particular
source or sources in order (A) to maintain a facility, producer,
manufacturer, or other supplier available for furnishing proper-
ty or services in case of a national emergency or to achieve in-
dustrial mobilization, or (B) to establish or maintain an essen-
tial engineering, research, or development capability to be pro-
vided by an educational or other nonprofit institution or a fed-
erally funded research and development center;

"(4) the terms of an international agreement or treaty between
the United States Government and a foreign government or
international organization, or the written directions of a foreign
government reimbursing the executive agency for the cost of the
procurement of the property or services for such government,
have the effect of requiring the use of procedures other than
competitive procedures;

"(5) a statute expressly authorizes or requires that the pro-
curement be made through another executive agency or from a
specified source, or the agency's need is for a brand-name com-
mercial item for authorized resale;

"(6) the disclosure of the executive agency's needs would com-
promise the national security unless the agency is permitted to
limit the number of sources from which it solicits bids or pro-
posals; or

"(7) the head of the executive agency-
"(A) determines that it is necessary in the public interest

to use procedures other than competitive procedures in the
particular procurement concerned, and

"(B) notifies the Congress in writing of such determina-
tion not less than 30 days before the award of the contract.



"(d)(1) For the purposes of applying subsection (c)(1)-
"(A) in the case of a contract for property or services to be

awarded on the basis of acceptance of an unsolicited research
proposal, the property or services shall be considered to be avail-
able from only one source if the source has submitted an unso-
licited research proposal that demonstrates a unique and inno-
vative concept the substance of which is not otherwise available
to the United States and does not resemble the substance of a
pending competitive procurement; and

"(B) in the case of a follow-on contract for the continued de-
velopment or production of a major system or highly specialized
equipment when it is likely that award to a source other than
the original source would result in (i) substantial duplication of
cost to the Government which is not expected to be recovered
through competition, or (ii) unacceptable delays in fulfilling the
executive agency's needs, such property may be deemed to be
available only from the original source and may be procured
through procedures other than competitive procedures.

"(2) The authority of the head of an executive agency under sub-
section (c)(7) may not be delegated.

"(e) An executive agency using procedures other than competitive
procedures to procure property or services by reason of the applica-
tion of subsection (c)(2) or (c)(6) shall request offers from as many
potential sources as is practicable under the circumstances.

"(f)(1) Except as provided in paragraph (2), an executive agency
may not award a contract using procedures other than competitive
procedures unless-

"(A) the contracting officer for the contract justifies the use of
such procedures in writing and certifies the accuracy and com-
pleteness of the justification;

"(B) the justification is approved-
"(i) in the case of a contract for an amount exceeding

$100,000 (but equal to or less than $1,000,000), by the com-
petition advocate for the procuring activity (without further
delegation);

"(ii) in the case of a contract for an amount exceeding
$1,000,000 (but equal to or less than $10,000,000), by the
head of the procuring activity or a delegate who, if a
member of the armed forces, is a general or flag officer or,
if a civilian, is serving in a position in grade GS-16 or
above under the General Schedule (or in a comparable or
higher position under another schedule); or

"(iii) in the case of a contract for an amount exceeding
$10,000,000, by the senior procurement executive of the
agency designated pursuant to section 16(g) of the Office of
Federal Procurement Policy Act (41 US.C. 414(3)) (without
further delegation); and

"(C) Any required notice has been published with respect to
such contract pursuant to section 18 of the Office of Federal
Procurement Policy Act and all bids or proposals received in re-
sponse to such notice have been considered by such executive
agency.
"(2) In the case of a procurement permitted by subsection (c)(2),

the justification and approval required by paragraph (1) may be



made after the contract is awarded. The justification and approval
required by paragraph (1) is not required in the case of a procure-
ment permitted by subsection (c)(7) or in the case of a procurement
conducted under the Act of June 25, 1938 (41 U.S.C. 46 et seq.), pop-
ularly referred to as the Wagner-O'Day Act.

"(3) The justification required by paragraph (1)(A) shall in-
clude-

"(A) a description of the agency's needs;
"(B) an identification of the statutory exception from the re-

quirement -to use competitive procedures and a demonstration,
based on the proposed contractor's qualifications or the nature
of the procurement, of the reasons for using that exception;

"(C) a determination that the anticipated cost will be fair
and reasonable;

"(D) a description of the market survey conducted or a state-
ment of the reasons a market survey was not conducted;

"(E) a listing of the sources, if any, that expressed in writing
an interest in the procurement; and

"(F) a statement of the actions, if any, the agency may take to
remove or overcome a barrier to competition before a subsequent
procurement for such needs.
"(4) The justification required by paragraph (1)(A) and any re-

lated information shall be made available for inspection by the
public consistent with the provisions of section 552 of title 5, United
States Code.

"(5) In no case may an executive agency-
"(A) enter into a contract for property or services using proce-

dures other than competitive procedures on the basis of the lack
of advance planning or concerns related to the amount of funds
available to the agency for procurement functions; or

"(B) procure property or services from another executive
agency unless such other executive agency complies fully with
the requirements of this title in its procurement of such property
or services.

The restriction set out in clause (B) is in addition to, and not in lieu
of, any other restriction provided by law.

"(g)(1) In order to promote efficiency and economy in contracting
and to avoid unnecessary burdens for agencies and contractors, the
regulations modified, in accordance with section 2752 of the Compe-
tition in Contracting Act of 1984 shall provide for special simplified
procedures for small purchases of property and services.

"(2) For the purposes of this title, a small purchase is a pur-
chase or contract for an amount which does not exceed $25,000.

"(3) A proposed purchase or contract for an amount above $25,000
may not be divided into several purchases or contracts for lesser
amounts in order to use the small purchase procedures required by
paragraph (1).

"(4) In using small purchase procedures, an executive agency shall
promote competition to the maximum extent practicable. ".

(2) Title III of such Act is further amended by inserting after sec-
tion 303 the following new sections:
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"PLANNING AND SOLICITATION REQUIREMENTS

"SEC. 303A. (a)(1) In preparing for the procurement of property or
services, an executive agency shall-

"(A) specify its needs and solicit bids or proposals in a
manner designed to achieve full and open competition for the
procurement;

"(B) use advance procurement planning and market research;
and

"(C) develop specifications in such manner as is necessary to
obtain full and open competition with due regard to the nature
of the property or services to be acquired.

"(2) Each solicitation under this title shall include specifications
which-

"(A) consistent with the provisions of this title, permit full
and open competition;

"(B) include restrictive provisions or conditions only to the
extent necessary to satisfy the needs of the executive agency or
as authorized by law.

"(3) For the purposes of paragraphs (1) and (2), the type of specifi-
cation included in a solicitation shall depend on the nature of the
needs of the executive agency and the market available to satisfy
such needs. Subject to such needs, specifications may be stated in
terms of-

"(A) function, so that a variety of products or services may
qualify;

"(B) performance, including specifications of the range of ac-
ceptable characteristics or of the minimum acceptable stand-
ards; or

"(C) design requirements.
"(b) In addition to the specifications described in subsection (a),

each solicitation for sealed bids or competitive proposals (other than
for small purchases) shall at a minimum include-

"(1) a statement of-
"(A) all significant factors (including price) which the ex-

ecutive agency reasonably expects to consider in evaluating
sealed bids or competitive proposals; and

"(B) the relative importance assigned to each of those fac-
tors; and

"(2)(A) in the case of sealed bids-
"(i a statement that sealed bids will be evaluated with-

out discussions with the bidders; and
"(ii) the time and place for the opening of the sealed bids;

or
"(B) in the case of competitive proposals-

"(i) a statement that the proposals are intended to be
evaluated with, and awards made after, discussions with
the offerors, but might be evaluated and awarded without
discussions with the offerors; and

"(ii) the time and place for submission of proposals.



"EVALUATION AND AWARD

"SEc. 303B. (a) An executive agency shall evaluate sealed bids
and competitive proposals based solely on the factors specified in the
solicitation.

"(b) All sealed bids or competitive proposals received in response
to a solicitation may be rejected if the agency head determines that
such action is in the public interest.

"(c) Sealed bids shall be opened publicly at the time and place
stated in the solicitation. The executive agency shall evaluate the
bids without discussions with the bidders and, except as provided in
subsection (b), shall award a contract with reasonable promptness to
the responsible source whose bid conforms to the solicitation and is
most advantageous to the United States, considering only price and
the other price-related factors included in the solicitation. The
award of a contract shall be made by transmitting written notice of
the award to the successful bidder.

"(d)(1) The executive agency shall evaluate competitive proposals
and may award a contract-

"(A) after discussions conducted with the offerors at any time
after receipt of the proposals and before the award of the con-
tract; or

"(B) without discussions with the offerors (other than discus-
sions conducted for the purpose of minor clarification) when it
can be clearly demonstrated from the existence of full and open
competition or accurate prior cost experience with the product
or service that acceptance of an initial proposal without discus-
sions would result in the lowest overall cost to the Government.

"(2) In the case of award of a contract under paragraph (1)(A), the
executive agency shall conduct, before such award, written or oral
discussions with all responsible sources who submit proposals
within the competitive range, considering only price and the other
factors included in the solicitation.

"(3) In the case of award of a contract under paragraph (1)(B), the
executive agency shall award the contract based on the proposals as
received (and as clarified, if necessary, in discussions conducted for
the purpose of minor clarification).

"(4) Except as otherwise provided in subsection (b), the executive
agency shall award a contract with reasonable promptness to the re-
sponsible source whose proposal is most advantageous to the United
States, considering only price and the other factors included in the
solicitation. The executive agency shall award the contract by trans-
mitting written notice of the award to such source and shall
promptly notify all other offerors of the rejection of their proposals.

"(e) If the agency head considers that a bid or proposal evidences
a violation of the antitrust laws, such agency head shall refer the
bid or proposal to the Attorney General for appropriate action. ".
(3) Section 309 of such Act (41 US.C. 259) is amended by adding

at the end thereof the following new subsections:
"(b) The term 'competitive procedures' means procedures under

which an executive agency enters into a contract pursuant to full
and open competition. Such term also includes-
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"(1) procurement of architectural or engineering services con-
ducted in accordance with title IX of this Act (40 US.C. 541 et
seq.);

"(2) the competitive selection of basic research proposals re-
sulting from a general solicitation and the peer review or scien-
tific review (as appropriate) of such proposals; and

"() the procedures established by the Administrator for the
multiple awards schedule program of the General Services Ad-
ministration if-

"(A) participation in the program has been open to all re-
sponsible sources; and

"(B) orders and contracts under such procedures result in
the lowest overall cost alternative to meet the needs of the
Government.

"(c) The terms 'full and open competition' and 'responsible source'
have the same meanings provided such terms in section 4 of the
Office of Federal Procurement Policy Act (41 U.S.C. 403). ".

(b) The table of contents of such Act is amended by striking out
the item relating to section 303 and inserting in lieu thereof the fol-
lowing:
"Sec. 303. Competition requirements.
"Sec. 303A. Planning and solicitation requirements.
"Sec. 303B. Evaluation and award. ".

(c) The amendments made by this section do not supersede or
affect the provisions of section 8(a) of the Small Business Act (15
U.SC. 637(a)).

COST OR PRICING DATA

SEC. 2712. Section 304 of the Federal Property and Administrative
Services Act of 1949 (41 U.S.C. 254) is amended by adding at the
end thereof the following new subsection:

"(d)(1) A prime contractor or any subcontractor shall be required
to submit cost or pricing data under the circumstances listed below,
and shall be required to certify that, to the best of such contractor's
or subcontractor's knowledge and belief, the cost or pricing data
submitted were accurate, complete, and current-

"(A) before the award of any prime contract under this title
using procedures other than sealed-bid procedures, if the con-
tract price is expected to exceed $100,000;

"(B) before the pricing of any contract change or modifica-
tion, if the price adjustment is expected to exceed $100,000, or
such lesser amount as may be prescribed by the agency head;

"(C) before the award of a subcontract at any tier, when the
prime contractor and each higher tier subcontractor have been
required to furnish such a certificate, if the price of such sub-
contract is expected to exceed $100,000; or

"(D) before the pricing of any contract change or modification
to a subcontract covered by clause (C), if the price adjustment is
expected to exceed $100,000, or such lesser amount as may be
prescribed by the agency head.
"(2) Any prime contract or change or modification thereto under

which a certificate is required under paragraph (1) shall contain a
provision that the price to the Government, including profit or fee,
shall be adjusted to exclude any significant sums by which it may



be determined by the agency head that such price was increased be-
cause the contractor or any subcontractor required to furnish such a
certificate, furnished cost or pricing data which, as of a date agreed
upon between the parties (which date shall be as close to the date of
agreement on the price as is practicable), were inaccurate, incom-
plete, or noncurrent.

"(3) For the purpose of evaluating the accuracy, completeness,
and currency of cost or pricing data required to be submitted by this
subsection, any authorized representative of the agency who is an
employee of the United States Government shall have the right,
until the expiration of three years after final payment under the
contract or subcontract, to examine all books, records, documents,
and other data of the contractor or subcontractor related to the pro-
posal for the contract, the discussions conducted on the proposal,
pricing, or performance of the contract or subcontract.

"(4) When cost or pricing data are not required to be submitted
by this subsection, such data may nevertheless be required by the
agency if the agency head determines that such data are necessary
for the evaluation by the executive agency of the reasonableness of
the price of the contract or subcontract.

"(5) The requirements of this subsection need not be applied to
contracts or subcontracts-

"(A) where the price is based on-
"(i) adequate price competition,
"(ii) established catalog or market prices of commercial

items sold in substantial quantities to the general public,
or "(iii) prices set by law or regulation, or

"(B) in exceptional cases, where the agency head determines
that the requirements of this subsection may be waived and
states in writing the reasons for such determination. ".

AUTOMATED DATA PROCESSING DISPUTE RESOLUTION

SEC. 2713. (a) Section 111 of the Federal Property and Adminis-
trative Services Act of 1949 (40 US.C. 759) is amended by adding at
the end thereof the following new subsection:

"(h)(1) Upon request of an interested party in connection with
any procurement conducted under the authority of this section (in-
cluding procurements conducted under delegations of procurement
authority), the board of contract appeals of the General Services Ad-
ministration (hereafter in this subsection referred to as the 'board),
shall review any decision by a contracting officer alleged to violate
a statute or regulation. Such review shall be conducted under the
standard applicable to review of contracting officer final decisions
by boards of contract appeals. An interested party who has filed a
protest under subchapter V of chapter 35 of title 31, United States
Code, with respect to a procurement or proposed procurement may
not file a protest with respect to that procurement or proposed pro-
curement under this subsection.

"(2)(A) When a protest under this subsection is filed before the
award of a contract in a protested procurement, the board, at the
request of an interested party and within 10 days of the filing of the
protest, shall hold a hearing to determine whether the board should



suspend the procurement authority of the Administrator or the Ad-
ministrator's delegation of procurement authority for the protested
procurement on an interim basis until the board can decide the pro-
test.

"(B) The board shall suspend the procurement authority of the
Administrator or the Administrator's delegation of procurement au-
thority unless the Federal agency concerned establishes that-

"(i) absent action by the board, contract award is likely to
occur within 30 days of the hearing; and

"(ii) urgent and compelling circumstances which significantly
affect interests of the United States will not permit waiting for
the decision of the board.
"(3)(A) If the Board receives notice of a protest under this sub-

section after the contract has been awarded but within 10 days after
the contract award, the board shall, at the request of an interested
party and within 10 days after the date of the filing of the protest,
hold a hearing to determine whether the board should suspend the
procurement authority of the Administrator or the Administrator's
delegation of procurement authority for the challenged procurement
on an interim basis until the board can decide the protest.

"(B) The board shall suspend the procurement authority of the
Administrator or the Administrator's delegation of procurement au-
thority to acquire any goods or services under the contract which are
not previously delivered and accepted unless the Federal agency con-
cerned establishes that urgent and compelling circumstances which
significantly affect interests of the United States will not permit
waiting for the decision of the board.

"(4)(A) The board shall conduct such proceedings and allow
such discovery as may be required for the expeditious, fair, and rea-
sonable resolution of the protest.

"(B) Subject to any deadlines imposed by section 9(a) of the Contract
Disputes Act of 1978 (41 US.C. 608(a)), the board shall give priority to
protests filed under this subsection. The board shall issue its final
decision within 45 working days after the date of the filing of the
protest, unless the board's chairman determines that the specific and
unique circumstances of the protest require a longer period, in which
case the board shall issue such decision within the longer period
determined by the chairman.

"(C) The board may dismiss a protest the board determines is
frivolous or which, on its face, does not state a valid basis for protest.

"(5)(A) In making a decision on the merits of protests brought
under this section, the board shall accord due weight to the policies
of this section and the goals of economic and efficient procurement
set forth in this section.

"(B) If the board determines that a challenged agency action
violates a statute or regulation or the conditions of any delegation
of procurement authority issued pursuant to this section, the board
may suspend, revoke, or revise the procurement authority of the Ad-
ministrator or the Administrators delegation of procurement au-
thority applicable to the challenged procurement.

"(C) Whenever the board makes such a determination, it may, in
accordance with section 1304 of title 31, United States Code, further



declare an appropriate interested party to be entitled to the costsof-_
"(i) filing and pursuing the protest, including reasonable at-

torney's fees, and
"(ii) bid and proposal preparation.

"(6)(A) The final decision of the board may be appealed by the
head of the Federal agency concerned and by any interested party,
including interested parties who intervene in any protest filed under
this subsection, as set forth in the Contract Disputes Act of 1978 (41
US.C. 601 et seq.).

"(B) If the board revokes, suspends, or revises the procurement au-
thority of the Administrator or the Administrator's delegation of
procurement authority after the contract award, the affected con-
tract shall be presumed valid as to all goods or services delivered
and accepted under the contract before the suspension, revocation, or
revision of such procurement authority or delegation.

"(C) Nothing contained in this subsection shall affect the board's
power to order any additional relief which it is authorized to pro-
vide under any statute or regulation. However, the procedures set
forth in this subsection shall only apply to procurements conducted
under the authority contained in this section. In addition, nothing
contained in this subsection shall affect the right of any interested
party to file a protest with the contracting agency or to file an
action in a district court of the United States or the United States
Claims Court.

"(8) Not later than January 15, 1985, the board shall adopt and
issue such rules and procedures as may be necessary to the expedi-
tious disposition of protests filed under the authority of this subsec-
tion.

"(9) For purposes of this subsection-
"(A) the term 'protest' means a written objection by an inter-

ested party to a solicitation by a Federal agency for bids or pro-
posals for a proposed contract for the procurement of property or
services or a written objection to a proposed award or the award
of such a contract; and

"(B) the term 'interested party' means, with respect to a con-
tract or proposed contract described in subparagraph (A), an
actual or prospective bidder or offeror whose direct economic in-
terest would be affected by the award of the contract or by fail-
ure to award the contract. ".

(b) The amendment made by this section shall cease to be effective
on January 15, 1988.

CONFORMING AMENDMENTS

SEC. 2714. (a)(1) Section 302 of the Federal Property and Adminis-
trative Services Act of 1949 (41 US.C. 252) is amended-

(A) by striking out the second sentence in subsection (b); and
(B) by striking out subsections (c), (d), (e), and (f) and insert-

ing in lieu thereof the following:
"(c)(1) This title does not (A) authorize the erection, repair, or

furnishing of any public building or public improvement, but such
authorization shall be required in the same manner as heretofore,
or (B) permit any contract for the construction or repair of build-



ings, roads, sidewalks, sewers, mains, or similar items using proce-
dures other than sealed-bid procedures under section 303(a)(2)(A), if
the conditions set forth in section 303(a)(2)(A) apply or the contract
is to be performed outside the United States.

"(2) Section 303(a)(2)(A) does not require the use of sealed-bid
procedures in cases in which section 204(e) of title 23, United States
Code, applies. ".

(2) The heading of section 304 of such Act (41 US.C. 254) is
amended to read as follows:

"CONTRACT REQUIREMENTS".

(3) Section 304 of such Act (41 US.C. 254) is amended-
(A) by striking out "negotiated pursuant to section 302(c)" in

the first sentence of subsection (a) and inserting in lieu thereof
"awarded after using procedures other than sealed-bid proce-
dures '"

(B) by striking out "negotiated pursuant to section 302(c)" in
the second sentence of subsection (a) and inserting in lieu there-
of "awarded after using procedures other than sealed-bid proce-
dures " and

(C) by striking out "negotiated without advertising pursuant
to authority contained in this Act" in the first sentence of sub-
section (c) and inserting in lieu thereof "awarded after using
procedures other than sealed-bid procedures".

(4) Section 307 of such Act (41 US.C. 257) is amended-
(A) by striking out the first sentence of subsection (a) and in-

serting in lieu thereof the following: "Determinations and deci-
sions provided in this Act to be made by the Administrator or
other agency head shall be final. Such determinations or deci-
sions may be made with respect to individual purchases or con-
tracts or, except for determinations or decisions under sections
303, 303A, and 303B, with respect to classes of purchases or con-
tracts. ""

(B) by striking out "Except as provided in subsection (b)," in
the second sentence of subsection (a) and inserting in lieu there-
of "Except as provided in section 303(d)(2), "

(C) by striking out "this chapter" in such sentence and insert-
ing in lieu thereof "this Act'"

(D) by striking out subsection (b);
(E) by striking out "by paragraphs (11), (12), (13), or (14) of

section 302(c), " in subsection (c);
(F) by redesignating subsection (c) as subsection (b); and
(G) by striking out subsection (d).

(5) Section 308 of such Act (41 US.C. 258) is amended by striking
out "entered into pursuant to section 302(c) without advertising,"
and inserting in lieu thereof "made or awarded after using proce-
dures other than sealed-bid procedures ".

(6) Section 310 of such Act (41 US.C. 260) is amended by striking
out "section 302(c)(15) of this title without regard to the advertising
requirements of sections 302(c) and 303" and inserting in lieu there-
of "the provisions of this title relating to procedures other than
sealed-bid procedures ".



(b) The table of contents of such Act is amended by striking out
the item relating to section 304 and inserting in lieu thereof the fol-
lowing:
"Sec. 304. Contract requirements. ".

Subtitle B-Amendments To Title 10, United States Code

DECLARATION OF POLICY

SEc. 2721. Section 2301 of title 10, United States Code, is amend-
ed to read as follows:

" 2301. Congressional defense procurement policy

"(a) The Congress finds that in order to ensure national defense
preparedness, conserve fiscal resources, and enhance defense produc-
tion capability, it is in the interest of the United States that proper-
ty and services be acquired for the Department of Defense in the
most timely, economic, and efficient manner. It is therefore the
policy of Congress that-

"(1) full and open competitive procedures shall be used by the
Department of Defense in accordance with the requirements of
this chapter;

"(2) services and property (including weapon systems and as-
sociated items) for the Department of Defense be acquired by
any kind of contract, other than cost-plus-a-percentage-of-cost
contracts, but including multiyear contracts, that will promote
the interest of the United States;

"() contracts, when appropriate, provide incentives to con-
tractors to improve productivity through investment in capital
facilities, equipment, and advanced technology;

"(4) contracts for advance procurement of components, parts,
and materials necessary for manufacture or for logistics support
of a weapon system should, if feasible and practicable, be en-
tered into in a manner to achieve economic-lot purchases and
more efficient production rates;

"(5) the head of an agency use advance procurement planning
and market research and prepare contract specifications in such
a manner as is necessary to obtain full and open competition
with due regard to the nature of the property or services to be
acquired; and

"(6) the head of an agency encourage the development and
maintenance of a procurement career management program to
ensure a professional procurement work force.

"(b) Further, it is the policy of Congress that procurement policies
and procedures for the agencies named in section 2303 of this title
shall in accordance with the requirements of this chapter-

"(1) promote full and open competition;
"(2) be implemented to support the requirements of such agen-

cies in time of war or national emergency as well as in peace-
time;

"(3) promote responsiveness of the procurement system to
agency needs by simplifying and streamlining procurement proc-
esses;



"(4) promote the attainment and maintenance of essential ca-
pability in the defense industrial base and the capability of the
United States for industrial mobilization;

"(5) provide incentives to encourage contractors to take ac-
tions and make recommendations that would reduce the costs to
the United States relating to the purchase or use of property or
services to be acquired under contracts;

"(6) promote the use of commercial products whenever practi-
cable; and

"(7) require descriptions of agency requirements, whenever
practicable, in terms of functions to be performed or perform-
ance required.

"(c) Further, it is the policy of Congress that a fair proportion of
the purchases and contracts entered into under this chapter be
placed with small business concerns. ".

CLARIFICATION OF APPLICABILITY OF CHAPTER 137 OF TITLE 10 TO THE

SECRETARY OF DEFENSE; DEFINITIONS

SEC. 2722. (a) Section 2302 of title 10, United States Code, is
amended to read as follows:

"§2302. Definitions

"In this chapter:
"(1) 'Head of an agency' means the Secretary of Defense, the

Secretary of the Army, the Secretary of the Navy, the Secretary
of the Air Force, the Secretary of Transportation, and the Ad-
ministrator of the National Aeronautics and Space Administra-
tion.

"(2) 'Competitive procedures' means procedures under which
the head of an agency enters into a contract pursuant to full
and open competition. Such term also includes-

"(A) procurement of architectural or engineering services
conducted in accordance with title IX of the Federal Prop-
erty and Administrative Services Act of 1949 (41 US.C. 541
et seq.);

"(B) the competitive selection for award of basic research
proposals resulting from a general solicitation and the peer
review or scientific review (as appropriate) of such propos-
als; and

"(C) the procedures established by the Administrator of
General Services for the multiple award schedule program
of the General Services Administration if-

"(i) participation in the program has been open to all
responsible sources; and

"(ii) orders and contracts under such program result
in the lowest overall cost alternative to meet the needs
of the United States.

"(3) The terms 'full and open competition' and 'responsible
source' have the same meanings provided such terms in section
4 of the Office of Federal Procurement Policy Act (41 U.S.C.
403). ")

(b) Section 2303 of such title is amended-
(1) in subsection (a)-



(A) by striking out "purchase, and contract to purchase,"
and inserting in lieu thereof '"procurement";

(B) by striking out "named in subsection (b), and all serv-
ices," and inserting in lieu thereof "(other than land) and
all services "I

(C) by redesignating clauses (1) through (5) as clauses (2)
through (6), respectively; and

(D) by inserting before clause (2) (as so redesignated) the
following new clause:

"(1) The Department of Defense. '
(2) by striking out subsection (b); and
(3) by redesignating subsection (c) as subsection (b).

PROCUREMENT PROCEDURES

SEC. 2723. (a)(1) Section 2304 of title 10, United States Code, is
amended-

(A) by striking out subsections (a) through (e) and (g), (h), and
(i);

(B) by redesignating subsection (f) as subsection (h); and
(C) by inserting after the section heading the following:

"(a)(1) Except as provided in subsections (b), (c), and (g) and except
in the case of procurement procedures otherwise expressly authorized
by statute, the head of an agency in conducting a procurement for
property or services-

"(A) shall obtain full and open competition through the use
of competitive procedures in accordance with the requirements
of this chapter and the modifications to regulations promulgat-
ed pursuant to section 2752 of the Competition in Contracting
Act of 1984; and

"(B) shall use the competitive procedure or combination of
competitive procedures that is best suited under the circum-
stances of the procurement.

"(2) In determining the competitive procedure appropriate under
the circumstances, the head of an agency-

"(A) shall solicit sealed bids if-
"(i) time permits the solicitation, submission, and evalua-

tion of sealed bids;
"(ii) the award will be made on the basis of price and

other price-related factors;
"(iii) it is not necessary to conduct discussions with the

responding sources about their bids; and
"(iv) there is a reasonable expectation of receiving more

than one sealed bid; and
"(B) shall request competitive proposals if sealed bids are not

appropriate under clause (A).
"(b)(1) The head of an agency may provide for the procurement of

property or services covered by this chapter using competitive proce-
dures but excluding a particular source in order to establish or
maintain an alternative source or sources of supply for that property
or service if the head of the agency determines that to do so-

"(A) would increase or maintain competition and would
likely result in reduced overall costs for such procurement, or
for any anticipated procurement, of property or services;



"(B) would be in the interest of national defense in having a
facility (or a producer, manufacturer, or other supplier) avail-
able for furnishing the property or service in case of a national
emergency or industrial mobilization; or

"(C) would be in the interest of national defense in establish-
ing or maintaining an essential engineering, research, or devel-
opment capability to be provided by an educational or other
nonprofit institution or a federally funded research and devel-
opment center.

"(2) In, fulfilling the statutory requirements relating to small busi-
ness concerns and socially and economically disadvantaged small
business concerns, the head of an agency shall use competitive proce-
dures but may restrict a solicitation to allow only such business con-
cerns to compete.

"(c) The head of an agency may use procedures other than com-
petitive procedures only when-

"(1) the property or services needed by the agency are avail-
able from only one responsible source and no other type of prop-
erty or services will satisfy the needs of the agency;

"(2) the agency's need for the property or services is of such an
unusual and compelling urgency that the United States would
be seriously injured unless the agency is permitted to limit the
number of sources from which it solicits bids or proposals;

"() it is necessary to award the contract to a particular
source or sources in order (A) to maintain a facility, producer,
manufacturer, or other supplier available for furnishing proper-
ty or services in case of a national emergency or to achieve in-
dustrial mobilization, or (B) to establish or maintain an essen-
tial engineering, research, or development capability to be pro-
vided by an educational or other nonprofit institution or a fed-
erally funded research and development center;

"(4) the terms of an international agreement or a treaty be-
tween the United States and a foreign government or interna-
tional organization, or the written directions of a foreign gov-
ernment reimbursing the agency for the cost of the procurement
of the property or services for such government, have the effect
of requiring the use of procedures other than competitive proce-
dures;

"(5) a statute expressly authorizes or requires that the pro-
curement be made through another agency or from a specified
source, or the agency's need is for a brand-name commercial
item for authorized resale;

"(6) the disclosure of the agency's needs would compromise
the national security unless the agency is permitted to limit the
number of sources from which it solicits bids or proposals; or

"(7) the head of the agency-
"(A) determines that it is necessary in the public interest

to use procedures other than competitive procedures in the
particular procurement concerned, and

"(B) notifies the Congress in writing of such determina-
tion not less than 30 days before the award of the contract.

"(d)(1) For the purposes of applying subsection (c)(1)-
"(A) in the case of a contract for property or services to be

awarded on the basis of acceptance of an unsolicited research



proposal, the property or services shall be considered to be avail-
able from only one source if the source has submitted an unso-
licited research proposal that demonstrates a unique and inno-
vative concept the substance of which is not otherwise available
to the United States and does not resemble the substance of a
pending competitive procurement; and

"(B) in the case of a follow-on contract for the continued de-
velopment or production of a major system or highly specialized
equipment when it is likely that award to a source other than
the original source would result in (i) substantial duplication of
cost to the United States which is not expected to be recovered
through competition, or (ii) unacceptable delays in fulfilling the
agency's needs, such property may be deemed to be available
only from the original source and may be procured through pro-
cedures other than competitive procedures.

(2) The authority of the head of an agency under subsection (c)(7)
may not be delegated.

"(e) The head of an agency using procedures other than competi-
tive procedures to procure property or services by reason of the appli-
cation of subsection (c)(2) or (c)(6) shall request offers from as many
potential sources as is practicable under the circumstances.

"()(I) Except as provided in paragraph (2), the head of an agency
may not award a contract using procedures other than competitive
procedures unless-

"(A) the contracting officer for the contract justifies the use of
such procedures in writing and certifies the accuracy and com-
pleteness of the justification;

"(B) the justification is approved-
"(i) in the case of a contract for an amount exceeding

$100,000 (but equal to or less than $1,000,000), by the com-
petition advocate for the procuring activity (without further
delegation);

"(ii) in the case of a contract for an amount exceeding
$1,000,000 (but equal to or less than $10,000,000), by the
head of the procuring activity or a delegate who, if a
member of the armed forces, is a general or flag officer or,
if a civilian, is serving in a position in grade GS-16 or
above under the General Schedule (or in a comparable or
higher position under another schedule); or

"(iii) in the case of a contract for an amount exceeding
$10,000,000, by the senior procurement executive of the
agency designated pursuant to section 16(3) of the Office of
Federal Procurement Policy Act (41 US.C. 414()) (without
further delegation); and

"(C) any required notice has been published with respect to
such contract pursuant to section 18 of the Office of Federal
Procurement Policy Act and all bids or proposals received in re-
sponse to that notice have been considered by the head of the
agency.

"(2) In the case of a procurement permitted by subsection (c)(2), the
justification and approval required by paragraph (1) may be made
after the contract is awarded. The justification and approval re-
quired by paragraph (1) is not required in the case of a procurement
permitted by subsection (c)(7) or in the case of a procurement con-



ducted under the Act of June 25, 1938 (41 U.S.C. 46 et seq.), popular-
ly referred to as the Wagner-O'Day Act.

"(3) The justification required by paragraph (1)(A) shall include-
"(A) a description of the agency's needs;
"(B) an identification of the statutory exception from the re-

quirement to use competitive procedures and a demonstration,
based on the proposed contractor's qualifications or the nature
of the procurement, of the reasons for using that exception;

"(C) a determination that the anticipated cost will be fair
and reasonable;

"(D) a description of the market survey conducted or a state-
ment of the reasons a market survey was not conducted;

"(E) a listing of the sources, if any, that expressed in writing
an interest in the procurement; and

"(F) a statement of the actions, if any, the agency may take to
remove or overcome any barrier to competition before a subse-
quent procurement for such needs.

"(4) The justification required by paragraph (1)(A) and any relat-
ed information shall be made available for inspection by the public
consistent with the provisions of section 552 of title 5.

"(5) In no case may the head of an agency-
"(A) enter into a contract for property or services using proce-

dures other than competitive procedures on the basis of the lack
of advance planning or concerns related to the amount of funds
available to the agency for procurement functions; or

"(B) procure property or services from another agency unless
such other agency complies fully with the requirements of this
chapter in its procurement of such property or services.

The restriction contained in clause (B) is in addition to, and not in
lieu of, any other restriction provided by law.

"(g)(1) In order to promote efficiency and economy in contracting
and to avoid unnecessary burdens for agencies and contractors, the
regulations modified in accordance with section 2752 of the Compe-
tition in Contracting Act of 1984 shall provide for special simplified
procedures for small purchases of property and services.

"(2) For the purposes of this chapter, a small purchase is a pur-
chase or contract for an amount which does not exceed $25,000.

"(3) A proposed purchase or contract for an amount above $25,000
may not be divided into several purchases or contracts for lesser
amounts in order to use the small purchase procedures required by
paragraph (1).

"(4) In using small purchase procedures, the head of an agency
shall promote competition to the maximum extent practicable. ".

(2) The heading of such section is amended to read as follows:

" 2304. Contracts: competition requirements"

(b) Section 2305 of such title is amended to read as follows:

"V2305. Contracts: planning, solicitation, evaluation, and award
procedures

"(a)(1)(A) In preparing for the procurement of property or services,
the head of an agency shall-



"(i) specify the agency's needs and solicit bids or proposals in
a manner designed to achieve full and open competition for the
procurement;

"(ii) use advance procurement planning and market research;
and

"(iii) develop specifications in such manner as is necessary to
obtain full and open competition with due regard to the nature
of the property or services to be acquired.

"(B) Each solicitation under this chapter shall include specifica-
tions which-

"(i) consistent with the provisions of this chapter, permit full
and open competition; and

"(ii) include restrictive provisions or conditions only to the
extent necessary to satisfy the needs of the agency or as author-
ized by law.

"(C) For the purposes of subparagraphs (A) and (B), the type of
specification included in a solicitation shall depend on the nature
of the needs of the agency and the market available to satisfy such
needs. Subject to such needs, specifications may be stated in terms
of-

"(i) function, so that a variety of products or services may
qualify;

"(ii) performance, including specifications of the range of ac-
ceptable characteristics or of the minimum acceptable stand-
ards; or

"(iii) design requirements.
"(2) In addition to the specifications described in paragraph (1), a

solicitation for sealed bids or competitive proposals (other than for
small purchases) shall at a minimum include-

"(A) a statement of-
"(i) all significant factors (including price) which the

head of the agency reasonably expects to consider in evalu-
ating sealed bids or competitive proposals; and

"(ii) the relative importance assigned to each of those fac-
tors; and

"(B)(i) in the case of sealed bids-
"(I) a statement that sealed bids will be evaluated with-

out discussions with the bidders; and
"(II) the time and place for the opening of the sealed

bids; or
"(ii) in the case of competitive proposals-

"(I) a statement that the proposals are intended to be
evaluated with, and awards made after, discussions with
the offerors, but might be evaluated and awarded without
discussions with the offerors; and

"(II) the time and place for submission of proposals.
"(b)(1) The head of an agency shall evaluate sealed bids and com-

petitive proposals based solely on the factors specified in the solici-
tation.

"(2) All sealed bids or competitive proposals received in response
to a solicitation may be rejected if the head of the agency deter-
mines that such action is in the public interest.

"(3) Sealed bids shall be opened publicly at the time and place
stated in the solicitation. The head of the agency shall evaluate the



bids without discussions with the bidders and, except as provided in
paragraph (2), shall award a contract with reasonable promptness to
the responsible bidder whose bid conforms to the solicitation and is
most advantageous to the United States, considering only price and
the other price-related factors included in the solicitation. The
award of a contract shall be made by transmitting written notice of
the award to the successful bidder.

"(4)(A) The head of an agency shall evaluate competitive propos-
als and may award a contract-

"(i) after discussions conducted with the offerors at any time
after receipt of the proposals and before the award of the con-
tract; or

"(ii) without discussions with the offerors (other than discus-
sions conducted for the purpose of minor clarification) when it
can be clearly demonstrated from the existence of full and open
competition or accurate prior cost experience with the product
or service that acceptance of an initial proposal without discus-
sions would result in the lowest overall cost to the United
States.

"(B) In the case of award of a contract under subparagraph (A)(i),
the head of the agency shall conduct, before such award, written or
oral discussions with all responsible sources who submit proposals
within the competitive range, considering only price and the other
factors included in the solicitation.

"(C) In the case of award of a contract under subparagraph (A)(ii),
the head of the agency shall award the contract based on the pro-
posals received (and as clarified, if necessary, in discussions con-
ducted for the purpose of minor clarification).

"(D) Except as provided in paragraph (2), the head of the agency
shall award a contract with reasonable promptness to the responsi-
ble source whose proposal is most advantageous to the United
States, considering only price and the other factors included in the
solicitation. The head of the agency shall award the contract by
transmitting written notice of the award to such source and shall
promptly notify all other offerors of the rejection of their proposals.

"(5) If the head of an agency considers that a bid or proposal
evidences a violation of the antitrust laws, he shall refer the
bid or proposal to the Attorney General for appropriate action. "

(c) The amendments made by this section do not supersede or
affect the provisions of section 8(a) of the Small Business Act (15
US.C. 637(a)).

COST OR PRICING DATA; CONFORMING AMENDMENTS

SEC. 2724. (a) The second sentence of subsection (a) of section 2306
of title 10, United States Code, is amended to read as follows: "Sub-
ject to the limitation in the preceding sentence, the other provisions
of this section, and other applicable provisions of law, the head of
an agency, in awarding contracts under this chapter after using pro-
cedures other than sealed-bid procedures, may enter into any kind of
contract that he considers will promote the best interests of the
United States *

(b) Subsection (b) of such section is amended by striking out "ne-
gotiated under section 2304" in the first sentence of subsection (b)



and inserting in lieu thereof "awarded under this chapter after
using procedures other than sealed-bid procedures".

(c) Subsection (c) of such section is amended by striking out "sec-
tion 2304 of this title," and inserting in lieu thereof "this chapter"

(d) Subsection (e) of such section is amended by striking out
"$25,000 or" in clause (2) and inserting in lieu thereof "the greater
of (A) the small purchase amount under section 2304(g) of this title,
or (B)".

(e) Subsection (f) of such section is amended-
(A) in paragraph (1)-

(i) by striking out "his" in the matter preceding clause
(A) and inserting in lieu thereof "such contractor's or sub-
contractor's"

(ii) by striking out "he" in the matter preceding clause
(A)

(iii) by striking out "negotiated prime contract under this
title where" in clause (A) and inserting in lieu thereof
"prime contract under this chapter entered into after using

procedures other than sealed-bid procedures, if'"
(iv) by striking out "for which" in clauses (B) and (D)

and inserting in lieu thereof "if'Y
(v) by striking out "where" in clause (C) and inserting in

lieu thereof "when '"
(vi) by striking out "$500,000" each place it appears and

inserting in lieu thereof "$100,000'p and
(vii) by striking out '"prior to" each place it appears and

inserting in lieu thereof "before "
(B) in paragraph (2), by striking out "negotiated" both places

it appears;
(C) by redesignating paragraph (3) as paragraph (5) and strik-

ing out "negotiation," in such paragraph and inserting in lieu
thereof '"proposal for the contract, the discussions conducted on
the proposal, ".

(D) by inserting a period after "noncurrent" in paragraph (2);
(E) by striking out ": Provided, That the requirements" in

paragraph (2) and inserting in lieu thereof the following:"(3) The requirements '. and
(F) by inserting after paragraph (3) (as designated by clause

(E)) the following new paragraph:
"(4) When cost or pricing data is not required to be submitted by

this subsection, such data may nevertheless be required by the head
of the agency if the head of the agency determines that such data is
necessary for the evaluation by the agency of the reasonableness of
the price of the contract or subcontract. "

(f) The heading of such section is amended to read as follows:

"2306. Kinds of contracts; cost or pricing data: truth in negotia-
tion'"

DETERMINATIONS AND DECISIONS

SEC. 2725. Section 2310 of title 10, United States Code, is amend-
ed-

(1) in subsection (a)-



(A) by inserting ", except for determinations and deci-
sions under section 2304 or 2305 of title," in the first sen-
tence after "contract or", and

(B) by inserting ", including a determination or decision
under section 2304 or 2305 of this title," in the second sen-
tence after "decision '" and

(2) by striking out subsection (b) and inserting in lieu thereof
the following:

"(b) Each determination or decision under section 2306(c),
2306(g)(1), 2307(c), or 2313(c) of this title shall be based on a written
finding by the person making the determination or decision, which
finding shall set out facts and circumstances that-

"(1) clearly indicate why the type of contract selected under
section 2306(c) of this title is likely to be less costly than any
other type or that it is impracticable to obtain property or serv-
ices of the kind or quality required except under such a con-
tract;

"(2) support the findings required by section 2306(g)(1) of this
title;

"(3) clearly indicate why advance payments under section
2307(c) of this title would be in the public interest; or

"(4) clearly indicate why the application of section 2313(b) of
this title to a contract or subcontract with a foreign contractor
or foreign subcontractor would not be in the public interest.

Such a finding is final and shall be kept available in the agency for
at least six years after the date of the determination or decision. A
copy of the finding shall be submitted to the General Accounting
Office with each contract to which it applies. ".

LIMITATION ON AUTHORITY TO DELEGATE CERTAIN FUNCTIONS

SEC. 2726. Section 2311 of title 10, United States Code, is amend-
ed-

(1) by striking out "The head" and inserting in lieu thereof
"Except as provided in section 2304(d)(2) of this title, the head";
and

(2) by striking out "chapter" and all that follows and insert-
ing in lieu thereof "chapter. ".

CONFORMING AMENDMENTS

SEC. 2727. (a) The table of sections at the beginning of chapter 137
of title 10, United States Code, is amended-

(1) by striking out the item relating to section 2301 and insert-
ing in lieu thereof the following:

"2301. Congressional defense procurement policy. '; and
(2) by striking out the items relating to sections 2304, 2305,

and 2306 and inserting in lieu thereof the following:
"2304. Contracts: competition requirements,
"2305. Contracts: planning, solicitation, evaluation, and award procedures.
"2306. Kinds of contracts; cost or pricing data: truth in negotiation. "'

(b) Subsection (h) of section 2304 of such title (as redesignated by
section 2723(a)(1)(B)) is amended-

(1) by striking out "negotiated under this section" and insert-
ing in lieu thereof "awarded after using procedures other than
sealed-bid procedures' and



(2) by striking out "formal advertising" and inserting in lieu
thereof "sealed-bid procedures".

(c) Section 2313(b) of such title is amended by striking out "negoti-
ated under this chapter" and inserting in lieu thereof "awarded
after using procedures other than sealed-bid procedures ".

(d) Section 2356 of such title is amended by striking out "the
formal advertising prescribed by section 2305 of this title" and in-
serting in lieu thereof "a solicitation for sealed bids under chapter
137 of this title".

Subtitle C-Amendments to the Office of Federal
Procurement Policy Act

DEFINITIONS

SEC. 2731. The section of the Office of Federal Procurement Policy
Act relating to definitions (41 U.S.C. 403) is redesignated as section
4 and is amended-

(1) by striking out "and" at the end of paragraph (4);
(2) by striking out the period at the end of paragraph (5) and

inserting in lieu thereof " and"; and
(3) by adding at the end thereof the following new para-

graphs:
"(6) the term 'competitive procedures' means procedures under

which an agency enters into a contract pursuant to full and
open competition;

"(7) the term 'full and open competition', when used with re-
spect to a procurement, means that all responsible sources are
permitted to submit sealed bids or competitive proposals on the
procurement; and

"(8) the term 'responsible source' means a prospective contrac-
tor who-

"(A) has adequate financial resources to perform the con-
tract or the ability to obtain such resources;

"(B) is able to comply with the required or proposed de-
livery or performance schedule, taking into consideration
all existing commercial and Government business commit-
ments;

"(C) has a satisfactory performance record;
"(D) has a satisfactory record of integrity and business

ethics;
"(E) has the necessary organization, experience, account-

ing and operational controls, and technical skills, or the
ability to obtain such organization, experience, controls,
and skills;

"(F) has the necessary production, construction, and tech-
nical equipment and facilities, or the ability to obtain such
equipment and facilities; and

"(G) is otherwise qualified and eligible to receive an
award under applicable laws and regulations. ".



PROCUREMENT NOTICE AND RECORDS; ADVOCATES FOR COMPETITION

SEC. 2732. (a) The Office of Federal Procurement Policy Act is fur-
ther amended by adding at the end thereof the following new sec-
tions:

"PROCUREMENT NOTICE

"SEC. 18. (a)(1) Except as provided in subsection (c)-
"(A) an executive agency intending to solicit bids or proposals

for a contract for property or services for a price expected to
exceed $10,000 shall furnish for publication by the Secretary of
Commerce a notice described in subsection (b); and

"(B) an executive agency awarding a contract for property or
services for a price exceeding $25,000 shall furnish for publica-
tion by the Secretary of Commerce a notice announcing such
award if there is likely to be any subcontract under such con-
tract.

"(2) The Secretary of Commerce shall publish promptly in the
Commerce Business Daily each notice required by paragraph (1).

"(2) Whenever an executive agency is required by paragraph (1)(A)
to furnish a notice of a solicitation to the Secretary of Commerce,
such executive agency may not-

"(A) issue such solicitation earlier than 15 days after the date
on which such notice is published by the Secretary of Com-
merce; or

"(B) establish a deadline for the submission of all bids or pro-
posals in response to such solicitation that is earlier than 30
days after the date on which such solicitation is issued.

"(b) Each notice required by subsection (a)(1)(A) shall include-
"(1) an accurate description of the property or services to be

contracted for, which description is not unnecessarily restrictive
of competition;

"(2) the name, business address, and telephone number of the
officer or employee of the executive agency who may be con-
tacted for the purpose of obtaining a copy of the solicitation;

"(3) the name, business address, and telephone number of the
contracting officer;

"(4) a statement that all responsible sources may submit a
bid, proposal, or quotation which shall be considered by the ex-
ecutive agency; and

"(5) in the case of a procurement using procedures other than
competitive procedures, a statement of the reason justifying the
use of such procedures and the identity of the intended source.

"(c)(1) A notice is not required under subsection (a)(1) if-
"(A) the notice would disclose the executive agency's needs

and the disclosure of such needs would compromise the nation-
al security;

"(B) the proposed procurement would result from acceptance
of any unsolicited proposal that demonstrates a unique and in-
novative research concept, and the publication of any notice of
such unsolicited research proposal would disclose the originali-
ty of thought or innovativeness of the proposal or would dis-
close proprietary information associated with the proposal;



"(C) the procurement is made against an order placed under a
requirements contract, or

"(D) the procurement is made for perishable subsistence
supplies.

"(2) The requirements of subsection (a)(1)(A) do not apply to any
procurement under conditions described in clause (2), (3), (4), (5), or
(7) of section 303(c) of the Federal Property and Administrative
Services Act of 1949 (41 U.S.C. 253(c)) or clause (2), (3), (4), (5), or (7)
of section 2304(c) of title 10, United States Code.

"(3) The requirements of subsection (a)(1)(A) shall not apply in the
case of any procurement for which the head of the executive agency
makes a determination in writing, with the concurrence of the Ad-
ministrator, that it is not appropriate or reasonable to publish a
notice before issuing a solicitation.

"RECORD REQUIREMENTS

"SEC. 19. (a) Each executive agency shall establish and maintain
for a period of five years a computer file, by fiscal year, containing
unclassified records of all procurements, other than small pur-
chases, in such fiscal year.

"(b) The record established under subsection (a) shall include-
"(1) with respect to each procurement carried out using com-

petitive procedures-
"(A) the date of contract award;
"(B) information identifying the source to whom the con-

tract was awarded;
"(C) the property or services obtained by the Government

under the procurement; and
"(D) the total cost of the procurement;

"(2) with respect to each procurement carried out using proce-
dures other than competitive procedures-

"(A) the information described in clauses (1)(A), (1)(B),
(1)(C), and (1)(D);

"(B) the reason under section 303(c) of the Federal Proper-
ty and Administrative Services Act of 1949 (41 US.C.
253(c)) or section 2304(c) of title 10, United States Code, as
the case may be, for the use of such procedures; and

"(C) the identity of the organization or activity which
conducted the procurement.

"(c) The information that is included in such record pursuant to
subsection (b)(1) and relates to procurements resulting in the submis-
sion of a bid or proposal by only one responsible source shall be sep-
arately categorized from the information relating to other procure-
ments included in such record. The record of such information shall
be designated 'noncompetitive procurements using competitive proce-
dures'.

"(d) The information included in the record established and
maintained under subsection (a) shall be transmitted to the General
Services Administration and shall be entered in the Federal Pro-
curement Data System referred to in section 6(d)(4).



"ADVOCATES FOR COMPETITION

"SEC. 20. (a)(1) There is established in each executive agency an
advocate for competition.

"(2) The head of each executive agency shall-
"(A) designate for the executive agency and for each procuring

activity of the executive agency one officer or employee serving
in a position authorized for such executive agency on the date
of enactment of the Competition in Contracting Act of 1984
(other than the senior procurement executive designated pursu-
ant to section 16(3)) to serve as the advocate for competition;

"(B) not assign such officers or employees any duties or re-
sponsibilities that are inconsistent with the duties and responsi-
bilities of the advocates for competition; and

"(C) provide such officers or employees with such staff or as-
sistance as may be necessary to carry out the duties and respon-
sibilities of the advocate for competition, such as persons who
are specialists in engineering, technical operations, contract ad-
ministration, financial management, supply management, and
utilization of small and disadvantaged business concerns.

"(b) The advocate for competition of an executive agency shall-
"(1) be responsible for challenging barriers to and promoting

full and open competition in the procurement of property and
services by the executive agency;

"(2) review the procurement activities of the executive agency;
"(3) identify and report to the senior procurement executive of

the executive agency designated pursuant to section 16(3)-
"(A) opportunities and actions taken to achieve full and

open competition in the procurement activities of the execu-
tive agency; and

"(B) any condition or action which has the effect of un-
necessarily restricting competition in the procurement ac-
tions of the executive agency; and

"(4) prepare and transmit to such senior procurement execu-
tive an annual report describing-

"(A) such advocate's activities under this section;
"(B) new initiatives required to increase competition; and
"(C) barriers to full and open competition that remain;

"(5) recommend to the senior procurement executive of the ex-
ecutive agency goals and the plans for increasing competition
on a fiscal year basis;

"(6) recommend to the senior procurement executive of the ex-
ecutive agency a system of personal and organizational
accountability for competition, which may include the use of
recognition and awards to motivate program managers, con-
tracting officers, and others in authority to promote competition
in procurement programs; and

"(7) describe other ways in which the executive agency has
emphasized competition in programs for procurement training
and research.

"(c) The advocate for competition for each procuring activity
shall be responsible for challenging barriers to and promoting full
and open competition in the procuring activity, including unneces-



sarily detailed specifications and unnecessarily restrictive state-
ments of need.

"ANNUAL REPORT ON COMPETITION

"SEC. 21. (a) Not later than January 31 of each of 1986, 1987,
1988, 1989, and 1990, the head of each executive agency shall trans-
mit to each House of Congress a report including the information
specified in subsection (b).

"(b) Each report under subsection (a) shall include-
"(1) a specific description of all actions that the head of the

executive agency intends to take during the current fiscal year
to-

"(A) increase competition for contracts with the executive
agency on the basis of cost and other significant factors;
and

"(B) reduce the number and dollar value of noncompeti-
tive contracts entered into by the executive agency; and

"(2) a summary of the activities and accomplishments of the
advocate for competition of the executive agency during the pre-
ceding fiscal year. ".

(b)(1) Section 6(e) of such Act (41 U.S.C. 405(e)) is amended by
striking out "subsection (c)" and inserting in lieu thereof "subsec-
tion (d)".

(2) Section 16(1) of such Act (41 U.S.C. 414(1)) is amended to
read as follows:

"(1) increase the use of full and open competition in the pro-
curement of property or services by the executive agency by es-
tablishing policies, procedures, and practices that assure that
the executive agency receives a sufficient number of sealed bids
or competitive proposals from responsible sources to fulfill the
Government's requirements (including performance and delivery
schedules) at the lowest reasonable cost considering the nature
of the property or service procured; ".

Subtitle D-Procurement Protest Syster
PROCUREMENT PROTEST SYSTEM

SEC. 2741. (a) Chapter 35 of title 31, United States Code, is
amended by adding at the end thereof the following new subchap-
ter:

"SUBCHAPTER V-PROCUREMENT PROTEST SYSTEM

" 3551. Definitions

"In this subchapter-
"(1) 'protest' means a written objection by an interested party

to a solicitation by an executive agency for bids or proposals for
a proposed contract for the procurement of property or services
or a written objection by an interested party to a proposed
award or the award of such a contract;

"(2) 'interested party', with respect to a contract or proposed
contract described in paragraph (1), means an actual or prospec-
tive bidder or offeror whose direct economic interest would be



affected by the award of the contract or by failure to award the
contract; and

"(3) 'Federal agency' has the meaning given such term by sec-
tion 3 of the Federal Property and Administrative Services Act
of 1949 (40 US.C. 472).

"3552. Protests by interested parties concerning procurement
actions

"A protest concerning an alleged violation of a procurement stat-
ute or regulation shall be decided by the Comptroller General if
filed in accordance with this subchapter. An interested party who
has filed a protest under section 111(h) of the Federal Property and
Administrative Services Act of 1949 (40 US.C. 759(h)) with respect
to a procurement or proposed procurement may not file a protest
with respect to that procurement under this subchapter.

" 3553. Review of protests; effect on contracts pending decision
"(a) Under procedures prescribed under section 3555 of this title,

the Comptroller General shall decide a protest submitted to the
Comptroller General by an interested party.

"(b)(1) Within one working day of the receipt of a protest, the
Comptroller General shall notify the Federal agency involved of the
protest.

"(2) Except as provided in paragraph (3) of this subsection, a Fed-
eral agency receiving a notice of a protested procurement under
paragraph (1) of this subsection shall submit to the Comptroller
General a complete report (including all relevant documents) on the
protested procurement-

"(A) within 25 working days from the date of the agency's re-
ceipt of that notice;

"(B) if the Comptroller General, upon a showing by the Feder-
al agency, determines (and states the reasons in writing) that
the specific circumstances of the protest require a longer period,
within the longer period determined by the Comptroller Gener-
al; or

"(C) in a case determined by the Comptroller General to be
suitable for the express option under section 3554(a)(2) of this
title, within 10 working days from the date of the Federal agen-
cy's receipt of that determination.

"(3) A Federal agency need not submit a report to the Comptroller
General pursuant to paragraph (2) of this subsection if the agency is
sooner notified by the Comptroller General that the protest con-
cerned has been dismissed under section 3554(a)(3) of this title.

"(c)(1) Except as provided in paragraph (2) of this subsection, a
contract may not be awarded in any procurement after the Federal
agency has received notice of a protest with respect to such procure-
ment from the Comptroller General and while the protest is
pending.

"(2) The head of the procuring activity responsible for award of
a contract may authorize the award of the contract (notwithstand-
ing a protest of which the Federal agency has notice under this sec-
tion)-

"(A) upon a written finding that urgent and compelling cir-
cumstances which significantly affect interests of the United



States will not permit waiting for the decision of the Comptrol-
ler General under this subchapter; and

'(B) after the Comptroller General is advised of that finding.
"(3) A finding may not be made under paragraph (2)(A) of this

subsection unless the award of the contract is otherwise likely to
occur within 30 days thereafter.

"(d)(1) If a Federal agency receives notice of a protest under this
section after the contract has been awarded but within 10 days of
the date of the contract award, the Federal agency (except as provid-
ed under paragraph (2)) shall, upon receipt of that notice, immedi-
ately direct the contractor to cease performance under the contract
and to suspend any related activities that may result in additional
obligations being incurred by the United States under that contract.
Performance of the contract may not be resumed while the protest is
pending.

"(2) The head of the procuring activity responsible for award of
a contract may authorize the performance of the contract (notwith-
standing a protest of which the Federal agency has notice under
this section)-

"(A) upon a written finding-
"(i) that performance of the contract is in the best inter-

ests of the United States; or
"(ii) that urgent and compelling circumstances that sig-

nificantly affect interests of the United States will not
permit waiting for the decision of the Comptroller General
concerning the protest; and

"(B) after the Comptroller General is notified of that finding.
"(e) The authority of the head of the procuring activity to make

findings and to authorize the award and performance of contracts
under subsections (c) and (d) of this section may not be delegated.

"(f) Within such deadlines as the Comptroller General prescribes,
upon request each Federal agency shall provide to an interested
party any document relevant to a protested procurement action (in-
cluding the report required by subsection (b)(2) of this section) that
would not give that party a competitive advantage and that the
party is otherwise authorized by law to receive.

"§3554. Decisions on protests

"(a)(1) To the maximum extent practicable, the Comptroller Gener-
al shall provide for the inexpensive and expeditious resolution of
protests under this subchapter. Except as provided under paragraph
(2) of this subsection, the Comptroller General shall issue a final de-
cision concerning a protest within 90 working days from the date
the protest is submitted to the Comptroller General unless the
Comptroller General determines and states in writing the reasons
that the specific circumstances of the protest require a longer period.

"(2) The Comptroller General shall, by regulation prescribed pur-
suant to section 3555 of this title, establish an express option for de-
ciding those protests which the Comptroller General determines
suitable for resolution within 45 calendar days from the date the
protest is submitted.

"(3) The Comptroller General may dismiss a protest that the
Comptroller General determines is frivolous or which, on its face,
does not state a valid basis for protest.



"(b)(1) With respect to a solicitation for a contract, or a proposed
award or the award of a contract, protested under this subchapter,
the Comptroller General may determine whether the solicitation,
proposed award, or award complies with statute and regulation. If
the Comptroller General determines that the solicitation, proposed
award, or award does not comply with a statute or regulation, the
Comptroller General shall recommend that the Federal agency-

"(A) refrain from exercising any of its options under the con-
tract;

"(B) recompete the contract immediately;
"(C) issue a new solicitation;
"(D) terminate the contract;
"(E) award a contract consistent with the requirements of

such statute and regulation;
"(F) implement any combination of recommendations under

clauses (A), (B), (C), (D), and (E); or
"(G) implement such other recommendations as the Comptrol-

ler General determines to be necessary in order to promote com-
pliance with procurement statutes and regulations.

"(2) If the head of the procuring activity responsible for a contract
makes a finding under section 3553(d)(2)(A)(i) of this title, the
Comptroller General shall make recommendations under this sub-
section without regard to any cost or disruption from terminating,
recompeting, or reawarding the contract.

"(c)(1) If the Comptroller General determines that a solicitation
for a contract or a proposed award or the award of a contract does
not comply with a statute or regulation, the Comptroller General
may declare an appropriate interested party to be entitled to the
costs of-

"(A) filing and pursuing the protest, including reasonable at-
torneys' fees; and

"(B) bid and proposal preparation.
"(2) Monetary awards to which a party is declared to be entitled

under paragraph (1) of this subsection shall be paid promptly by the
Federal agency concerned out of funds available to or for the use of
the Federal agency for the procurement of property and services.

"(d) Each decision of the Comptroller General under this subchap-
ter shall be signed by the Comptroller General or a designee for that
purpose. A copy of the decision shall be made available to the inter-
ested parties, the head of the procuring activity responsible for the
solicitation, proposed award, or award of the contract, and the
senior procurement executive of the Federal agency involved.

"(e)(1) The head of the procuring activity responsible for the solici-
tation, proposed award, or award of the contract shall report to the
Comptroller General, if the Federal agency has not fully implement-
ed those recommendations within 60 days of receipt of the Comptrol-
ler General's recommendations under subsection (b) of this section.

"(2) Not later than January 31 of each year, the Comptroller Gen-
eral shall transmit to Congress a report describing each instance in
which a Federal agency did not fully implement the Comptroller
General's recommendations during the preceding fiscal year.



" 3555. Regulations; authority of Comptroller General to verify as-
sertions

"(a) Not later than January 15, 1985, the Comptroller General
shall prescribe such procedures as may be necessary to the expedi-
tious decision of protests under this subchapter, including proce-
dures for accelerated resolution of protests under the express option
authorized by section 3554(a)(2) of this title. Such procedures shall
provide that the protest process may not be delayed by the failure of
a party to make a filing within the time provided for the filing.

"(b) The Comptroller General may use any authority available
under chapter 7 of this title and this chapter to verify assertions
made by parties in protests under this subchapter.

"3556. Nonexclusivity of remedies; matters included in agency
record

"This subchapter does not give the Comptroller General exclu-
sive jurisdiction over protests, and nothing contained in this sub-
chapter shall affect the right of any interested party to file a protest
with the contracting agency or to file an action in a district court of
the United States or the United States Claims Court. In any such
action based on a procurement or proposed procurement with respect
to which a protest has been filed under this subchapter, the reports
required by sections 3553(b)(2) and 3554(e)(1) of this title with respect
to such procurement or proposed procurement and any decision or
recommendation of the Comptroller General under this subchapter
with respect to such procurement or proposed procurement shall be
considered to be part of the agency record subject to review. ".

(b) The analysis for such chapter is amended by adding at the end
thereof the following:

"SUBCHAPTER V-PROCUREMENT PROTEST SYSTEM

"3551. Definitions.
"3552. Protests by interested parties concerning procurement actions.
"3553. Review of protests; effect on contracts pending decision.
"3554. Decisions on protests.
"3555. Regulations; authority of Comptroller General to verify assertions.
"3556. Nonexclusivity of remedies; matters included in agency record. ".

Subtitle E-Effective Date; Regulations; Study

EFFECTIVE DATES

SEC. 2751. (a) Except as provided in subsection (b), the amend-
ments made by this title shall apply with respect to any solicitation
for bids or proposals issued after March 31, 1985.

(b) The amendments made by section 2713 and subtitle D shall
apply with respect to any protest filed after January 14, 1985.

MODIFICATION OF FEDERAL ACQUISITION REGULATIONS

SEC. 2752. Not later than March 31, 1985, the single Government-
wide procurement regulation referred to in section 4(4)(A) of the
Office of Federal Procurement Policy Act (41 U.S.C. 403(4)(A)) shall
be modified to conform to the requirements of this title and the
amendments made by this title.



STUDY OF ALTERNATIVES

SEC. 2753. (a) Not later than January 31, 1985, the Administrator
of the Office of Federal Procurement Policy, in consultation with
the Secretary of Defense, the Administrator of General Services and
the Administrator of the National Aeronautics and Space Adminis-
tration, shall complete a study of alternatives and recommend to
the Committee on Governmental Affairs of the Senate and the Com-
mittee on Government Operations of the House of Representatives a
plan to increase the opportunities to achieve full and open competi-
tion on the basis of technical qualifications, quality, and other fac-
tors in the procurement of professional, technical, and managerial
services.

(b) Such plan shall provide for testing the recommended alterna-
tive and be developed in accordance with section 15 of the Office of
Federal Procurement Policy Act (41 U.S.C. 413), and be consistent
with the policies set forth in section 2 of such Act (41 US.C. 401).

TITLE VI-FEDERAL CREDIT UNION A CT
AMENDMENTS

SEC. 2801. Section 201(b)(8) of the Federal Credit Union Act (12
U.S.C. 1781(b)(8)) is amended to read as follows:

"(8) to pay and maintain its deposit and to pay the premium
charges for insurance imposed by this title; and"

SEC. 2802. Section 202 (b) of the Federal Credit Union Act (12
US.C. 1782(b)) is amended to read as follows:

"(b)(1) For each insurance year, each insured credit union which
became insured prior to the beginning of that year shall file with
the Board, at such time as the Board prescribes, a certified state-
ment showing the total amount of insured shares in the credit
union at the close of the preceding insurance year and both the
amount of its deposit or adjustment thereof and the amount of the
premium charge for insurance due to the fund for that year, both as
computed under subsection (c) of this section.

"(2) The certified statements required to be filed with the Board
pursuant to this subsection shall be in such form and shall set forth
such supporting information as the Board shall require.

"(2) Each such statement shall be certified by the president of the
credit union, or by any officer of the credit union designated by its
board of directors, that to the best of his knowledge and belief that
statement is true, correct, and complete and in accordance with this
title and regulations issued thereunder. ".

SEC. 2803. Section 202(c) of the Federal Credit Union Act (12
U.S.C. 1782(c)) is amended-

(1) by striking out paragraph (2);
(2) by redesignating paragraph (1) as paragraph (2);
(3) by striking out "Except as provided in paragraph (2) of

this subsection, each" in paragraph (2), as redesignated, and in-
serting in lieu thereof "Each '.

(4) by striking out "on or before January 31 of each insurance
year" in paragraph (2), as redesignated, and inserting in lieu
thereof "at such time as the Board prescribes'



(5) by striking out "member accounts" in paragraph (2), as re-
designated, and inserting in lieu thereof "insured shares '" and

(6) by inserting before paragraph (2) the following:
"(1)(A)(i) Each insured credit union shall pay to and maintain

with the National Credit Union Share Insurance Fund a deposit in
an amount equaling 1 per centum of the credit union's insured
shares.

"(ii) The Board may, in its discretion, authorize insured credit
unions to initially fund such deposit over a period of time in excess
of one year if necessary to avoid adverse effects on the condition of
insured credit unions.

"(iii) The amount of each insured credit union's deposit shall be
adjusted annually, in accordance with procedures determined by the
Board, to reflect changes in the credit union's insured shares.

"(B)(i) The deposit shall be returned to an insured credit union in
the event that its insurance coverage is terminated, it converts to in-
surance coverage from another source, or in the event the operations
of the fund are transferred from the National Credit Union Admin-
istration Board.

"(ii) The deposit shall be returned in accordance with procedures
and valuation methods determined by the Board, but in no event
shall the deposit be returned any later than one year after the final
date on which no shares of the credit union are insured by the
Board.

"(iii) The deposit shall not be returned in the event of liquidation
on account of bankruptcy or insolvency.

"(iv) The deposit funds may be used by the fund if necessary to
meets its expenses, in which case the amount so used shall be ex-
pensed and shall be replenished by insured credit unions in accord-
ance with procedures established by the Board. ".

SEc. 2804. Section 202(c)(3) of the Federal Credit Union Act (12
U.S.C. 1782(c)(3)) is amended to read as follows:

"(3) When, at the end of a given insurance year, any loans to the
fund from the Federal Government and the interest thereon have
been repaid and the equity of the fund exceeds the normal operating
level, the Board shall effect for that insurance year a pro rata dis-
tribution to insured credit unions of an amount sufficient to reduce
the equity in the fund to its normal operating level. ".

SEC. 2805. Section 202(c)(4) of the Federal Credit Union Act (12
US.C. 1782(c)(4)) is repealed.

SEC. 2806. (a) Subsections (d) through (f) of section 202 of the Fed-
eral Credit Union Act (12 USC. 1782(d) through (f)) are amended-

(1) by inserting "its deposit or" before the words "the premi-
um charge" and "any premium charge" each time they appear,
other than in the second sentence of subsection (e) of section
202; and

(2) by striking out "member accounts" and inserting in lieu
thereof "insured shares"

(b) Section 202 of the Federal Credit Union Act (12 US.C. 1782) is
amended-

(1) in the first sentence of subsection (e), by inserting "deposit
or" after "the amount of any unpaid";

(2) in the second sentence of subsection (e), by inserting "de-
posit or" before 'premium charge due '. and



(3) in the first sentence of subsection (f), by inserting "deposit
or" after "statement or pay any such"

SEC. 2807. Section 202(g) of the Federal Credit Union Act (12
US.C. 1782(g)) is amended-

(1) by striking out "statements, and premium charges" and
inserting in lieu thereof "statements, and deposit and premium
charges";

(2) by striking out "payment of any premium charge" and in-
serting in lieu thereof 'payment of any deposit or adjustment
thereof or any premium charge '. and

(3) by striking out "any premium charge for insurance" and
inserting in lieu thereof "any deposit or adjustment thereof or
any premium charge for insurance"

SEC. 2808. Section 202(h)(1) of the Federal Credit Union Act (12
US.C. 1782(h)(1)) is amended by inserting before the semicolon at
the end thereof the following: ". unless otherwise prescribed by the
Board".

SEC. 2809. Section 202(h)(2) of the Federal Credit Union Act (12
U.S.C. 1782(h)(2)) is amended to read as follows:

"(2) the term 'normal operating level, when applied to the
fund, means an amount equal to 1.3 per centum of the aggre-
gate amount of the insured shares in all insured credit unions,
or such lower level as the Board may determine; and"

SEc. 2810. Section 202(h)(3) of the Federal Credit Union Act (12
US.C. 1782(h)(3)) is amended to read as follows:

"(3) the term 'insured shares' when applied to this section in-
cludes share, share draft, share certificate and other similar ac-
counts as determined by the Board, but does not include
amounts in excess of the insured account limit set forth in sec-
tion 207(c)(1). ".

SEC. 2811. Section 203(b) of the Federal Credit Union Act (12
U.S.C. 1783(b)) is amended-

(1) by inserting "deposits and" before '"premium charges'
and

(2) by adding at the end thereof the following: "The Board
shall report annually to the Committee on Banking, Housing,
and Urban Affairs of the Senate and the Committee on Bank-
ing, Finance and Urban Affairs of the House of Representatives
with respect to the operating level of the fund. Such report shall
also include the results of an independent audit of the fund. ".

SEC. 2812. Section 206(d)(1) of the Federal Credit Union Act (12
U.S.C. 1786(d)(1)) is amended-

(1) by inserting "(1)" after "subsection (a)'"
(2) by inserting "maintain its deposit with and" before '"pay

premiums to the Board' and
(3) by adding at the end thereof the following sentence: "Not-

withstanding the above, when an insured credit union's insured
status is terminated and the credit union subsequently obtains
comparable insurance coverage from another source, insurance
of its accounts by the fund may cease immediately upon the ef-
fective date of such comparable coverage by mutual consent of
the credit union and the Board. ".

SEC. 2813. (a) Title III of the Federal Credit Union Act (12 US.C
1795 et seq.) is amended-



(1) in section 303 by inserting ", an instrumentality of the
United States, " after "Central Liquidity Facility" in the second
sentence; and

(2) by adding at the end thereof the following:

"STATE AND LOCAL TAX EXEMPTION

"SEC. 312. (a) The Central Liquidity Facility, and its franchise,
activities, capital reserves, surplus, and income, shall be exempt
from all State and local taxation now or hereafter imposed, other
than taxes on real property held by the Facility (to the same extent,
according to its value, as other similar property held by other per-
sons is taxed).

"(b)(1) Except as provided in paragraph (2), the notes, bonds, de-
bentures, and other obligations issued on behalf of the Central Li-
quidity Facility and the income therefrom shall be exempt from all
State and local taxation now or hereafter imposed.

"(2) Any obligation described in paragraph (1) shall not be exempt
from State or local gift, estate, inheritance, legacy, succession, or
other wealth transfer taxes.

"(c) For purposes of this section-
"(1) the term 'State' includes the District of Columbia; and
"(2) taxes imposed by counties or municipalities, or any terri-

tory, dependency, or possession of the United States shall be
treated as local taxes. "

(b)(1) Section 501 of the Internal Revenue Code of 1954 (relating to
organizations exempt from tax) is amended by redesignating subsec-
tion (k) as subsection (1) and by adding subsection U) the following
new subsection:

"(k) GOVERNMENT CORPORATIONS EXEMPT UNDER SUBSECTION
(c)(1).-The organization described in this subsection is the Central
Liquidity Facility established under title III of the Federal Credit
Union Act (12 US.C. 1795 et seq.). ".

(2) Paragraph (1) of section 501(c) of such Code (listing exempt or-
ganizations) is amended to read as follows:

"(1) any corporation organized under Act of Congress which is
an instrumentality of the United States but only if such corpo-
ration-

"(A) is exempt from Federal income taxes under such Act,
as amended and supplemented, or

"(B) is described in subsection (k). ".
(c) The amendments made by this section shall take effect on Oc-

tober 1, 1979.

ELIMINATION OF PAYROLL DEDUCTION FEES ON FINANCIAL

ORGANIZATIONS; ADMINISTRATION OF DISBURSING FUNCTIONS

SEC. 2814. (a) Section 3332(b) of title 31, United States Code, is
amended by inserting "without charge" after "shall be sent".

(b) Section 3332 of title 31, United States Code, is amended by
striking out subsection (c) and redesignating subsections (d), (e), (f),
and (g) as subsections (c), (d), (e), and (f), respectively.



TITLE IX-MISCELLANEOUS PRO VISIONS

COST SAVINGS BY ADMINISTRATIVE ACTION

SEC. 2901. (a) It is the sense of the Congress that-
(1) departments, agencies, and instrumentalities of the execu-

tive branch of government can continue to make significant
management improvements in-

(A) the travel and transportation of personnel and trans-
portation of things for personnel;

(B) the use of consultant services;
(C) public affairs, public relations, and advertising activi-

ties;
(D) publishing, printing, reproduction, and audio visual

activities;
(E) identification, recovery, and collection of Federal

overpayments, delinquencies, and indebtedness; and
(F) the operation, maintenance, management, leasing, ac-

quisition, and disposal of motor vehicles; and
(2) such improvements can result in better use of funds and

reductions in expenditures for such activities.
(b) Within six months after the date of enactment of this Act, the

Director of the Office of Management and Budget shall prepare and
transmit to the Committees on Appropriations and Budget of the
Senate and House of Representatives and the Senate Governmental
Affairs and House Government Operations Committees a report de-
scribing for each of the categories specified in subparagraphs (A)
through (F) of subsection (a)(1)-

(1) the baseline cost (or best estimate thereof) for fiscal year
1984;

(2) the savings (below such baseline cost or estimate) that can
reasonably be expected to be achieved for fiscal year 1985 by im-
proved management;

(3) an explanation of how such savings will be achieved; and
(4) if necessary, draft legislation to achieve such savings.

(c) If the expected savings described pursuant to subsection (b)(2)
are-

(1) less than $750,000,000 for the category specified in sub-
paragraph (A) of subsection (a)(1),

(2) less than $1,000,000,000 for the category specified in sub-
paragraph (B) of such subsection,

(3) less than $100,000,000 for the category specified in sub-
paragraph (C) of such subsection,

(4) less than $250,000,000 for the category specified in sub-
paragraph (D) of such subsection,

(5) less than $2,100,000,000 for the category specified in sub-
paragraph (E) of such subsection, or

(6) less than $160,000,000 for the category specified in sub-
paragraph (F) of such subsection,

the report shall state the reasons why the amount specified in para-
graph (1), (2), (3), (4), (5), or (6) is not achievable.



DISPOSAL OF CERTAIN LANDS AT MONTAUK AIR FORCE BASE

SEC. 2902. (a) The Congress finds that-
(1) the highest and best use of the lands described in subsec-

tion (b)(1) of this section is use as a park or recreational area;
(2) the State of New York has indicated a willingness to

convey by donation to the United States the fee interest to the
lands described in subsection (b)(2);

(3) therefore the Administrator of General Services should
assign to the Secretary of the Interior the lands described in
subsection (b)(1) for use as a public park or recreational area;
and

(4) the Secretary of the Interior should, simultaneous with ac-
ceptance of the lands described in subsection (b)(2), convey the
property described in subsection (b)(1) to the State of New York
for use as a public park or recreational area through a public
discount conveyance under section 203(k)(2) of the Federal Prop-
erty and Administrative Services Act of 1949 (40 US.C.
484(k)(2)).

(b)(1) The lands described in this subsection are those portions of
the Montauk Air Force Station in East Hampton Township, Suffolk
County, New York, totaling approximately 278 acres, that were de-
clared surplus to the needs of the United States Government on De-
cember 21, 1981.

(2) The lands described in this subsection are approximately 125
acres of real property owned by the State of New York within the
boundaries of the Fire Island National Seashore.

COST SAVINGS REPORT BY THE PRESIDENT

SEC. 2903. The President shall review recent recommendations for
management improvement and cost control opportunities including
those made by congressional committees, executive and legislative
branch agencies, educational and research organizations, and public
and private boards, task forces, councils, panels, and study groups,
which require administrative or Presidential action. A report on
such review shall be submitted with the Budget of the United States
Government transmitted in January 1985 under section 1105(a) of
title 31, United States Code, and shall contain a list of the recom-
mendations the President has reviewed, the source of those recom-
mendations, the actions which the President proposes to take or has
taken, and the amount of cost savings expected to result therefrom
in fiscal years 1985, 1986, and 1987.

COST SAVINGS BY COMMITTEE

SEC. 2904. Each authorizing committee of the Senate and House
of Representatives shall review the report required under section
1609 and make recommendations from that report to the Budget
Committees including any necessary changes in laws to allow for or
facilitate the achievement of savings as identified in that report.
The resulting recommendations shall be transmitted to the Budget
Committee as part of each committee's report submitted pursuant to
section 301(c) of Public Law 93-344, on March 15, 1985.



ANALYSES OF BUDGET ASSUMPTIONS

SEC. 2905. (a) The director of the Congressional Budget Office
shall conduct a study of the nature and reliability of the assump-
tions upon which budget estimates are based for concurrent resolu-
tions on the budget adopted by the Congress and make a report to
the Committee on the Budget of the House of Representatives and
the Committee on the Budget of the Senate by June 1, 1985. Such
study shall identify-

(1) the reasons for the differences between actual revenues
and outlays and the revenue and outlay estimates used for con-
current resolutions on the budget;

(2) the extent to which any systematic biases exist in the as-
sumptions or methods used for making revenue and outlay esti-
mates for the concurrent resolutions on the budget; and

(3) the extent to which the use of alternative assumptions or
estimating methods. This would include time-series analyses of
historical budget patterns and economic trends.

(b) On a trial basis, the Congressional Budget Office shall conduct
in consultation with the General Accounting Office a review of the
budget estimates prepared by the Department of Defense and one ci-
vilian agency to determine whether:

(1) there is a systematic underestimation of the costs required
to carry out the policies, programs and projects proposed; and

(2) what effects any systematic costing errors may have upon
the long-run costs of programs, the mix of programs implement-
ed and the effectiveness of programs in meeting agency missions
and goals.

The General Accounting Office component of this review shall look
at all phases of budget preparation and program evaluation in the
agencies selected, and shall examine historical patterns of funding
to determine the effect of cost estimation biases.

FORMULA APPROACH TO FEDERAL BUDGETING

SEC. 2906. The Director of the Congressional Budget Office and
the Director of the Office of Management and Budget shall each, in
consultation with the Chairman and ranking member of the Com-
mittee on the Budget of the House of Representatives and the Com-
mittee on the Budget of the Senate, conduct a study of the adminis-
trative feasibility and potential impact in terms of effectiveness and
equitability of applying alternative formula approaches to the entire
Federal budget. These studies may include, but need not be limited
to, the following formulas:

(1) a fraction (not necessarily limited to less than 1.0) of his-
torical trends in spending within functions or categories of the
budget;

(2) an equal percentage growth rate, or an equal percentage re-
duction in the growth rate of, each function or category of the
budget;

(3) a set of percentage growth rates, whereby the budget is di-
vided into major categories and a different percentage growth
rate is then applied to each category;

(4) a fraction (not necessarily limited to less than 1.0) of the
growth in the Gross National Product (as calculated by the



Congressional Budget Office or the Office of Management and
Budget) applied to each function or category of the budget.

The Congressional Budget Office and the Office of Management and
Budget shall each report the findings of such study to the Congress
no later than December 81, 1984.

MINING OF NICARAGUAN PORTS

SEC. 2907. It is the sense of the Congress that no funds heretofore
or hereafter appropriated in any Act of Congress shall be obligated
or expended for the purpose of planning, directing, executing, or sup-
porting the mining of the ports or territorial waters of Nicaragua.

And the House agree to the same.
That the House recede from its disagreement to the amendment

of the Senate to the title of the bill and concur therein with an
amendment as follows:

Amend the title so as to read: "An Act to provide for tax reform
and deficit reduction".

And the Senate agree to the same.

Solely for consideration of titles I through VIII, section 1002, and
title XI of the Senate amendment, and division A of the House
amendment to the Senate amendment:

From the Committee on Ways and Means:
DAN ROSTENKOWSKI,
SAM GIBBONS,
J.J. PICKLE,

C.B. RANGEL
PETE STARK,
BARBER B. CONABLE, Jr.,
JOHN J. DUNCAN,
BILL ARCHER,

Managers on the Part of the House.

From the Committee on Finance, to consider those matters
within its jurisdiction:

BOB DOLE,
BOB PACKWOOD,
W.V. ROTH, Jr.,
JOHN C. DANFORTH,
JOHN H. CHAFEE,
RUSSELL B. LONG,
LLOYD BENTSEN,
SPARK M. MATSUNAGA,

MAX BAUCUS,
Managers on the Part of the Senate.

Solely for consideration of sections 921 through 926, 943, 944, 952,
and 958 of the Senate amendment and title III, parts B and C of
division B of the House amendment to the Senate amendment:

From the Committee on Energy and Commerce:
JOHN D. DINGELL,
HENRY A. WAXMAN,
JAMES H. SCHEUER,
TOM LUKEN,
DOUG WALGREN,
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BARBARA A. MIKULSKI,
Managers on the Part of the House.

From the Committee on Finance, to consider those matters
within its jurisdiction:

BOB DOLE,
BOB PACKWOOD,
W.V. ROTH, Jr.,
JOHN C. DANFORTH,
JOHN H. CHAFEE,
RUSSELL B. LONG,
LLOYD BENTSEN,
SPARK M. MATSUNAGA,
MAX BAUCUS,

Managers on the Part of the Senate.

Solely for consideration of sections 905, 909, 917, 919, 951, 955,
956, 957, subsections (a), (b), and (c) of section 965, 966, 971 through
976, 981 through 985, and 992 through 997 of title IX of the Senate
amendment and title III, sections 308 (2308), 339 (2339), 340 (2340),
342 (2342), and title VI (except for sections 650 (2650) and 661
(2661)) of division B of the House amendment to the Senate amend-
ment:

From the Committee on Ways and Means:
DAN ROSTENKOWSKI,
ANDREW JACOBS, Jr.,
C.B. RANGEL,

MARTY Russo,
HAROLD FORD,
PETE STARK,
DONALD J. PEASE,
BARBER B. CONABLE,
JOHN J. DUNCAN,
W. HENSON MOORE,

Managers on the Part of the House.

From the Committee on Finance, to consider those matters
within its jurisdiction:

BOB DOLE,
BOB PACKWOOD,
W.V. ROTH, Jr.,
JOHN C. DANFORTH,
JOHN H. CHAFEE,

RUSSELL B. LONG,
LLOYD BENTSEN,

SPARK M. MATSUNAGA,
MAX BAUCUS,

Managers on the Part of the Senate.

Solely for consideration of title IX (except for sections 905, 909,
917, 919, 921 through 926, 943, 944, 951, 952, 955 through 958, sub-
sections (a), (b), and (c) of section 965, 966, 971 through 976, 981
through 985, and 992 through 997)) and section 1611 of the Senate
amendment and title III (except for sections 308 (2308), 339 (2339),
340 (2340), and 342 (2342)) of division B of the House amendment to



the Senate amendment and sections 650 (2650) and 661 (2661) of di-
vision B of the House amendment to the Senate amendment:

From the Committee on Energy and Commerce:
JOHN D. DINGELL,
HENRY A. WAXMAN,
JAMES H. SCHEUER,

TOM LUKEN,
DOUG WALGREN,
BARBARA A. MIKULSKI,

From the Committee on Ways and Means:
DAN ROSTENKOWSKI,
ANDREW JACOBS, Jr.,
C.B. RANGEL,
MARTY Russo,
HAROLD FORD,
PETE STARK,
DONALD J. PEASE,
BARBER B. CONABLE,
JOHN J. DUNCAN,
W. HENSON MOORE,

Managers on the Part of the House.

From the Committee on Finance, to consider those matters
within its jurisdiction:

BOB DOLE,
BOB PACKWOOD,
W.V. ROTH,
JOHN C. DANFORTH,
JOHN H. CHAFEE,
RUSSELL B. LONG,
LLOYD BENTSEN,
SPARK M. MATSUNAGA,
MAX BAUCUS,

Managers on the Part of the Senate.

Solely for consideration of title XIV and section 1606 of the
Senate amendment:

From the Committee on Appropriations:
JAMIE L. WHITTEN,
EDWARD P. BOLAND,
SILVIO 0. CONTE,

JOSEPH M. MCDADE,
Solely for consideration of title XIV except for section 1401(f) of

the Senate amendment:
From the Committee on Rules:

CLAUDE PEPPER,
GILLIS LONG,
ANTHONY C. BEILENSON,
MARTIN FROST,

Managers on the Part of the House.

From the Committee on Appropriations, to consider those
matters within its jurisdiction:

MARK 0. HATFIELD,
TED STEVENS,



From the Committee on Governmental Affairs, to consider
those matters within its jurisdiction:

W.V. ROTH, Jr.,
BILL COHEN,
TOM EAGLETON,

From the Committee on the Budget:
PETE V. DOMENICI,
WILLIAM L. ARMSTRONG,
NANCY LANDON KASSEBAUM,
RUDY BOSCHWITZ,
JOHN TOWER,

Managers on the Part of the Senate.

Solely for consideration of title XII and sections 1604 and 1607
of the Senate amendment, and title II of Division B of the House
amendment to the Senate Amendment:

From the Committee on Post Office and Civil Service:
WILLIAM D. FORD,
WILLIAM CLAY,

ROBERT GARCIA,
MICKEY LELAND,
DAN ALBOSTA,
MARY ROSE OAKAR,
GENE TAYLOR,
BENJAMIN A. GILMAN,
TOM CORCORAN,
JIM COURTER,

Solely for consideration of such portions of section 1201 of the
Senate amendment and section 201 of division B of the House
amendment to the Senate amendment as related to cost-of-living
adjustments for military retirees:

From the Committee on Armed Services:
MELVIN PRICE,
BILL NICHOLS,
WM. L. DICKINSON,
ELWOOD HILLIS,

Solely for consideration of section 1604 of the Senate amend-
ment:

From the Committee on the Judiciary:
PETER W. RODINO, Jr.,
JACK BROOKS,

HAMILTON FISH, Jr.,
Managers on the Part of the House.

From the Committee on Governmental Affairs, to consider
those matters within its jurisdiction:

W.V. ROTH, Jr.,
CHARLES MCC. MATHIAS, Jr.,
BILL COHEN,
TOM EAGLETON,
JEFF BINGAMAN,

Managers on the Part of the Senate.

Solely for consideration of title XV of the House amendment:
From the Committee on Government Operations:



JACK BROOKS,
DON FUQUA,
CARDISS COLLINS,
GLENN ENGLISH,
ELLIOTT H. LEVITAS,
FRANK HORTON,

JOHN N. ERLENBORN,
W. CLINGER,

Managers on the Part of the House.

From the Committee on Armed Services, to consider those
matters within its jurisdiction:

BILL COHEN,
DAN QUAYLE,
JEFF BINGAMAN,
CARL LEVIN,

From the Committee on Governmental Affairs, to consider
those matters within its jurisdiction:

W.V. ROTH, Jr.,
BILL COHEN,
TOM EAGLETON,
CARL LEVIN,

Managers on the Part of the Senate.

Solely for consideration of sections 1301 through 1314 of the
Senate amendment:

From the Committee on Banking, Finance and Urban Af-
fairs:
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JOINT EXPLANATORY STATEMENT OF THE COMMITTEE OF CONFERENCE

The managers on the part of the House and the Senate at the
conference on the disagreeing votes of the two Houses on the
amendment of the House to the amendments of the Senate to the
bill (H.R. 4170) to provide for tax reform, and for other purposes,
submit the following joint statements to the House and the Seiate
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The joint statement of managers which follows was prepared by
the committee of jurisdiction and is arranged by title of the confer-
ence agreement.
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1. TAX FREEZE; TAX REFORMS GENERALLY

A. Tax Freeze and Related Provisions

1. Postponement of finance lease provisions

Present law

Overview

The law contains rules (pre-safe harbor lease rules) to determine
who owns an item of property for tax purposes when the property
is subject to an agreement which the parties characterize as a
lease. Such rules are important because the owner of the property
is entitled to claim tax benefits including cost recovery deductions
and investment tax credits with respect to the property. The pre-
safe harbor rules attempt to distinguish between true leases, in
which the lessor owns the property for tax purposes, and condition-
al sales or financing arrangements, in which the user of the prop-
erty owns the property for tax purposes. These rules generally are
not written in the Internal Revenue Code. Instead they evolved
over the years through a series of court cases and revenue rulings
and revenue procedures issued by the Internal Revenue Service.
Essentially, the law is that the economic substance of a transac-
tion, not its form, determines who is the owner of property for tax
purposes. Thus, if a transaction is, in substance, simply a financing
arrangement, it is treated that way for tax purposes, regardless of
how the parties choose to characterize it. Under the pre-safe
harbor lease rules, lease transactions cannot be used solely for the
purpose of transferring tax benefits. They have to have nontax eco-
nomic substance.

The Economic Recovery Tax Act of 1981 (ERTA) provided a new
set of rules which represented a major departure from the pre-safe
harbor rules. These provisions were intended to be a means of
transferring tax benefits rather than a means of determining
which person is in substance the owner of the property. Under
these rules (safe-harbor lease rules), certain transactions involving
tangible personal property were treated as leases for Federal
income tax purposes regardless of their nontax economic substance.
The pre-safe harbor leasing rules continued to apply for transac-
tions not qualifying under the safe-harbor lease rules or when the
safe harbor was not elected.

The Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA)
generally repealed safe-harbor leasing. In its place, TEFRA substi-
tuted a liberalized form of pre-safe harbor leasing called finance
leasing. The finance lease rules essentially provide that certain
parts of the pre-safe harbor rules are not taken into account in de-
termining whether an agreement with respect to a limited class of
property is a lease for tax purposes. Thus, the pre-safe harbor rules
apply when finance lease rules are unavailable, and, except to the
extent not taken into account under the finance lease rules, they
apply when the finance lease rules are available.
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Pre-safe harbor leasing rules

Underlying principles

In general, the determination of lease treatment under the pre-
safe harbor leasing rules requires a case-by-case analysis based on
all the facts and circumstances. Although the determination of
whether a transaction is a lease is inherently factual, a series of
general principles is embodied in court cases, revenue rulings, and
revenue procedures. These principles are used in determining the
character of transactions not eligible for the safe-harbor lease
rules.

For a transaction to be a lease under these rules, the lessee gen-
erally cannot hold title to or have a significant equity interest in
the property. However, the fact that the lessor has title does not
guarantee that the lessor is the owner for Federal income tax pur-
poses. Both the courts and the IRS look to additional criteria in de-
termining whether a transaction is a lease. These criteria focus on
the substance of the transaction rather than its form. The courts
do not disregard the form of a transaction simply because tax con-
siderations are a significant motive so long as the transaction also
has a bona fide business purpose and the lessor retains sufficient
burdens and benefits of ownership.1

To be entitled to depreciation deductions as the owner of the
property, the lessor has to show that the property is being used by
it for a business or other income-producing purpose. To have a
business purpose, the person claiming ownership (i.e., the lessor) at
least has to have a reasonable expectation that he will derive a
profit from the transaction independent of tax benefits. 2 This re-
quirement precludes lease treatment for a transaction intended
merely to reduce the user's costs by utilizing the lessor's tax base.
For a sale-leaseback, other nontax business motives have been con-
sidered in determining the substance of the transaction.

The fact that the lessor in a lease financing transaction can show
a profit or business purpose, however, does not automatically result
in lease treatment under pre-safe harbor lease rules, since a profit
or business motive could also exist in a financing arrangement. In
addition, the lessor has to retain meaningful benefits and burdens
of ownership. 3 Thus, lease treatment has been denied under pre-
safe harbor lease rules if the user has the option to acquire the
property at the end of the lease for a price that either is nominal
in relation to the value of the property at the time when the option
can be exercised (as determined at the time the parties entered
into the agreement) or which is relatively small when compared
with the total payments required to be made.4

Where the residual value of the property to the lessor is nomi-
nal, the lessor has been viewed as having transferred full owner-
ship of the property for the rental fee. Where the purchase option

1 See, Hilton v. Commissioner, 74 T.C. 305 (1980), aff'd, 671 F.2d 316 (9th Cir. 1982); Frank
Lyon Co. v. United Slates, 435 U.S. 561 (1978), rev'g, 536 F.2d 746 (8th Cir. 1976); and Rev. Rul.
55-540, 1955-2 C.B. 39 (and cases cited therein); See generally, Gregory v. Helvering, 293 U.S. 465
(1935).

2 See, Hilton v. Commissioner, 74 T.C. 305 (1980), aff'd, 671 F.2d 316 (9th Cir. 1982).
3 See, Frank Lyon Co. v. United States, 435 (U.S. 561 (1978), rev'g 536 F.2d 746 (8th Cir. 1976);

and Rev. Rul. 55-540, 1955-2 C.B. 39 (and cases cited therein).
4 See, Rev. Rul. 55-540, 1955-2 C.B. 39 (and cases cited therein).



is more than nominal but relatively small in comparison with fair
market value, the lessor may still be viewed as having transferred
full ownership if the likelihood that the lessee will exercise the
bargain purchase option is great. 5 Furthermore, if the lessor can
force the lessee to purchase the property at the end of the lease (a
put), the transaction might also be denied lease treatment under
pre-safe harbor lease rules if the put eliminates the risk borne by
owners of property that there may be no market for the property
at the end of the lease.

Objective guidelines used in structuring transactions

The question of exactly what burdens and benefits of ownership
have to be retained by the lessor under pre-safe harbor lease rules
created some confusion and difficulty for people trying to structure
leases that, at least in part, were motivated by tax considerations.
To give taxpayers guidance in structuring leveraged leases (i.e.,
where the property is financed by a loan from a third party), the
Internal Revenue Service in 1975 issued Revenue Procedure 75-21,
1975-1 C.B. 715, and a companion document, Revenue Procedure
75-28, 1975-1 C.B. 752 (the guidelines). If the requirements of the
guidelines are met and if the facts and circumstances do not indi-
cate a contrary result, the Service will issue an advance letter
ruling that the transaction is a lease and that the lessor is the
owner for Federal income tax purposes.

The guidelines generally apply only to leveraged leases of equip-
ment. The general principles described above continue to govern
nonleveraged leases and leases of real property. The guidelines are
not a definitive statement of legal principles and are not intended
for audit purposes. If less than all requirements of the guidelines
are met, a transaction might still be considered a lease if, under all
the facts and circumstances, the transaction is a lease under the
general principles discussed previously. However, in practice, many
taxpayers have taken. into account the guidelines' requirements in
structuring transactions. The guidelines may be viewed as a type of
safe harbor.

The specific requirements for obtaining a ruling under the guide-
lines are as follows:

1. Minimum investment.-The lessor must have a minimum 20
percent unconditional at-risk investment in the property. This rule
represents an attempt to ensure that the lessor experiences some
significant loss if the property declines in value. By limiting the
degree of nonrecourse leverage, this guideline also limits the pool
of potentially transferable tax benefits from such transactions.

2. Purchase options.-In general, the lessee may not have an
option to purchase the property at the end of the lease term unless,
under the lease agreement, the option can be exercised only at fair
market value (determined at the time of exercise). This rule pre-
cludes fixed price purchase options, even at a bona fide estimate of
the projected fair market value of the property at the option date.
In addition, when the property is first placed in service by the
lessee, the lessor cannot have a contractual right to require the

5 See, M&W Gear Co. v. Commissioner, 446 F.2d 841 (7th Cir. 1971).



lessee or any other party to purchase the property, even at fair
market value.

The fair market value purchase option requirement fulfills three
purposes related to the determination of the economic substance of
the transaction. First, it ensures that the lessor bears the risk im-
plicit in ownership that no market or an unfavorable market will
exist at the end of the lease. Second, it ensures that the lessor has
retained an equity interest in the property. Any fixed price option
represents a limitation on the lessor's right of full enjoyment of the
property's value. Third, it limits the ability of the parties to estab-
lish an artificial rent structure to avoid the cash flow test (de-
scribed below). However, several courts have held that the mere ex-
istence of a fixed price purchase option does not prevent lease
treatment so long as the lessor retains other significant burdens
and benefits of ownership. 6

Safe harbor leasing rules

The safe-harbor leasing provisions of ERTA were intended to
permit owners of property who were unable to use depreciation de-
ductions and investment credits to transfer those benefits to per-
sons who were able to use them, without having to meet the pre-
safe harbor lease requirements for characterizing the transaction
as a lease. The safe-harbor leasing provisions operated by guaran-
teeing that, for Federal income tax purposes, qualifying transac-
tions were treated as leases and that the nominal lessor was treat-
ed as the owner of the property, even though the lessee was in sub-
stance the owner of the property and the transaction otherwise
would not have been considered a lease.7

3. Lessee investment precluded.-Neither the lessee nor a party
related to the lessee may furnish any part of the cost of the proper-
ty. The rationale is that a lessee investment may suggest that the
lessee is in substance a co-owner of the property.

4. No lessee loans or guarantees.-As a corollary to the prior rule,
the lessee must not loan to the lessor any of the funds necessary to
acquire the property. In addition, the lessee must not guarantee
any lessor loan.

5. Profit and cash flow requirements.-The lessor must expect to
receive a profit from the transaction and have a positive cash flow
from the transaction independent of tax benefits. These guidelines
are based on the requirement, as previously mentioned, that lease
transactions must have a business purpose independent of tax ben-
efits.

6. Limited use property.-Under Revenue Procedure 76-30, 1976-
2 C.B. 647, property that can be used only by the lessee (limited use
property) is not eligible for lease treatment. The rationale is that if
the lessee is the only person who could realistically use the proper-
ty, the lessor has not retained any significant ownership interest.

The Tax Equity and Fiscal Responsibility Act of 1982 generally
repealed safe-harbor leasing.

6 See, e.g., Northwest Acceptance Corp. v. Commissioner, 58 T.C. 836 (1972), aff'd, 500 F.2d 1222
(9th Cir. 1974).

'For a discussion of the safe-harbor lease eligibility requirements, see the General Explana-
tion of the Revenue Provisions of the Tax Equity and Fiscal Responsibility Act of 1982, prepared
by the Staff of the Joint Committee on Taxation (December 31, 1982).



Finance lease provisions

TEFRA provided rules (finance leasing rules) which in two re-
spects liberalized the pre-safe harbor leasing rules with respect to
certain property. Under the finance leasing rules, the fact that (1)
the lessee has an option to purchase the property at a fixed price of
10 percent or more of its original cost to the lessor or (2) the prop-
erty is readily usable only by the lessee (limited use property) is
not taken into account in determining whether the agreement is a
lease.

A qualified agreement must be a lease determined without
taking into account the fact that it contains a 10-percent fixed
price purchase option or that the property is limited use property.
Thus, the transaction must have economic substance independent
of tax benefits. The lessor must reasonably expect to derive a profit
independent of tax benefits. In addition, the transaction, without
taking into account the fact the agreement contains a fixed price
purchase option or that the property is limited use property, must
not otherwise be considered a financing arrangement or condition-
al sale.

The finance lease rules generally apply to agreements entered
into after December 31, 1983, but three restrictions apply in 1984
and 1985. First, no more than 40 percent of property placed in serv-
ice by a lessee during any calendar year beginning before 1986 may
qualify for finance lease treatment. Second, a lessor may not use
finance lease rules to reduce its tax liability for any taxable year
by more than 50 percent. This 50-percent lessor cap does not apply
to property placed in service after September 30, 1985 (in taxable
years beginning after that date). Third, the investment tax credit
for property subject to a finance lease and placed in service on or
before September 30, 1985, is only allowable ratably over 5 years,
rather than entirely in the year the property is placed in service.

An exception to the general rule is provided for agreements re-
lating to farm property. Finance lease rules are available for up to
$150,000 of a lessee's farm property, for agreements entered into
after July 1, 1982, and before 1984. Furthermore, the 40-percent
lessee cap, 50-percent lessor cap, and 5-year spread of investment
credit are inapplicable to this farm property.

No regulations have been issued under the finance lease provi-
sions.

House bill

The House bill postpones for four years the effective dates of the
finance lease rules. Thus, these rules generally apply only to agree-
ments entered into after December 31, 1987, and the three restric-
tions currently scheduled to apply in 1984 and 1985 apply in 1988
and 1989. First, the 40-percent lessee cap is extended to cover prop-
erty placed in service by a lessee during any calendar year begin-
ning before 1990. Second, the 50-percent lessor cap is extended
through September 30, 1989. Third, the 5-year spread of investment
credit for property subject to a finance lease is extended to cover
property placed in service on or before September 30, 1989. Present
law rules relating to the availability of finance leasing for up to



$150,000 of a lessee's farm property are extended to cover agree-
ments entered into before 1988.

The House bill provides transitional rules which exempt certain
property from the 4-year postponement described above. Under
these rules, the postponement does not apply to property if, before
March 2, 1984, (1) a binding contract to acquire or construct the
property was entered into by the lessee, (2) the property was ac-
quired by the lessee, or (3) construction of the property was begun
by or for the lessee.

The House bill prohibits the Treasury from issuing, before 1988,
regulations relating to the determination of whether a transaction
is a lease. The prohibition does not apply to regulations which
carry out the purposes of the bill with respect to tax-exempt entity
leasing or of section 210 of TEFRA (relating to agreements cover-
ing certain motor vehicles).

Senate amendment
The Senate amendment is generally the same as the House bill.

However, the Senate amendment substitutes March 7, 1984, for
March 2, 1984, in the transitional rules, and does not include a pro-
vision prohibiting the Treasury from issuing leasing regulations. In
addition, the Senate amendment exempts the following property
from the 4-year postponement of finance leasing rules: (1) up to
$150 million of a qualified lessee's automotive manufacturing prop-
erty and (2) property that is part of a coal-fired cogeneration facili-
ty for which certification and construction permit applications
were filed on specified dates.

Conference agreement
The conference agreement generally follows the Senate amend-

ment.
In the Tax Equity and Fiscal Responsibility Act of 1982, Congress

permitted lease treatment, beginning in 1984, for agreements
which would be appropriately treated as leases under current ad-
ministrative rules and practices were it not for the fact that the
agreement contained a fixed price purchase option or pertained to
limited use property. The conference agreement postpones these re-
laxations of current administrative guidelines, and the conferees
intend that those guidelines should not be relaxed by administra-
tive action.

The conference agreement does not include the provision of the
House bill which generally would have prohibited the Treasury De-
partment from issuing leasing regulations before 1988. The confer-
ees reached this decision on the basis of an understanding that the
Treasury Department does not intend to liberalize significantly
current administrative rules and practices for determining whether
an agreement is a lease or a financing arrangement. The conferees
also took into account the fact that a prohibition could have pre-
cluded perfecting modifications that may be shown to be necessary
but that would not operate to liberalize current administrative
guidelines in this area.

The conferees are concerned that agreements represented as
leases are being used to transfer the tax benefits of ownership from
persons who cannot utilize them to nominal lessors who can, when



in substance the nominal lessor does not have a significant at-risk
investment in the property itself. Current administrative rules and
procedures are designed to check such tax benefit transfers. There-
fore, the primary objective of the conferees is that there be no re-
laxation of administrative rules and practices that would result in
lease treatment for financing transactions in which the purported
lessor does not have a significant ownership interest in the proper-
ty. While recognizing that in some cases special factors may need
to be taken into account, the conferees believe that current admin-
istrative rules and practices, when applied to the broad range of
conventional lease financing transactions, produce a satisfactory
and appropriate differentiation between leases and financing ar-
rangements.

2. Postponement of increase in amount of used property eligible

for investment tax credit

Present law
The maximum amount of a taxpayer's investment in used prop-

erty that is eligible for the regular investment tax credit in a tax-
able year is $125,000. In the case of a married individual who files
a separate return, the limit is $62,500. These limits are scheduled
to increase to $150,000 and $75,000, respectively, for taxable years
beginning after 1984.

House bill
The House bill maintains the maximum amount of used property

eligible for the investment credit at its current level of $125,000
per year until taxable years beginning after 1987, when this limit
is increased to $150,000.

Senate amendment
The Senate amendment is the same as the House bill.

Conference agreement
The conference agreement follows the House bill and Senate

amendment.

3. Postponement of increases in amount of property eligible for
expensing

Present law
A taxpayer (other than a trust or estate) may elect, in lieu of

capital cost recovery under the Accelerated Cost Recovery System,
to deduct the cost of qualifying property in the taxable year it is
placed in service. In general, qualifying property must be acquired
by purchase for use in a trade or business and must otherwise be
eligible for the investment tax credit. No investment credit is al-
lowable for the portion of the cost of property expensed under this
rule.

For taxable years beginning in 1983, the dollar limitation on the
amount that can be expensed is $5,000 a year. This limitation is
scheduled to increase to $7,500 for taxable years beginning in 1984
and 1985, and to $10,000 for taxable years beginning after 1985. In



each case, the limitation that applies to a married individual who
files a separate return is one-half the dollar limitation described
above.

House bill

The House bill postpones for four years the scheduled increases
in the maximum amount of property that can be expensed. Thus,
the dollar limitation on the amount that can be expensed will
remain at $5,000 for taxable years beginning before 1988, increase
to $7,500 for taxable years beginning in 1988 or 1989, and increase
to $10,000 for taxable years beginning after 1989.

Senate amendment

The Senate amendment is the same as the House bill.

Conference agreement

The conference agreement follows the House bill and Senate
amendment.

4. Net interest exclusion

Present law

The Economic Recovery Tax Act of 1981 provides for an exclu-
sion of 15 percent of net interest received, for up to $3,000 of net
interest ($6,000 on a joint return). Net interest is generally interest
received by the taxpayer in excess of interest paid (other than
mortgage interest or business interest) by the taxpayer for which
an income tax deduction is allowed.

The net interest exclusion is scheduled to take effect for taxable
years beginning after 1984.

House bill
The House bill repeals the net interest exclusion.

Senate amendment
The Senate amendment postpones the effective date of the net

interest exclusion to taxable years beginning after 1987.

Conference agreement

The conference agreement follows the House bill.

5. Postponement of increase in foreign earned income exclusion

Present law

The maximum amount of income earned abroad that is exclud-
ible from an individual's taxable income is $80,000 for 1983. This
amount is scheduled to increase in $5,000 annual increments to a
permanent level of $95,000 in 1986.

House bill

The House bill freezes the maximum amount of the foreign
earned income exclusion at $80,000 until 1988 and increases it in
$5,000 increments to $95,000 in 1990.



Senate amendment

The Senate amendment is the same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Senate
amendment.

6. Defer scheduled reductions in maximum gift and estate tax
rates

Present law

The Economic Recovery Tax Act of 1981 (ERTA) enacted reduc-
tions in the maximum gift and estate tax rates, to take effect over
a four-year period. The maximum rates before ERTA were 70 per-
cent. Under ERTA, the maximum rates are 60 percent for gifts
made and individuals dying in 1983; 55 percent in 1984, and 50 per-
cent thereafter.

House bill

The House bill retains the 60-percent maximum gift and estate
tax rates through 1987. The rate will be reduced to 55 percent in
1988 and 50 percent in 1989 and thereafter.

The provision applies to gifts made, and estates of individuals
dying, after December 31, 1983.

Senate amendment

No provision.

Conference agreement

The conference agreement follows the House bill with a modifica-
tion that the maximum tax rate is 55 percent through 1987. The
rate will decline to 50 percent for estates of individuals dying, and
gifts made, after December 31, 1987.

7. Windfall profit tax rate on newly discovered oil

Present law

Present law imposes an excise tax on the production of domestic
crude oil. Differing tax rates and base prices apply to oil, generally
depending upon its classification on one of three tiers.

Tier 1 oil (previously controlled oil) generally is taxed at a 70-per-
cent rate; tier 2 oil (stripper oil and naval petroleum oil) generally
is taxed at a 60-percent rate. A 50-percent rate applies to up to
1,000 barrels a day of tier 1 oil production by independent produc-
ers. In the case of tier 2 stripper oil, production by independent
producers generally is exempt from tax.

Tier 3 oil is newly discovered oil, heavy oil, and incremental ter-
tiary oil. Prior to 1982, all tier 3 oil was subject to tax at a 30-per-
cent rate. Starting in 1982, the rate on newly discovered oil was re-
duced to 27-1/2 percent and to 25 percent in 1983. Under present
law, the rate of windfall profit tax on newly discovered oil is 22.5
percent for 1984, 20 percent for 1985, and 15 percent for 1986 and
later years.



House bill
Under the House bill, the rate of windfall profit tax on newly

discovered oil would not be reduced to 22-1/2 percent in 1984. In-
stead, the tax rate would remain at 25 percent through 1987 and
then be reduced to 22-1/2 percent for 1988, 20 percent for 1989, and
15 percent for 1990 and later years.

The provision applies with respect to domestic crude oil removed
from the premises on which it was produced after December 31,
1983.

Senate amendment

No provision.

Conference agreement
The conference agreement follows the House bill with an amend-

ment providing that the windfall profit tax rate applicable to
newly discovered oil will be 22.5 percent for 1984 through 1987, 20
percent for 1988, and 15 percent for 1989 and subsequent years.

8. Percentage depletion for secondary and tertiary production

after 1983

Present law
In the Tax Reduction Act of 1975, Congress retained the percent-

age depletion allowance for limited quantities of oil and gas pro-
duction. For oil production, effective January 1, 1984, the rate has
declined to a permanent level of 15 percent and is limited to 1,000
barrels per day.

The 1975 amendment continued this percentage depletion allow-
ance for secondary and tertiary production at a 22-percent rate but
(because of an error) only through 1983.

Under the 1975 amendments, if an interest in any proven oil or
gas property is transferred to another owner after 1974, no percent-
age depletion allowance applies to the property after the transfer
unless one of the exceptions provided for in section 613(c)(9) or (10)
applies. The proposed Treasury regulations, published in 1977,
stated that the transfer restrictions would not apply to percentage
depletion for secondary and tertiary production. This exception to
the transfer rule resulted from the same 1975 drafting error that
caused termination of that percentage depletion after 1983.

House bill

The House bill corrects the technical errors that occurred in the
Tax Reform Act of 1975 with respect to depletion on secondary and
tertiary depletion. The bill eliminates the distinction between pri-
mary and secondary or tertiary production after 1983. Thus, inde-
pendent producers may claim percentage depletion in 1984 at a
rate of 15 percent on up to 1,000 barrels of all their production. In
addition, starting in 1984, percentage depletion on secondary and
tertiary production will not be available after 1983 for production
from proven properties transferred since 1974 unless one of the ex-
ceptions provided for in section 613A(c)(9) applies to the transfer.



Senate amendment

The Senate amendment is the same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Senate
amendment.

9. Modification of excise tax rates on cigarettes and distilled
spirits

a. Cigarette excise tax

Present law

Present law imposes an excise tax on cigarettes manufactured in
or imported into the United States. The rate of tax on small ciga-
rettes is 16 cents per pack of 20 cigarettes. Higher rates apply to
so-called "large" cigarettes, which are cigarettes weighing more
than 3 pounds per thousand. Nearly all taxable cigarettes are
small cigarettes. On October 1, 1985, the present tax rates are
scheduled to decline by one-half.

House bill

The House bill provides an excise tax equal to 12 cents per pack
of 20 cigarettes after September 30, 1985, and before January 1,
1988. A corresponding adjustment to the tax rate for large ciga-
rettes is made.

Senate amendment
No provision.

Conference agreement

The conference agreement follows the Senate amendment.

b. Distilled spirits excise tax

Present law

Present law imposes an excise tax at a rate of $10.50 per proof
gallon on distilled spirits produced in or imported into the United
States. A proof gallon is a U.S. gallon of liquid one-half of the
volume of which consists of ethyl alcohol of a specified gravity.

House bill

The House bill increases the excise tax on distilled spirits by
$3.75, to $14.25 per proof gallon, after September 30, 1985, and
before January 1, 1988.

Senate amendment

The Senate amendment increases the excise tax on distilled spir-
its by $2.00, to $12.50 per proof gallon, effective after December 31,
1984.

Conference agreement

The conference agreement follows the House bill and the Senate
amendment with modifications. Under the agreement, the increase



in the tax rate is $2.00 per proof gallon as under the Senate
amendment, and the increase is effective on October 1, 1985, as
under the House bill.

The conference agreement clarifies and expands the Treasury
Department regulatory authority to prescribe the time for payment
of the special imposed on certain floor stocks held for sale on Octo-
ber 1, 1985, and to exempt certain small businesses from that tax.
Under the agreement, the floor stocks tax generally will be due on
April 1, 1986. Additionally, certain special de minimis provisions
are included for small and middle sized wholesale and retail deal-
ers. The de minimis exception provides the following:

(1) All persons holding distilled spirits for sale on October 1,
1985, are required to conduct a wine gallon inventory.

(2) Dealers whose wine gallon volume inventory is less than
500 gallons are exempt from the floor stocks tax.

(3) Dealers with an inventory of 500 liquid gallons or more
are required to conduct a proof gallon inventory and to pay
floor stocks tax on that inventory, but these dealers will re-
ceive a credit against the tax equal to $800 (the approximate
tax on 500 wine gallons).

(4) All dealers whose gross sales from all products in the pre-
ceding taxable year did not exceed $500,000 are allowed to pay
the floor stocks tax in three installments, one-third on each of
April 1, 1986, July 1, 1986, and October 1, 1986.

10. Modification of time and manner of paying excise taxes on
cigarettes and alcohol products

Present law

Time of payment
Cigarette and alcohol excise taxes generally are paid with re-

spect to semimonthly periods; the taxes are due the following
number of days after the last day of the semimonthly period when
the taxable product is removed from bonded premises:
C igarettes .................................................................................................................. 25 days
Domestically produced and bulk imported distilled spirits ............................. 30 days
Bottled im ported distilled spirits .......................................................................... 15 days
W ine an d beer .......................................................................................................... 15 days

Method of payment
Present law generally requires payment of the cigarette and alco-

hol product excise taxes to accompany a return for each semi-
monthly period. There is no requirement of payment by electronic
funds transfer.

House bill

No provision.

Senate amendment

Time of payment
The Senate amendment requires payment of the excise taxes on

cigarettes and all alcohol products 14 days after the close of each
semimonthly period. If the 14th day is a Saturday, Sunday, or Fed-



eral holiday, payment is required on the last preceding business
day. This provision is effective with respect to semimonthly periods
ending on and after June 30, 1984.

Method of payment
The Senate amendment requires payment of the excise taxes on

cigarettes and all alcohol products by means of electronic funds
transfer to a Federal reserve bank in the case of taxpayers whose
gross tax liability with respect to the product involved was $5 mil-
lion or more during the preceding calendar year. This provision is
effective with respect to payments due on and after June 30, 1984.

Conference agreement
The conference agreement follows the House bill as to the time

of payment and the Senate amendment as to the method of pay-
ment. The Senate amendment is modified, however, to delay the ef-
fective date of the electronic funds transfer provision until Septem-
ber 30, 1984.

11. Extension of excise tax on communications services

Present law
A 3-percent excise tax is imposed on amounts paid for local tele-

phone service, toll (long-distance) telephone service, and teletype-
writer exchange service. The tax is scheduled to terminate on Jan-
uary 1, 1986.

House bill
The House bill extends the 3-percent tax on communications

services for two years, or through December 31, 1987.
Senate amendment

The Senate amendment is the same as the House bill.

Conference agreement
The conference agreement follows the House bill and the Senate

amendment.

B. Leasing Provisions

1. Tax-exempt entity leasing

a. General rule

Present law
The rules for determining who is entitled to the tax benefits as-

sociated with the ownership of property generally are not written
in the Internal Revenue Code. Rather, they are embodied in a
series of court cases and in revenue rulings and revenue proce-
dures issued by the IRS. Essentially, these rules focus on the eco-
nomic substance of a transaction, not its form, for determining who
is entitled to the tax benefits of the ownership of property. Thus, in
a purported lease or similar arrangement, the person claiming
ownership for Federal income tax purposes must show that he has



sufficient economic indicia of ownership. The applicable rules are
discussed at length in the committee reports.

In general, the tax benefits of ownership of property include de-
preciation or accelerated cost recovery deductions and investment
tax credits. Generally, ACRS or other depreciation deductions and
investment credits are allowed only for property used for a busi-
ness or income-producing purpose. The accelerated cost recovery
system generally permits taxpayers to depreciate qualifying proper-
ty on an accelerated basis over relatively short periods. For most
property, the ACRS recovery period is shorter than the actual
useful life of the property. Investment credits permit taxpayers to
reduce their tax liability by a percentage of their investments in
eligible property. Eligible property includes certain depreciable per-
sonal property. Special rules apply to certain energy property and
to certain rehabilitations of older buildings or certified historic
structures.

As a general rule, ACRS or other depreciation deductions and in-
vestment credits are not available for property owned by govern-
mental units and tax-exempt organizations since they are not gen-
erally taxable. Moreover, no investment credit is allowed for prop-
erty leased to or otherwise used (though not owned) by a tax-
exempt organization in its exempt function or by a governmental
unit (nontaxable use restriction). The nontaxable use restriction
does not affect the allowance of ACRS deductions and certain other
tax benefits. As a result, tax-exempt entities, by leasing property,
may indirectly enjoy tax benefits that they could not have enjoyed
had they owned the property instead.

Property used by a foreign government or person is not subject
to the nontaxable use restriction. However, if the property is used
predominantly outside the United States, in general, ACRS deduc-
tions are reduced and no investment credit is allowed. There are a
number of exceptions to this rule (sec. 48(a)(2)(B) and sec.
168(f)(2)(D)).

House bill

Numerous changes are made in the tax treatment of property
leased to or otherwise used by a tax-exempt entity, as defined in
the bill. The bill provides rules for determining cases in which
property is to be treated as used by a tax-exempt entity for certain
purposes, including cases in which property subject to a so-called
service contract or other arrangement with or on behalf of a tax-
exempt entity is to be treated as leased to that entity. The bill also
provides rules for determining the tax treatment of property which
is not tax-exempt use property under the general rules of the bill
but which is owned by a partnership or other pass-through entity
which has a tax-exempt entity as a partner or other beneficiary.

The provision is generally effective with respect to property place
in service by the taxpayer after May 23, 1983, and to property
placed in service by the taxpayer before May 24, 1983, and used by
a tax-exempt entity pursuant to a lease entered into or renewed
after May 23, 1983. Numerous transition rules are provided.



Senate amendment

The Senate amendment generally follows the House bill with
several exceptions. In addition, the Senate amendment provides
that the rules for distinguishing service contracts and other ar-
rangements from leases are applicable for all income tax purposes.
The Senate amendment also provides rules for determining the tax
treatment of property leased to thrift institutions.

The provision generally has the same effective date as the provi-
sion in the House bill. However, the Senate amendment provides
different transition rules.

Conference agreement

The conference agreement is discussed below.

b. Definition of tax-exempt entity

Present law

For purposes of the nontaxable use restriction applicable with re-
spect to the investment credit, tax-exempt entities generally in-
clude organizations (other than farmers' cooperatives) exempt from
income taxes (other than with respect to property used predomi-
nantly in an unrelated trade or business the income from which is
subject to tax under sec. 511). Tax-exempt entities also include the
United States, any State or political subdivision thereof, most
international organizations, and any agency or instrumentality of
any of the foregoing.

House bill

For all purposes of the bill, the term "tax-exempt entity" in-
cludes, in addition, U.S. possessions. The term also includes foreign
governments, international organizations, any agency or instru-
mentality of any of the foregoing, and any person who is not a U.S.
person (collectively, "foreign persons or entities"), but only with re-
spect to property 50 percent or less of the gross income from the
use of which for the taxable year is subject to U.S. income tax. The
term also includes organizations which were tax-exempt at any
time during the 5-year period ending on the date such organization
first used the property involved.

The House bill also provides that a fully taxable corporate in-
strumentality of the United States or any State or political subdivi-
sion thereof is not to be treated as a tax-exempt entity only if a
majority of its board of directors is not selected by the United
States or any State or political subdivision thereof.

Senate amendment

The Senate amendment follows the House bill with certain ex-
ceptions. First, no foreign person or entity is treated as a tax-
exempt entity with respect to property more than 20 percent of the
gross income from the use of which is subject to U.S. income tax.
For this purpose, income currently included under Subpart F in
the income of a U.S. shareholder of a controlled foreign corporation
is to be treated as subject to U.S. income tax.



Second, certain organizations (e.g., rural electric cooperatives)
formerly exempt from tax under section 501(c)(12) at any time
during the 5-year period preceding their first use of the property
involved are not treated as tax-exempt entities if they agree to be
fully taxable for the period beginning with the taxable year the
property involved is placed in service and ending with the close of
the 15th taxable year following the last taxable year of the recov-
ery period for the property involved.

And third, fully taxable corporate instrumentalities of the
United States or any State or political subdivision thereof are not
treated as tax-exempt entities.

Conference agreement
The conference agreement generally follows the Senate amend-

ment. However, the conference agreement follows the House bill
with respect to the (1) 50 percent threshold in the case of property
used by a foreign person or entity, and (2) the treatment as tax-
exempt entities of corporate instrumentalities of the United States
or any State or political subdivision thereof. In addition, property
leased to the Federal Home Loan Mortgage Corporation (which is
made a taxable entity by the bill) is not to be treated as leased to a
tax-exempt entity under the 5-year lookback rule.

Finally, under the conference agreement, certain former section
501(c)(12) organizations (e.g., rural electric cooperatives) are not
subject to the 5-year lookback rule only if, in addition to complying
with the Senate amendment, they comply with a transitional re-
quirement added by the conference agreement. Under that require-
ment, the organization must elect to pay taxes on the exempt arbi-
trage profits it earns or has earned on that portion of the proceeds
of any tax-exempt obligations associated with financing (e.g., acqui-
sition or construction financing) by the organization of the property
ultimately leased. The requirement is imposed because, in general,
the conferees do not believe it appropriate that an organization
should, as a tax-exempt entity, be able to earn arbitrage profits on
tax-exempt obligations issued to finance property and then, after
becoming a taxable entity, be entitled to benefit from tax provi-
sions, through leasing property, available to the owner of the prop-
erty. This is especially true in the case of cooperatives, which tend
to have substantial tax planning flexibility.

This requirement applies with respect to all such exempt arbi-
trage profits, regardless of when earned, but only to the extent
they are attributable to a period during which the organization was
exempt from taxation. Under the conference agreement, those prof-
its are taxed to the organization for the first taxable year in which
it uses the property under the lease. They are treated as a separate

-basket of taxable income and taxed as such under section 11. No
deductions are allowed against that separate basket of income. Nei-
ther are any credits allowed with respect to resulting tax liability.

"Exempt arbitrage profits" are the aggregate amount determined
under the principles of sections 103(c)(6)(D)(i) and (ii) (relating to
certain arbitrage profits), as amended by the bill, except that for
this purpose, sections 103(c)(6)(F)(i)(II) (relating to certain earnings
on a bona fide debt service fund) and 103(c)(6)(F)(ii) (relating to
earnings on certain temporary investments) are disregarded. Fur-



thermore, the principles of section 103(c)(6)(D)(i) are applicable for
this purpose regardless of that section's general effective date.
(Generally, that section applies to bonds issued after December 31,
1984.)

If new section 103(c)(6)(D)(i) in fact is applicable to the tax-
exempt obligations there are, for purposes of this requirement, no
exempt arbitrage profits. In general, if new section 103(c)(6)(D)(i) is
applicable, certain arbitrage profits must be rebated to the United
States. In such a case, taxation of "exempt arbitrage profits" is in-
appropriate.

c. Tax-exempt use property

Present law

For purposes of the investment credit (other than the rehabilita-
tion credit), property used by a tax-exempt entity is treated as tax-
exempt use property.

House bill

Personal property leased to or otherwise used by a tax-exempt
entity is treated as tax-exempt use property. This rule applies for
all credit purposes and for purposes of the depreciation provisions
of the bill. Qualified films (as defined in sec. 48(k)(1)(B)) distributed
to foreign persons or entities are not to be treated as used by such
persons or entities.

Real property is treated as tax-exempt use property to the extent
of disqualified uses, but only if the disqualified uses of the property
exceed 20 percent of all uses of the property. A disqualified use is a
lease to a tax-exempt entity if (1) the tax-exempt entity participates
in financing the property through the issuance of tax-exempt obli-
gations, (2) the use is pursuant to a lease containing a fixed or de-
terminable purchase or sale option or the equivalent thereof, (3)
the use is pursuant to a lease having a term exceeding 80 percent
of the property's useful life, or (4) the use occurs after a sale by,
lease from, or other transfer by the tax-exempt entity of property
used by the tax-exempt entity prior to the transfer.

Senate amendment

The Senate amendment follows the House bill with four excep-
tions. First, real property is not treated as tax-exempt use property
unless disqualified uses exceed 50 percent (35 percent in the case of
disqualified use by a single tax-exempt entity). Second, the amend-
ment treats real property used by a tax-exempt entity pursuant to
a lease as a disqualified use if the lease term exceeds 20 years.
Third, property leased by a tax-exempt entity within 3 months of
the date it is placed in service by such tax-exempt entity (or a re-
lated party) is not treated as used in a disqualified use under the
use after transfer rule. And fourth, sound recordings, as well as
qualified films, distributed to foreign persons or entities are not
treated as leased to them.

Conference agreement
The conference agreement generally follows the Senate amend-

ment. However, under the conference agreement, real property is



treated as tax-exempt use property to the extent of disqualified
uses, but only if the disqualified uses of the property exceed 35 per-
cent of all uses of the property. Furthermore, under the conference
agreement, in the case of personal property, tax-exempt use proper-
ty generally is only that portion of any tangible property leased to
a tax-exempt entity. However, the 35-percent rule is not applicable
with respect to personal property.

The conference agreement clarifies that, for purposes of the pro-
vision's depreciation rules, property owned by a tax-exempt entity
is not to be treated as tax-exempt use property. Rather, only prop-
erty leased to a tax-exempt entity is to be treated as used by that
entity. For this purpose, the term "lease" includes any grant of a
right to use property by one person to another. However, the con-
ferees do not intend by this rule to preclude from treatment as tax-
exempt use property any property not otherwise tax-exempt use
property which is owned by a partnership or other pass-through
entity which has a tax-exempt partner or other beneficiary. See the
discussion of partnerships and other pass-through entities. Further-
more, property owned and used by a tax-exempt entity (or a related
entity) for more than 3 months prior to a transfer of it by the tax-
exempt entity (or a related entity) is to be treated as used by that
entity before the transfer. (The general rule that only property
"leased" to a tax-exempt entity is "used" by that entity for pur-
poses of the bill's depreciation rules is not intended to change the
rule of present law that a tax-exempt owner-lessor of property is
not able to pass on any credit to a lessee. See Treas. Reg. sec. 1.48-
4(a)(1)(i).)

The conference agreement also clarifies that tax-exempt use
property does not include any portion of a property if such portion
is predominantly used by a tax-exempt entity directly, or for pur-
poses of the bill's partnership rules, through a partnership of
which the tax-exempt entity is a partner in an unrelated trade or
business the income of which is subject to tax under section 511.
For purposes of this rule, the conferees intend that property will
not be treated as predominantly used by the tax-exempt entity in
an unrelated trade or business the income of which is subject to
tax under section 511 merely because the property is debt-financed
property under section 514.

The conferees wish to clarify an example in the committee re-
ports. Assume that a U.S. corporation leases equipment to a for-
eign corporation not subject to U.S. tax and the foreign corporation
subleases the equipment to a branch of a U.S. corporation. The
property is tax-exempt use property even though all income earned
by the U.S. branch with respect to the use of the property is sub-
ject to U.S. tax. This result occurs without regard to the business
reasons for the initial lease between the U.S. corporation and the
foreign corporation. However, this result would not occur if, in
view of the economic substance of the overall arrangement, the
transaction is properly treated for U.S. tax purposes as a lease di-
rectly from the U.S. corporation to the U.S. branch, and not as a
lease to and sublease from the foreign corporation.

35-426 ' - DA rn



d. Tax treatment of tax-exempt use personal property

Present law

No investment credit is allowed with respect to personal proper-
ty leased to or otherwise used by a tax-exempt entity. Furthermore,
in general, no investment tax credit is allowed with respect to per-
sonal property used predominantly outside the U.S. However, in
general no restrictions are imposed with respect to the depreciation
of personal property used by a tax-exempt entity, although restric-
tions are generally imposed on the depreciation of property used
predominantly outside the U.S.

House bill
No investment credit is allowed with respect to personal proper-

ty used by a tax-exempt entity. In addition, tax-exempt use person-
al property is to be depreciated on the straight-line method over
the greater of (1) the property's ADR midpoint life (12 years if the
property has no ADR midpoint life), or (2) the lease term. Under
the House bill, -in-vestment credit may be recaptured with respect
to property which becomes tax-exempt use sometime after having
been placed in service. In addition, under the House bill, regula-
tions are to be prescribed for the depreciation of property that
either becomes or ceases being tax-exempt use property sometime
after having been placed in service by the taxpayer.

Under the House bill, the Treasury is authorized to prescribe
midpoint lives for personal property presently having no midpoint
lives.

Senate amendment
The Senate amendment follows the House bill except that tax-

exempt use personal property is to be depreciated on the straight-
line method over the greater of (1) its ADR midpoint life (12 years
in the absence of such a life), or (2) 125 percent of the lease term.
In addition, no general authority is granted the Treasury to pre-
scribe midpoint lives for property presently having none. Finally,
the Senate amendment provides special rules for property used by
foreign persons or entities. Under those rules: property placed in
service before January 1, 1984, and used by a foreign person or
entity under a lease entered into before January 1, 1984, is general-
ly exempt from the provision; property placed in service in 1984,
and used by a foreign person or entity under a lease entered into
in 1984, is entitled to 50 percent of any investment credit otherwise
allowable and may be depreciated under the 175-percent declining
balance method over the longer of (1) its ADR midpoint life (12
years in the absence of such a life), or (2) 125 percent of the lease
term; and other property used by a foreign person or entity is enti-
tled to no investment credit but may be depreciated under the 150-
percent declining balance method over its ADR midpoint life (12
years in the absence of such a life).

Conference agreement
The conference agreement generally follows the House bill

except that tax-exempt use personal property cannot be depreciat-
ed over a period shorter than 125 percent of the lease term. Fur-



thermore, under the conference agreement, the bill generally does
not apply to property placed in service before January 1, 1984, and
used by a foreign person or entity under a lease entered into before
January 1, 1984, merely because of that lease.

The conferees wish to make it clear that if personal property is
used by a tax-exempt entity (and the use is not pursuant to a short-
term lease, as defined by the bill), investment credits are not avail-
able. This result follows even if the investment credit would be
available under present law by virtue of section 48(a)(2)(B) (relating
to exceptions from the denial of investment credit for certain prop-
erty used predominantly outside the U.S.). For example, an aircraft
leased to a foreign person or entity does not give rise to any invest-
ment credit even if it is operated to and from the U.S., if not more
than 50 percent of the income derived by the foreign person or
entity from the use of the aircraft is taxable in the U.S. Similarly,
the bill's rules with respect to tax-exempt use property override
section 168(f)(2) (relating to recovery deductions with respect to
property used predominantly outside the U.S.). However, for a spe-
cial rule for certain leases of aircraft to foreign persons or entities,
see below under the discussion of the short-term lease exception.

e. Tax treatment of tax-exempt use real property

Present law

There are no restrictions on the depreciation of real property
merely because it may be used by a tax-exempt entity. In addition,
no rehabilitation credits are lost merely because such property may
be used by a tax-exempt entity.

House bill
To the extent real property is tax-exempt use property, it must

be depreciated on the straight-line method over the greater of (1)
40 years, or (2) 125 percent of the lease term. In addition, the reha-
bilitation credit is denied for tax-exempt use real property, but
only to the extent the property is financed with tax-exempt obliga-
tions.

Senate amendment
The Senate amendment follows the House bill except that the re-

habilitation credit is denied for all tax-exempt use property. For
purposes of the rehabilitation credit, property which is reasonably
expected to become tax-exempt use property is treated as tax-
exempt use property. In addition, the Senate amendment's special
rules for personal property used by foreign persons or entities
apply to real property used by foreign persons or entities as well,
treating the property's ADR midpoint life as 40 years.

Conference agreement

The conference agreement generally follows the House bill, with
two exceptions. First, the rehabilitation credit is denied for all tax-
exempt use real property (but only such property) subject to the
bill's general depreciation provisions. For this purpose, property
which is reasonably expected to become tax-exempt use property is
treated as tax-exempt use property, as under the Senate amend-



ment. And second, the bill does not apply to real property placed in
service before January 1, 1984, and used by a foreign person or
entity under a lease entered into before January 1, 1984.

f. Depreciation of certain short-lived property

Present law

No special provision.

House bill
The House bill's depreciation provisions do not apply to certain

high-technology property (i.e., computers and peripherals, high-
technology telephone station equipment, and high-technology medi-
cal equipment) (1) leased to a tax-exempt entity for 5 years or less
(if the lease term exceeds 5 years, the property must be depreciated
under the straight-line method over 5 years), or (2) used predomi-
nantly outside the United States. These rules are not applicable if
the property was previously used by the tax-exempt entity (or a re-
lated entity), was financed with tax-exempt obligations, or is used
by the United States or any agency or instrumentality thereof.

The Treasury is directed to determine whether the present ADR
midpoint lives for such property are appropriate and to report its
conclusions to Congress by July 1, 1984.

Senate amendment
The Senate amendment's depreciation provisions do not apply to

property having an ADR midpoint life of 6 years or less so long as
the lease term does not exceed 75 percent of the property's ADR
midpoint life (5 years in the case of property having an ADR mid-
point life of 6 years). While high-technology medical equipment is
treated as having an ADR midpoint life of 6 years for purposes of
this provision, the Treasury, prospectively only, may prescribe by
regulations that it has a midpoint life of more than 6 years.

Conference agreement

The conference agreement generally follows the House bill
except that the provision requiring the Treasury to report regard-
ing ADR midpoint lives is eliminated. Furthermore, under the con-
ference agreement, only property owned and used by a tax-exempt
entity (or a related entity) for more than 3 months prior to a trans-
fer of it by the tax-exempt entity (or a related entity) is to be treat-
ed as having been used by the tax-exempt entity before the trans-
fer. Finally, in the case of property used predominantly outside the
U.S. under a lease with a term of more than 5 years, the bill's gen-
eral depreciation rules apply. That is, such property is depreciable
on a straight-line basis over the longer of its ADR midpoint life or
.125 percent of the lease term.

In addition, the conference agreement authorizes the Treasury to
provide, by prospective regulations only, that any high-technology
telephone station equipment or medical equipment (both as gener-
ally defined in the bill) is to be depreciated under the bill's general
depreciation rules rather than the special rules for short-lived
property. The conferees intend that the Treasury so provide only if
it determines that such property cannot reasonably be expected to



become technologically obsolete substantially before the expiration
of its physical useful life.

g. Short-term lease exception

Present law

Property leased to a tax-exempt entity pursuant to a casual or
short-term lease (determined under all the facts and circumstances)
is not subject to investment credit denial.

House bill

The House bill makes no change in the regular investment credit
rule of present law. However, it provides that no rehabilitation
credit is to be denied for property leased to a tax-exempt entity
under a lease with a term of less than 1 year.

In addition, the bill's depreciation provision does not apply to
personal property when the lease term is less than (1) 1 year, or (2)
30 percent of the property's ADR midpoint life. However, in no
case will this exception apply if the lease has a term exceeding
three years. For real property, the bill's depreciation provision does
not apply if the lease term is less than 3 years.

Senate amendment
The regular investment credit provision of the Senate amend-

ment generally does not apply if the lease term is less than 6
months. However, in the case of certain offshore oil and gas drill-
ing equipment leased for a term not in excess of 2.25 years (1.8
years in the case of certain containers and related equipment), the
regular investment credit provision of the amendment does not
apply. No rehabilitation credit is to be denied for property used
pursuant to a lease having a term not exceeding 3 years.

The depreciation provision does not apply to personal property
leased pursuant to a lease having a term not exceeding one year or,
if longer, 30 percent of the property's midpoint life. However, in no
case will this exception apply if the lease has a term exceeding 3
years. For real property, the depreciation provision does not apply
if the use is pursuant to a lease having a term not in excess of 3
years.

Conference agreement
The conference agreement generally follows the House bill

except that for purposes of the rehabilitation credit, a lease is a
short-term lease only if its term is less than 3 years. Furthermore,
the conference agreement generally follows the Senate amendment
with respect to investment credits (other than the rehabilitation
credit). In addition, the conference agreement adopts the special in-
vestment credit rules in the Senate amendment regarding certain
offshore oil and gas drilling equipment and containers and related
equipment.

The conference agreement provides a special investment credit
rule for certain aircraft leased to a foreign person or entity before
January 1, 1990. Under section 47(a)(7), use under certain leases
predominantly outside the U.S. of certain aircraft will not trigger
investment credit recapture until the aircraft has been so used for



more than 31/2 years. Absent a special rule, under the bill, leases of
such aircraft to a foreign person or entity for 6 months or more
would generally trigger investment credit recapture. Under the
conference agreement, leases described in section 47(a)(7) to a for-
eign person or entity of aircraft described in section 47(a)(7) will
not trigger investment credit recapture if those leases do not
exceed three years. However, if such aircraft is thereafter disposed
of or otherwise ceases to be section 38 property, investment credit
recapture will be determined by disregarding the term of the lease
to the foreign person or entity.

h. Lease term

Present law

No special Code provision.

House bill

For purposes of the House bill, the term of a lease includes all
options to renew as well as certain successive leases.

Senate amendment

The Senate amendment generally follows the House bill. Howev-
er, in the case of real property, the lease term does not include re-
newal options at fair rental values.

Conference agreement

The conference agreement generally follows the Senate amend-
ment. However, the committee report indicates that the length of a
lease term is also to be determined under all the facts and circum-
stances. See, e.g., Hokanson v. Commissioner, 84-1 USTC Par. 9217
(9th Cir. 1984). The conferees intend that the Hokanson rule and
similar rules take precedence over the rule regarding fair rental
renewal options with respect to real property so that, under all the
facts and circumstances, the term of a fair rental value renewal
option may be treated as a part of the original lease term.

The conference agreement also clarifies that successive leases
which are part of the same transaction (or a series of related trans-
actions) with respect to the same or substantially similar property
are to be treated as one lease.

i. Thrift institutions

Present law

Property owned by a thrift institution is limited to one-half of
any investment tax credit (including any rehabilitation credit) oth-
erwise available because special bad debt deductions available to
such an institution effectively reduce the rate of tax applicable to
its income. There is no special provision regarding credits with re-
spect to property leased to a thrift institution.

House bill

No provision.



Senate amendment
The lessor of property to a thrift institution is entitled to no

greater a credit with respect to such property than the thrift insti-
tution would have been entitled to had it owned the property.

Conference agreement
The conference agreement generally follows the Senate amend-

ment. (For this purpose, property used by a thrift institution under
a short-term lease (as defined in the bill) is not subject to the rule).
However, the conference agreement permits a thrift institution to
avoid this rule by electing to waive its rights to claim deductions
for additions to bad debt reserves under any method other than the
experience method. Any such election would be irrevocable and
would apply for all taxable years of the electing thrift institution
(and any successor engaged in substantially similar activities) be-
ginning with the taxable year for which made.

j. Service contracts

Present law
No special Code provision. However, case law (Xerox Corp. v.

Us., 656 F. 2d 659 (Ct. Cl. 1981)), revenue rulings, and private
letter rulings (which are not to be cited as precedent) provide guid-
ance in distinguishing leases and other arrangements from service
contracts. In general, property subject to a service contract with a
tax-exempt entity is not treated as used by that entity in determin-
ing eligibility for the investment credit.

House bill
For all purposes of the provision, property subject to a so-called

service contract or other arrangement with a tax-exempt entity is
treated as leased to that entity if the arrangement more nearly re-
sembles a lease of the property. In determining whether a so-called
service contract or other arrangement with a tax-exempt entity
more nearly resembles a lease of the property involved, all relevant
factors are to be taken into account, including whether (1) the serv-
ice recipient is in physical possession of the property, (2) the service
recipient controls the property, (3) the service recipient has a sig-
nificant economic or possessory interest in the property, (4) the
service provider bears any significant economic risk if there is non-
performance, (5) there is concurrent use of the property by the
service provider to provide significant service to others, and (6) the
contract price under the service contract or other arrangement
substantially exceeds the rental value of the property.

Special rules are provided with respect to certain waste-to-energy
property.

Senate amendment
The Senate amendment generally follows the House bill. Howev-

er, the Senate amendment provides a different set of special rules
applicable to contracts for the provision of solid waste, energy,
energy conservation or energy management, and clean water facili-
ties. In general, such contracts are not to be treated as leases



unless the service recipient (1) bears significant financial burdens if
there is nonperformance, (2) operates the facility, (3) receives signif-
icant financial benefits if operating costs are less than projected, or
(4) has a fixed or determinable purchase price option (other than at
fair market value) or may be required to purchase the facilities.

The factors used to distinguish service contracts and other ar-
rangements from leases are applicable for all income tax purposes.

Conference agreement
The conference agreement generally follows the Senate amend-

ment. However, the conference agreement makes it clear that a
contract which purports to be a service contract is to be treated as
a lease (rather than a conditional sale or similar arrangement)
only if such contract is more properly to be treated as a lease
under all the facts and circumstances, including those enumerated
in the bill. The Senate committee report contains an example re-
garding applicability of the general service contract rules (i.e.,
those not applicable with respect to certain facilities) in the case of
certain school buses (Example (6)). The conferees agree with that
example. Under the conference agreement, the special rules under
the Senate amendment relating to certain facilities are not applica-
ble to any contract or arrangement for the provision of energy con-
servation or energy management services. However in the case of a
binding contract with respect to any such services entered into
before May 1, 1984, present law (rather than the bill's general serv-
ices contract rules) applies.

Under the conference agreement, low-income residential proper-
ty operated by or for an organization described in section 501(c)(3)
or section 501(c)(4) is not subject to the service contract or other ar-
rangement rules of the bill. Thus, for example, the leasing of units
in such property to occupants is not treated as use by or on behalf
of such an organization. For purposes of this rule, low-income resi-
dential property means property described in section
1250(a)(1)(B)(i), (ii), (iii), or (iv), but only if 80 percent or more of the
units are leased to low-income tenants, determined in a manner
consistent with section 167(k)(3)(B).

k. Partnerships and other pass-through entities

Present law

No special Code provision.

House bill
Property which is not used by a tax-exempt entity may be owned

by a partnership or other pass-through entity having both taxable
and tax-exempt entities as partners or other beneficiaries. Unless
all allocations to each tax-exempt entity partner or other benefici-
ary are qualified allocations, such partner's proportionate share of
the pass-through entity's property is treated as tax-exempt use
property for all purposes of the provision.

For purposes of this rule, a qualified allocation means any alloca-
tion to a tax-exempt entity which is consistent with such entity's
being allocated the same percentage share of each item of income,
gain, loss, deduction, credit, and basis of the partnership during the



period such entity is a partner or beneficiary. Furthermore, no al-
location is qualified unless it meets the substantial economic effect
test of section 704(b). However, items allocated under section 704(c)
(relating to contributed property) are not taken into account.

A tax-exempt entity partner's or other beneficiary's proportion-
ate share of property of a pass-through entity equals such partner's
or other beneficiary's share of the pass-through entity's distribu-
tions or items of income or gain (excluding gain allocated under
section 704(c)), whichever produces the highest result. If the tax-
exempt entity partner's or other beneficiary's share of distribution
or items of income or gain (excluding gain allocated under section
704(c)) varies during the period it is a partner or other beneficiary,
its share of any such item shall be the highest share it may re-
ceive.

Senate amendment

The Senate amendment generally follows the House bill.

Conference agreement

The conference agreement generally follows the House bill and
the Senate amendment but makes certain clarifications and addi-
tions. For example, the conference agreement amends the rule re-
garding the determination of a tax-exempt entity partner's propor-
tionate share of partnership property to exclude references to such
entity's share of partnership distributions.

The conferees wish to clarify that this rule applies notwithstand-
ing any other provision of the bill. For example, assume that a
partnership owns a building which is leased to a taxable entity.
The partnership has one tax-exempt entity as a partner, and its
proportionate share is 10 percent. Unless the partnership's alloca-
tions to the tax-exempt entity are qualified, 10 percent of the build-
ing is tax-exempt use property, notwithstanding the 35-percent
threshold otherwise applicable in the case of real property. Howev-
er, this rule does not apply to the extent the property is predomi-
nantly used by the tax-exempt entity, through the partnership, in
an unrelated trade or business the income of which is subject to
tax under section 511 (determined without regard to the debt-fi-
nanced income rules of section 514).

The conferees also wish to clarify the consequences of property
being treated as tax-exempt use property under this rule. If a por-
tion of a partnership's depreciable property is tax-exempt use prop-
erty, allowable depreciation deductions with respect to that proper-
ty will be reduced. The partnership's total depreciation deductions
will be allocated under the partnership agreement among one or
more of the partners in accordance with the provisions of section
704(b).

In addition, the conferees wish to clarify that property may be
tax-exempt use property under both the general provisions of the
bill and the special partnership provision. For example, a tax-
exempt entity may be a partner in a partnership owning a building
60 percent of which is leased to a tax-exempt entity under a long-
term lease. Sixty percent of the building is tax-exempt use property
under the general provisions. The status of the other 40 percent



would depend on whether the allocations with respect to it are
qualified.

The conferees also wish to clarify that the reference to alloca-
tions of basis in determining whether an allocation is a qualified
allocation pertains to allocations of basis of oil and gas properties
under section 613A(c)(7))(D) and "section 38 property" under the in-
vestment credit rules.

The conference agreement authorizes the Treasury to prescribe
regulations dealing with the effect of guaranteed payments (as de-
fined in sec. 707(c)) under this rule. Under those regulations, priori-
ty cash distributions to partners that constitute guaranteed pay-
ments should not disqualify an otherwise qualified allocation so
long as the priority cash distributions are reasonable in amount
(e.g., equal to the most appropriate Federal rate) and are made to
all partners in proportion to their capital in the partnership. On
the other hand, the conferees expect that the regulations will pre-
vent partnerships from avoiding the qualified allocation rules by
making disproportionately large guaranteed payments to its tax-
exempt partners for the use of their capital.

The conference agreement also authorizes the Treasury to pre-
scribe regulations pursuant to which, in appropriate cases, particu-
lar items may be excluded or segregated in determining whether
there is a qualified allocation. One example that has come to the
conferees' attention involves a U.S. corporation and a foreign coun-
try are equal partners in a partnership created under the laws of
that foreign country. Under those laws, the U.S. corporation's
share of the partnership's profits are taxed, but not the foreign
government's share. However, the tax is imposed on and paid by
the partnership rather than the U.S. corporation partner directly.
Under the partnership agreement, all partnership items are allo-
cated equally between the two partners except that the tax expense
is allocated to the U.S. corporation, and cash distributions to the
partners reflect that allocation. Assuming those allocations possess
substantial economic effect, the conferees do not intend that the
partnership agreement be treated as containing an unqualified al-
location.

Another situation those regulations might address involves a
partnership which, in substance, consists of several partnerships
formed to explore for, develop, and produce oil and gas. Typically, a
partner in such a partnership may select to what extent he wishes
to participate in a particular well, and his interest in the income,
gain, loss, deduction, credit, and basis may differ from well-to-well.
For example, a partner, consistent with the partnership agreement,
may contribute 75 percent of the cost of one well and 50 percent of
the cost of a second well and be allocated 75 percent of all tax
items from the first well and 50 percent of all tax items from the
second. -If instead of using one partnership to invest in several
wells, a separate partnership were used for each well, the alloca-
tion formula used for each well could be different from the others
and yet each could satisfy the qualified allocation rules. The con-
ferees anticipate that the regulations will grant relief in this and
similar non-abusive situations.

Similarly, the conferees expect that the regulations will provide
that an allocation will not disqualify an otherwise qualified alloca-



tion on the basis that it does not have substantial economic effect
in cases where such allocation is not governed by the substantial
economic effect rules (e.g., an allocation of basis of an oil and gas
property) or cannot, by its nature, satisfy those rules (e.g., an allo-
cation of credits, deductions attributable to nonrecourse debt, and
percentage depletion in excess of basis), provided such allocation
complies with the relevant section of the Code or the regulations
(e.g., section 613A(c)(7)(D) and proposed regulations section 1.704-
l(b)(4)).

Furthermore, the regulations might provide a procedure for tax-
payers to seek rulings that an allocation will be treated as quali-
fied in cases not specifically addressed by the regulations.

The conference agreement also provides other special rules for
partnerships and other pass-through entities. First, property leased
to a foreign partnership or other foreign pass-through entity is not,
solely by reason of that lease, to be treated as tax-exempt use prop-
erty. Second, property leased to any partnership or other pass-
through entity, domestic or foreign, having as a partner or other
beneficiary a tax-exempt entity is to be treated as leased to each
such partner or other beneficiary in an amount equal to its propor-
tionate share of such property (as determined under the conference
agreement). Unless the taxpayer establishes otherwise, it is to be
presumed for purposes of this rule that all partners of a foreign
partnership (and all beneficiaries of any other foreign pass-through
entity) are foreign persons or entities.

Finally, rules similar to the foregoing are to apply in the case of
tiered partnerships and other tiered pass-through entities.

I. International Maritime Organization and International Satellite
Communications Organization

Present law
Intelsat and Inmarsat, which, as foreign partnerships, are inter-

national organizations, are not treated as international organiza-
tions for purposes of the investment credit nontaxable use restric-
tion under section 48(a)(5).

House bill

The House bill contains special rules applicable to Intelsat and
Inmarsat.

Senate amendment

The Senate amendment is the same as the House bill.

Conference agreement

The conference agreement eliminates the special rules for
Intelsat and Inmarsat. They are unnecessary in view of the general
rules regarding partnerships and other pass-through entities de-
scribed above, which apply to Intelsat and Inmarsat as well as
other partnerships or pass-through entities.

The conferees request the Treasury to conduct a study of the sat-
ellite industry and to report the findings to Congress by no later
than April 1, 1985. The conferees request that the study focus on
the following issues. First, whether and to what extent domestic



satellite companies are now able to, and in the future may be ex-
pected to be able to, compete successfully with foreign satellite op-
erations for both domestic and foreign business. Second, whether
domestic satellite companies are now able to, and in the future
may be expected to be able to, compete with each other on fair and
equitable terms. Third, what role do tax benefits play in permitting
satellite companies to compete with each other on fair and equita-
ble terms. And fourth, whether Federal tax laws should be
changed, and, if so, in what respect, to assure fair and open compe-
tition among all satellite companies.

m. Related parties

Present law

No special Code provision.

House bill
The House bill contains numerous rules relating to the treat-

ment of tax-exempt entities and related parties as one entity for
various purposes. The bill also defines related parties.

Senate amendment
The Senate amendment generally is the same as the House bill.

Conference agreement
The conference agreement follows the House bill and the Senate

amendment.

n. General effective date

House bill
The bill is generally effective with respect to property placed in

service by the taxpayer after May 23, 1983, and to property placed
in service by the taxpayer before that date which is leased to a tax-
exempt entity pursuant to a lease entered into after that date.

Senate amendment
The Senate amendment follows the House bill except that for

property used by the U.S. Postal Service, May 23, 1983, is changed
to October 31, 1983.

Conference agreement
The conference agreement follows the Senate amendment. In ad-

dition, the conference agreement provides that certain improve-
ments to property are not to be treated as separate property for
purposes of the general effective date rules or the transitional
rules. Under this provision, if the bill does not apply to the proper-
ty improved, it will not apply to the improvements either. Improve-
ments covered are those which would not be substantial improve-
ments under section 168(f)(1)(C)(ii) if 20 percent were substituted for
25 percent.



o. Transition rules

(1) Leases, subleases, and renewals

House bill

The provision does not apply if the tax-exempt use is pursuant to
(a) a lease entered on or before May 23, 1983 (or a sublease under
such a lease), or (b) any renewal or extension of a lease entered
into on or before May 23, 1983, pursuant to an option in such a
lease exercisable by the tax-exempt entity.

Senate amendment
The Senate amendment is the same as the House bill except that

for property used by the U.S. Postal Service, May 23, 1983, is
changed to October 31, 1983.

Conference agreement

The conference agreement follows the Senate amendment.

(2) Binding contracts

House bill
The provision does not apply to property leased to a tax-exempt

entity if such lease is pursuant to certain binding contracts which,
on May 23, 1983, required acquisition, construction, reconstruction,
or rehabilitation of the property involved and its use by the tax-
exempt entity.

Senate amendment

The Senate amendment follows the House bill.

Conference agreement
The conference agreement follows the House bill and the Senate

amendment. The conferees wish to clarify that, for purposes of this
rule, a written contract award made by the United States or an
agency or instrumentality thereof on or before May 23, 1983, is to
be treated as a binding contract.

(3) Binding contracts and firm plans, etc.

House bill

The provision does not apply to certain property acquired or con-
structed (or subject to a binding contract to acquire or construct) if
(a) a contract entered into before January 1, 1984, requires the tax-
exempt entity to use the property, or (b) on May 23, 1983, there
was a firm written plan for the tax-exempt entity to enter into a
contract for its use.

Senate amendment

No provision.

Conference agreement
The conference agreement generally follows the House bill with

modifications.



Under the conference agreement, for property used by a tax-
exempt entity (other than a foreign person or entity), the provision
does not apply to property that (1) the taxpayer (or a predecessor in
interest in or under the contract) or the tax-exempt entity was re-
quired to acquire, construct, reconstruct, or rehabilitate pursuant
to a contract that was binding on May 23, 1983 (or has commenced,
but not completed, construction, reconstruction, or rehabilitation
by that date), (2) the taxpayer or the tax-exempt entity acquired
after June 30, 1982, and before May 24, 1983, or (3) the taxpayer or
the tax-exempt entity completed construction, reconstruction, or re-
habilitation of which after December 31, 1982, and before May 24,
1983, but only if, in any such case, such tax-exempt entity enters
into a binding contract to use the property before January 1, 1985.
Requirement (1), above, is not satisfied if the tax-exempt entity
used the property before May 24, 1983.

(4) Governmental action, etc.

House bill

The provision does not apply in certain cases where there was
certain governmental action with respect to the project involved on
or before May 23, 1984, specified sums were spent on the project
involved on or before that date, and a contract requiring the tax-
exempt entity to use the property was entered into before January
1, 1984.

Senate amendment

No provision.

Conference agreement

The conference agreement follows the House bill with modifica-
tions.

The provision does not apply in certain cases where there was
governmental action with respect to the property involved on or
before November 1, 1983, and a contract requiring the tax-exempt
entity to use the property is entered into before January 1, 1985.

In determining whether sufficient governmental action occurred
on or before November 1, 1983, the conferees intend that this provi-
sion be interpreted in a manner consistent with the similar provi-
sion in the House bill. However, in addition to the actions that are
described in the report of the Committee on Ways and Means, the
following actions constitute significant governmental action: the
enactment of a State law authorizing the sale, lease, or construc-
tion of the property; the appropriation of funds for the property or
authorization of a feasibility study or a development services con-
tract with respect to it; the approval of financing arrangements by
a regulatory agency; the enactment of a State law designed to pro-
vide funding for a project; or the endorsement of the application
for a certification of need with respect to a medical facility by a
regulatory agency other than the agency empowered to issue such
a certificate.



(5) Certain property

House bill

The provision does not apply to certain mass commuting vehi-
cles, certain boilers and turbines of rural electric cooperatives, and
certain sewage or solid waste facilities with respect to which a
ruling request was filed on or before May 23, 1983.

Senate amendment

The Senate amendment is the same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Senate
amendment.

(6) Specified projects

House bill

No provision.

Senate amendment
The Senate amendment specifies certain projects with respect to

which the provision is not to apply.

Conference agreement

The conference agreement generally follows the House bill with
modifications.

Under the conference agreement, transitional rules are provided
for specific projects involving (1) substantial rehabilitations or new
construction of buildings where a qualifying action occurred before
November 1, 1983, and (2) the rehabilitations of certain educational
facilities with respect to which there was substantial reliance on
present law.

Under the conference agreement, the provision does not apply to
property described in section 168(c)(1)(D) (relating to 15-year real
property) if:

(a) the property is leased to a university and houses a basket-
ball arena and university offices, and, on June 16, 1983, the
Board of Administrators of the university adopted a resolution
approving the rehabilitation of the property in connection with
an overall campus development program,

(b) the property is leased to a charitable organization, the or-
ganization acquired the property on August 21, 1981, and, on
June 12, 1982, an arson fire caused substantial damage to the
property, delaying the planned rehabilitation,

(c) the property is leased to a corporation described in section
501(c)(3) (relating to certain organizations exempt from tax),
pursuant to a contract that was entered into on August 2,
1983, and under which the corporation first occupied the prop-
erty on December 22, 1983,

(d) the property is leased to an educational institution and
used as an arts and humanities center, an architect was en-
gaged to design a planned renovation in November of 1982, a



demolition contract was entered into in December of 1983, and
a renovation contract was entered into in March of 1984,

(e) the property was acquired by a college in October of 1981
for use as a dormitory, renovation plans were delayed because
of a zoning dispute, and, in May of 1982, the court of highest
jurisdiction in the State in which the college is located resolved
the zoning dispute in favor of the college,

(f the property is a fraternity house; in August of 1982, the
related university retained attorneys to advise the university
regarding the rehabilitation of the property; on January 21,
1983, the governing body of the university established a com-
mittee to develop rehabilitation plans; on January 10, 1984, the
governor of the State in which the university is located ap-
proved historic district designation for an area that includes
the property; and on February 2, 1984, historic preservation
certification applications for the property were filed with an
historic landmarks commission,

(g) the property is leased to a retirement community with re-
spect to which, on January 5, 1977, a certificate of incorpora-
tion was filed, and on November 22, 1983, the board of trustees
of the retirement community adopted a resolution evidencing
an intention to begin immediate construction of the property,

(h) the property is used by a university, in July of 1982, the
board of trustees of the university adopted a master plan for
the financing of the property, and, as of August 1, 1983, at
least $60,000 in private expenditures had been expended in re-
spect of the project,

(i) the property is leased by a university for use as a fine arts
center, and the board of trustees of such university authorized
a sale-leaseback agreement with respect to such property on
March 7, 1984,

j) the property is used as an international trade center and,
prior to January 1, 1982, an environmental impact study for
such property was completed; on June 24, 1981, a developer
made a written commitment to provide one-third of the financ-
ing for the development of such property; and on October 20,
1983, such developer was approved by the board of directors of
the tax-exempt entity,

(k) the property is leased to a university of osteopathic medi-
cine and health sciences and, on or before December 31, 1983,
the board of trustees of such university approved the construc-
tion of such property,

(1) with respect to the property, there existed on May 23,
1983, architectural plans and specifications (within the mean-
ing of section 48(g)(1)(C)(ii)); the property is leased to a tax-
exempt entity after substantial improvements are made; and
prior to May 23, 1983, at least ten percent of the total estimat-
ed cost of such improvements was paid or incurred, or

(m) the property is used as a convention center and, on June
2, 1983, the city in which the property is located provided for
over $6 million for the project.



(7) Express appropriations

House bill

No provision.

Senate amendment

The provision is not to apply to certain property leased to or
used by the United States if, among other things, an express appro-
priation for rentals was made for the 1983 fiscal year before May
23, 1983.

Conference agreement

The conference agreement follows the Senate amendment.

(8) Containers

House bill

No provision.

Senate amendment

Containers and certain related equipment placed in service
before 1984, and used by foreign persons or entities before 1984, are
exempted from investment credit recapture by reason of use by for-
eign persons or entities until 1985.

Conference agreement

The conference agreement follows the Senate amendment.

(9) Partnerships

House bill

Certain partnerships organized before October 21, 1983, are ex-
empted, with respect to certain property, from the rules regarding
the treatment of property owned or to be acquired by partnerships
having taxable and tax-exempt entities as partners.

Senate amendment
The Senate amendment exempts, with respect to certain proper-

ty, additional partnerships.

Conference agreement

The conference agreement generally follows the Senate amend-
ment but expands the transitional rules applicable with respect to
property owned by a partnership. Thus, for example, the provisions
do not apply to property placed in service by a partnership before
October 21, 1983.

(10) Service contracts for all income tax purposes; thrift

institutions; rehabilitation credits

House bill

No special provision.
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Senate amendment

The provision's service contract rules, insofar as they relate to
persons other than tax-exempt entities, are generally not effective
for arrangements entered into before November 5, 1983.

Conference agreement

The conference agreement generally follows the Senate amend-
ment. In addition, the rule regarding thrift institutions is made
generally effective with respect to leases entered into after Novem-
ber 5, 1983. A special transitional rule is also provided with respect
to the rehabilitation credit.

(11) Certain sewage facilities

House bill

A special transition rule applies to certain sewage facilities.

Senate amendment

No provision.

Conference agreement

The conference agreement includes the House bill provision.

(12) Property used by foreign persons or entities

House bill

No special provision.

Senate amendment

No special provision.

Conference agreement

For property used by foreign persons or entities (other than cer-
tain aircraft for which a special rule is provided), the provision
does not apply to property that (1) the taxpayer or the tax-exempt
entity was required to acquire, construct, reconstruct, or rehabili-
tate pursuant to a contract that was binding on May 23, 1983 (or
has commenced but not completed the activity by that date), (2) the
taxpayer or the tax-exempt entity acquired after December 31,
1982, and before May 23, 1983, or (3) construction, reconstruction,
or rehabilitation of which was completed after December 31, 1982,
and before May 24, 1983, but only if in any such case, such foreign
person or entity entered into a binding contract to use the property
before January 1, 1984. Requirement (1), above, is not satisfied if
the foreign person or entity used the property before May 24, 1983.

Under a special rule for wide-body, four-engine, commercial pas-
senger aircraft, the provisions do not apply to aircraft with respect
to which the foreign person or entity entered into a written bind-
ing contract to acquire the aircraft on or before November 1, 1983,
and which is placed in service prior to January 1, 1986.



2. Treatment of certain motor vehicle operating agreements as
leases

Present law
Nominal lease agreements covering motor vehicles often contain

terminal rental adjustment clauses. A terminal rental adjustment
clause generally permits or requires an upward or downward ad-
justment in rent to make up for any difference between the value
of the vehicle at the end of the lease term as projected when the
lease was entered into and its actual value at the end of the lease
term.

The Internal Revenue Service has taken the position, and one
court has agreed, that the presence of a terminal rental adjustment
clause in a nominal motor vehicle lease causes the transaction to
be treated as a conditional sale, rather than a lease, for tax pur-
poses. If the transaction is a conditional sale, the nominal lessor is
entitled to no depreciation deductions or investment tax credits
with respect to the vehicle. Nor is the nominal lessee entitled to
any rent deductions.

TEFRA prohibits the IRS from denying, with respect to nominal
leases-entered into before the issuance of regulations, lease treat-
ment for certain nominal motor vehicle leases merely by reason of
the fact that those nominal leases contain terminal rental adjust-
ment clauses. In November, 1982, proposed regulations were issued
to the effect that nominal leases of motor vehicles would be treated
as conditional sales rather than leases if they contained terminal
rental adjustment clauses.

House bill

No provision.

Senate amendment
The presence of a terminal rental adjustment clause in a nomi-

nal motor vehicle lease shall not be taken into account in deter-
mining whether the transaction is to be characterized as a lease for
tax purposes. The provision applies whether the lessee uses the
motor vehicle for business or personal purposes. However, the pro-
vision does not apply if the nominal lessor finances its ownership of
the vehicle with nonrecourse debt.

The provision is effective for agreements entered into before, on,
or after the date of enactment.

Conference agreement

Under the conference agreement, a qualified motor vehicle oper-
ating agreement containing a terminal rental adjustment clause is
treated as a lease if, but for that clause, it would be treated as a
lease. The provision applies only to qualified agreements with re-
spect to a motor vehicle (including a trailer). No lessee under a
qualified agreement is, under the agreement, to be treated as the
tax owner of any property for any period during which such agree-
ment is in effect.

To be a qualified agreement, the nominal lessor must be person-
ally liable for the repayment of all amounts borrowed to finance
the acquisition of the motor vehicle involved or must pledge prop-



erty, other than property subject to the agreement or property di-
rectly or indirectly financed by indebtedness secured by property
subject to the agreement, as security for all amounts borrowed to
finance the acquisition of the motor vehicle involved. In addition,
the nominal lessee must certify, in a separate written statement
separately signed, under the penalties of perjury, that it intends
that more than 50 percent of the use of the property involved will
be in a trade or business of the nominal lessee. That signed certifi-
cation must also state, clearly and legibly, that the nominal lessee
has been advised that it will not be treated as owner of the proper-
ty for Federal income tax purposes. Furthermore, the nominal
lessor must not know that the nominal lessee's certification is inac-
curate in any material respect.

The nominal lessor is treated as the tax owner of the property
involved under a qualified agreement so long as the agreement, but
for the terminal rental adjustment clause, is properly characterized
as a lease for tax purposes, regardless of the actual use of the
motor vehicle by the nominal lessee. The nominal lessee is not to
be treated as the tax owner of the property involved under a quali-
fied agreement even if under the agreement, but for the terminal
rental adjustment clause, the nominal lessee would be treated as
the tax owner. As a result, the nominal lessee is not entitled to de-
preciation or interest deductions under the agreement which might
be available to it if it were treated as the tax owner of the proper-
ty. Any rent deductions for the nominal lessee are determined
under general Code provisions, including provisions added by the
bill.

A special rule is provided for lessee-dealers.
The provision is effective for leases entered into after 90 days

after the date of enactment. The TEFRA provision is made inappli-
cable to agreements entered into 90 days after the date of enact-
ment. The Treasury is not to issue regulations under the TEFRA
provision with respect to leases entered into before 90 days after
the date of enactment.

No inference is intended that a motor vehicle operating agree-
ment containing a terminal rental adjustment clause is, merely by
reason of the presence of that clause, to be treated as a lease for
tax purposes. Nor is any inference intended that any nominal lease
agreement, involving property other than a motor vehicle, which
contains a provision similar to a terminal rental adjustment clause
is to be treated as a lease for tax purposes.

C. Treatment of Bonds and Other Debt Instruments

1. Definitions and technical amendments

Present law

Under present law, the retirement of a debt obligation that is
issued by a corporation or governmental unit and is a capital asset
is treated as a sale or exchange.

Present law also provides rules requiring the annual inclusion
and deduction of original issue discount (OID). OID is defined as
the difference between the issue price of an obligation and its
stated redemption price at maturity. OID is allocated over the term



of an obligation through a series of adjustments to the issue price
for each "bond period" (defined below). The adjustment to the issue
price for each bond period is determined by multiplying the adjust-
ed issue price (i.e., the issue price as increased by adjustments prior
to the beginning of the bond period) by the obligation's yield to ma-
turity, and then subtracting the interest payable during the bond
period.

Exception for short-term government obligations

An exception to the rule requiring annual inclusion is provided
for acquisition discount with respect to government obligations
with a maturity of one year or less. Acquisition discount is defined
as the excess of the stated redemption price at maturity over the
taxpayer's basis for the obligation. Treasury regulations provide a
similar exception for OID with respect to obligations other than
government obligations.

Definition of "bond period"

Except as otherwise provided by regulations, the accrual period
for determining the amount of OID that is allocable to a period is
an annual period ending on each anniversary of the date on which
the bond was issued. Thus, the yield to maturity of a bond is deter-
mined on the basis of annual compounding.

Acquisition premium

When a taxpayer purchases a bond for a price that exceeds the
adjusted issue price, the excess (or premium) is allowed as an offset
to the remaining OID on a straight-line basis over the remaining
term of the bond. Under this rule, the amount of premium allow-
able as an offset may exceed the OID accrued in some years.

Definition of 'purchase"
The term "purchase" is defined to exclude the purchase of a

bond the basis of which is determined by reference to the basis of
the bond in the hands of the transferor or under section 1014(a) (re-
lating to property acquired from a decedent).

Definition of "issue price"
The issue price of bonds registered with the Securities and Ex-

change Commission ("SEC") is the initial price to the public at
which a substantial amount of the debt instruments were sold.

Stripped bonds

For purposes of the rules that require the annual inclusion of
OID, a stripped bond (i.e., a bond issued with interest coupons
where there is a separation in ownership between the bond and
any unpaid coupon) or a stripped coupon (any coupon related to a
stripped bond) is treated as a bond originally issued by a corpora-
tion on the purchase date, and as having OID equal to (i) the stated
redemption price at maturity or the amount payable on the due
date of such coupon, respectively, over (ii) such bond's or coupon's
ratable share of the purchase price (determined by reference to
their respective fair market values on the purchase date).



House bill

Various technical amendments are made to the OID provisions.
In addition, clarifying amendments are made to specific provisions
of present law.

Retirement of a debt obligation

The retirement of a debt obligation is treated as a sale or ex-
change without regard to whether the instrument is a capital asset.

Short-term obligations

The statutory exception from the periodic inclusion rules for gov-
ernment short-term obligations is extended to nongovernment obli-
gations.

Definition of bond period

The accrual period with respect to which OID is computed and
compounded is defined as each six-month period determined by ref-
erence to the maturity date of the bond and the date six months
before such maturity date (or the shorter period from the date of
issue). This treatment corresponds to the prevalent method of cal-
culating yield to maturity in the financial community (based on
semiannual compounding).

Acquisition premium

Acquisition premium is amortized by reducing the OID that
would otherwise accrue by a constant fraction determined at the
time of purchase. The numerator of the fraction is the total
amount of premium to be amortized and the denominator is the ag-
gregate amount of unaccrued OID at the time of purchase. This
rule is intended to prevent situations in which the amortization of
the acquisition premium exceeds accrual of OID and to provide
better matching between the two.

Definition of purchase

The acquisition of a bond from a decedent is treated as a pur-
chase for purposes of the OID provisions, including the rules appli-
cable to stripped bonds and stripped coupons.

Definition of issue price

The issue price rule applicable to bonds registered with the SEC
is extended to all publicly traded issues (other than bonds issued
for property). The bill authorizes the issuance of regulations to re-
quire the furnishing of the amount of OID, the issue date, and
other appropriate information. A penalty of one percent of the
issue price is imposed for failures to comply without reasonable
cause; the maximum penalty with respect to any one issue of bonds
is not to exceed $50,000.

Stripped bonds
Under a technical amendment, a stripped bond or stripped

coupon is treated as originally issued on the purchase date; the
statutory reference to issuance by a corporation is deleted.



Senate amendment
The Senate amendment is the same as the House bill.

Conference agreement
The conference agreement follows the House bill, with a techni-

cal amendment relating to stripped bonds.

Stripped bonds
The provision that creates OID with respect to stripped bonds ap-

plies for all purposes of part V of subchapter P of chapter 1 of the
Code (relating to special rules for bonds and other debt instru-
ments, as added by the bill).

2. Market discount

Present law
Capital gain treatment is accorded to the appreciation in value

attributable to market discount on an obligation issued by a corpo-
ration or governmental unit and held for more than one year. In
many cases, interest on indebtedness incurred to purchase or carry
a market discount bond is deductible currently against ordinary
income, even though the income eventually generated by the in-
vestment is taxed on a deferred basis at capital gain rates.

House bill

Accrued market discount characterized as ordinary income
The House bill provides that, generally, gain on disposition of a

market discount bond is recognized as interest income. The term
''market discount bond" is defined to mean any bond having
market discount, subject to exceptions for (1) certain short-term
bonds with fixed maturities, (2) bonds the interest on which is
exempt from tax without regard to the identity of the holder, and
(3) U.S. savings bonds. Market discount is defined as the excess of
the stated redemption price of a bond over the adjusted basis im-
mediately after its acquisition by the taxpayer. The interest-charac-
terization provision applies to obligations issued after the date of
enactment.

Deferral of interest deductions
The House bill limits a taxpayer's ability to take current deduc-

tions for interest on indebtedness incurred or continued to pur-
chase or carry a market discount bond. The taxpayer's net direct
interest expense is allowed as a deduction only to the extent that
the expense exceeds the amount of market discount allocable to the
days during the taxable year on which the taxpayer held the bond.
The term "net direct interest expense" is defined as the excess of
the interest paid or accrued by the taxpayer over the interest (in-
cluding OID) included in gross income for the taxable year with re-
spect to a market discount bond. Deferred interest expense is al-
lowed as a deduction for the taxable year in which the taxpayer
disposes of the market discount bond. The interest-deferral provi-
sion applies to obligations acquired after the date of enactment.



Senate amendment

The Senate amendment includes the same provisions as the
House bill, with two modifications.

Accrued market discount characterized as ordinary income

For market discount bonds that are subject to the interest-defer-
ral rule but not the interest-characterization rule (because the
bond was issued before the date of enactment but acquired after
such date), gain on disposition is recognized as interest income to
the extent of the disallowed interest expense that is allowed as a
deduction at that time.

Deferral of interest deductions

Under a special rule for financial institutions, the interest-defer-
ral rule is applied by treating a portion of all interest paid or ac-
crued as being attributable to market discount bonds, allocated by
reference to the ratio of the basis of market discount bonds to the
basis of all assets held by the financial institution.

Conference agreement

The conference agreement follows the Senate amendment with
two modifications.

Accrued market discount characterized as ordinary income

Definition of market discount bond.-The conferees intend that
regulations to be prescribed by the Secretary will clarify that the
term "market discount bond" does not include an obligation that
was demand debt when issued.

Deferral of interest deductions

The conferees intend that interest the deduction for which is de-
ferred as interest on indebtedness incurred or continued to pur-
chase or carry market discount bonds will not be taken into ac-
count for purposes of computing the disallowance of interest under
section 265(2) (relating to interest on indebtedness incurred or con-
tinued to purchase or carry tax-exempt securities).

Short sales.-Under the conference agreement, the deduction of
short sale expense is deferred where short sales of property are
used to generate funds for the purchase of market discount bonds.
This rule will apply in the same manner as the new rule that
treats short sale expense as interest for purposes of section 265(2).

Election with respect to deferred interest expense.-The confer-
ence agreement provides an election under which deferred interest
expense with respect to a market discount bond can be deducted in
a taxable year prior to the year in which such bond is disposed of
in cases where, subsequently, there is net interest income from the
bond. If the election is made, any deferred interest expense with
respect to a market discount bond is treated as paid or accrued to
the extent that interest included in gross income exceeds interest
that was actually paid or accrued with respect to the bond for a
taxable year. Any deferred interest expense that remains after ap-
plication of the elective provision is deductible on disposition of the



market discount bond. The election is to be made on a bond-by-
bond basis.

3. Discount on short-term obligations

Present law

There is a statutory exception to the rule requiring the periodic
inclusion of acquisition discount on short-term government obliga-
tions payable without interest at a fixed maturity not exceeding
one year. A similar exception is provided by Treasury regulations
for OID on short-term obligations other than government obliga-
tions. In many cases, interest on indebtedness incurred to purchase
or carry obligations eligible for an exception can be deducted cur-
rently against ordinary income to generate a one-year tax deferral.

House bill

Definition of short-term obligation

The term "short-term obligation" is defined as any bond, deben-
ture, note, certificate, or other evidence of indebtedness that has a
fixed maturity date not more than one year from the date of issue.

Mandatory accrual of OID or acquisition discount

Under the House bill, taxpayers are required to accrue OID or
acquisition discount currently with respect to short-term obliga-
tions that (i) are held by a taxpayer using an accrual method of ac-
counting, (ii) held by a bank, (iii) held primarily for sale to custom-
ers in the ordinary course of the taxpayer's trade or business, or
(iv) identified by the taxpayer as being part of a hedging transac-
tion. This provision is effective for obligations acquired after the
date of enactment.

Short-term obligations other than government obligations
Taxpayers who acquire short-term obligations other than govern-

ment obligations can elect to apply the rules described above to ac-
quisition discount on such obligations rather than OID.

Deferral of interest deductions
The House bill also limits a taxpayer's ability to take current in-

terest deductions on indebtedness incurred to purchase or carry ob-
ligations that are not subject to the rule for mandatory accrual.
The interest-deferral rule does not apply if the taxpayer elects to
accrue discount currently. The provision is effective for obligations
acquired after the date of enactment.

Election
The House bill provides an election to accrue acquisition discount

or OID currently for all short-term obligations held during the tax-
able year that includes the date of enactment. If this election is
made, the application of the accrual rule is treated as a change in
the taxpayer's method of accounting, subject to the rules of section
481 (relating to adjustments required by changes in method of ac-
counting). Adjustments required by section 481 are to be taken into
account over a ten-year period.



Senate amendment

The Senate amendment includes the provision in the House bill
that limits the ability to take interest deductions on indebtedness
attributable to obligations eligible for an exception. The Senate
amendment does not, however, include the provision that requires
certain taxpayers to accrue discount currently.

Special rule for certain financial institutions

The Senate amendment also contains a special rule for certain
financial institutions, under which a portion of all interest paid or
incurred is treated as being attributable to the purchase or carry-
ing of obligations eligible for the exceptions; the portion treated
under the special rule is determined by reference to the ratio of the
basis of short-term obligations eligible for the exceptions to the
basis of all assets held by the financial institution.

Election

The Senate amendment provides an election to apply the inter-
est-deferral rule to all short-term obligations held during the tax-
able year that includes the date of enactment. If this election is
made, taxpayers obtain a five-year pay-in period for additional tax
liability attributable to income that was deferred from taxable
years prior to the year that includes the date of enactment. Inter-
est is charged on any unpaid installments

Conference agreement

The conference agreement follows the House bill with several
modifications.

Definition of short-term obligation

The conference agreement contemplates that a stripped coupon
or a stripped bond may be treated as an evidence of indebtedness
within the meaning of the definition of short-term obligation. Thus,
because a stripped coupon or stripped bond is treated as originally
issued on the purchase date, the mandatory accrual and interest-
deferral rules will apply to a stripped coupon or stripped bond that
is payable not more than one year from the date of purchase.

Mandatory accrual of OID or acquisition discount

The conference agreement expands the scope of the provision re-
quiring current inclusion of OID or acquisition discount to any
short-term obligation held by (i) a regulated investment company
("RIC"), (ii) a common trust fund maintained by a bank, (iii) a part-
nership, S corporation, trust, or other pass-through entity more
than 20 percent of the value of which is owned-for 90 days or
more of the entity's taxable year-by taxpayers who are subject to
the rule for mandatory accrual, and (iv) any pass-through entity
that is formed or availed of to avoid the application of the rule for
mandatory accrual. If the more-than-20-percent test is satisfied
during any 90-day period of a pass-through entity's taxable year,
then the rule for mandatory accrual is applied with respect to obli-
gations acquired on or after the first day of the entity's taxable
year.



Taxpayers using a hybrid method of accounting.-The conferees
intend that the rule for mandatory accrual will apply to short-term
obligations held by any taxpayer who uses an accrual method of ac-
counting in combination with any other method of accounting.

Optional accrual for RICs.-Under a provision of the House bill,
RICs are permitted to elect to currently accrue discount with re-
spect to short-term government obligations. This election is avail-
able for taxable years beginning after December 31, 1978. Because
the conference agreement applies the rule for mandatory accrual
to all short-term obligations acquired by RICs after the date of en-
actment, the optional accrual rules will only apply for taxable
years beginning after December 31, 1978, and ending prior to the
taxable year that includes the effective date of the rule for manda-
tory accrual.

Deferral of interest deductions

The conferees intend that interest on indebtedness incurred or
continued to purchase or carry short-term obligations subject to the
interest deferral rule not be taken into account for purposes of
computing the disallowance of interest under section 265(2).

Short-term obligations other than government obligations
The conferees intend that the election to apply the rules de-

scribed above to acquisition discount rather than OID apply regard-
less of whether the obligation was acquired after original issue.

Election
The conference agreement provides an election to accrue dis-

count for all short-term obligations held during the taxable year
that includes the date of enactment. The election is available only
to taxpayers subject to the rule for mandatory accrual of discount
on short-term obligations. The conference agreement clarifies that
this election is available only with respect to the taxpayer's first
taxable year ending after the date of enactment. If the election is
made, the application of the accrual rule is treated as a change in
the taxpayer's method of accounting. The net adjustments to
income required by section 481 are to be made over a five-year
period beginning with the year for which the election is made (the
"spread period"). The net adjustments will normally be the income
that would be included in the taxable year including the date of
enactment under cash basis accounting but that is not included
under accrual basis accounting.

The amount of the adjustment to be taken into account in the
first year of the spread period (the taxable year including the date
of enactment) is the sum of (1) one-fifth of the net adjustments, and
(2) the excess (if any) of (a) the cash basis income over the accrual
basis income over (b) one-fifth of the net adjustments. The term
''cash basis income" means the cumulative amount of acquisition
discount or OID with respect to short-term obligations that would
be includible in gross income for the current taxable year and the
preceding taxable years in the spread period if the rule for manda-
tory accrual were not applicable. "Accrual basis income" is defined
as the cumulative amount of acquisition discount or OID includible
in gross income for the current taxable year and the preceding tax-



able years in the spread period under the rule for mandatory ac-
crual. The requirement that the first year income inclusion be no
less than the excess of cash basis over accrual basis income pre-
vents the transition rule from producing a tax reduction relative to
present law (which would arise where the excess of cash basis
income over accrual basis income exceeds one-fifth of the net ad-
justments). The conferees intend that the 5-year spread be a miti-
gation of the tax increase provided by the bill, not a tax reduction.

For each year after the first year of the spread period, the
amount of the adjustment to be taken into account is the sum of (1)
the balance of the net adjustments divided by the number of tax-
able years remaining in the spread period (including the year for
which the determination is being made), and (2) the excess (if any)
of (a) the cash basis income over the accrual basis income over (b)
one-fifth of the net adjustments, multiplied by five and minus the
number of years remaining in the spread period (not including the
year for which the determination is being made). In computing the
excess of cash basis income over accrual basis income for a year
subsequent to the first year of the spread period, such excess is re-
duced by any amount that gave rise to an income inclusion in
excess of the amount of the net adjustment allocable to a prior
year of the spread period. This formula is also intended to ensure
that the five-year spread does not permit taxpayers to receive a tax
reduction relative to present law.

The conferees intend that, in determining the net adjustments
required under section 481 to prevent the omission of amounts, the
cash basis income (as defined above) is computed as if such income
had accrued in the preceding taxable year and, thereby, resulted in
an increase in the basis of the related short-term obligations.
Absent this treatment, there would be no omission from income to
which section 481 could apply.

4. Original issue discount on tax-exempt obligations

Present law
Under Internal Revenue Service rulings, tax-exempt OID is ap-

portioned among the original holder and subsequent holders of an
instrument on a straight-line basis over the term of the obligation.

House bill
Tax-exempt OID is accrued in the same manner as that provided

for OID on obligations issued by corporations and other juridical
entities, under the economic constant interest method.

The provision is effective for obligations issued after September
3, 1982, and acquired after March 1, 1984.

Senate amendment
The Senate amendment is the same as the House bill.

Conference agreement
The conference agreement follows the House bill and the Senate

amendment. In the case of tax-exempt obligations with a maturity
of less than one year, interest will be computed in the same
manner as for short-term taxable obligations.



D. Corporate Tax Provisions

1. Dividends received deductions for debt-financed portfolio stock

Present law

A corporate shareholder generally can deduct 85 percent of divi-
dends received from other corporations. If the corporate sharehold-
er is financing an investment in stock with borrowed funds, inter-
est on the indebtedness is generally also deductible. Together, these
rules permit corporations to deduct amounts paid or incurred to
earn tax-favored dividend income.

House bill

The House bill reduces tax benefits with respect to certain divi-
dend-paying stock the ownership of which is financed by debt. Gen-
erally, under the House bill, the corporate taxpayer must deter-
mine the percentage of the cost of an investment in stock which is
financed with borrowed money. The amount of any dividends re-
ceived deduction with respect to any dividends received on that
stock which would otherwise be available is then reduced by that
percentage. The rules are intended to determine what portion of
the investment is debt-financed and to limit the availability of
double deductions accordingly.

Under the House bill, the dividends received deduction is limited
to a percentage determined by computing the product of 85 per-
cent, and 100 percent minus the average portfolio indebtedness.
Under regulations, the average portfolio indebtedness is the per-
centage obtained by dividing the average amount of the portfolio
indebtedness with respect to the stock by the taxpayer's,- average
adjusted basis in the stock during the base period. A special rule is
provided for cases in which the taxpayer does not hold the portfolio
stock for the entire base period. Under, regulations, any reduction
in the amount of the dividends received deduction is not to exceed
the amount of any interest deduction (including any deductible
short sale expenses) allocable to the dividend involved.

The term "debt-financed portfolio stock"--means any stock of a
corporation if, (a) as of the beginning of the exrdividend date for
the dividend involved, the taxpayer does not own (1) stock of such
corporation possessing at least 50 percent of the total combined
voting power of all classes of stock entitled to vote, and (2) at least
50 percent of'the total number of shares of all other classes of stock
of such corporation, and (b) at some time during the "base period"
there is portfolio' indebtedness 'with respect to such stock.

The term "base period" means, with respect to any dividend, the
shorter of (1) the period between the ex-dividend date for the divi-
dend involved and the ex-dividend date for the immediately preced-
ing dividend, or (2) the one-year period ending on the day before
the ex-dividend date for the dividend in question.

The term "portfolio indebtedness" means indebtedness directly
attributable to investment in the portfolio stock. For this purpose,
proceeds of any short sale are treated as indebtedness for the
period between the short sale and the closing of the short sale.

To illustrate these rules, assume that Corporation A pays a divi-
dend of $1 per share each quarter. The ex-dividend dates are Janu-



ary 15, April 15, July 15, and October 15. On January 16, 1985, Cor-
poration B buys 1,000 shares of Corporation A for a total cost of
$100,000. Assume further that Corporation B borrows 60 percent,
or $60,000, of the purchase price, that the interest rate on the loan
is 14 percent per year, and that the stock is portfolio stock. On
April 15, 1985, when the $60,000 debt is still outstanding, Corpora-
tion B receives dividends on the stock totalling $1,000. Corporation
B then sells the stock on April 16, 1985, for $100,000. Under
present law, Corporation B would generally be entitled to a divi-
dends received deduction of 85 percent of $1,000, or $850. Under
the House bill, since 60 percent of the cost of the stock was debt-
financed, 60 percent of the dividends received deduction is disal-
lowed. As a result, Corporation B is entitled to a dividends received
deduction of only 40 percent of $850, or $340. Since interest ex-
pense allocable to the dividend is $2,100 ($60,000 times 14 percent
times 1/4), the special rule limiting the reduction to the amount of
interest expense allocable to the dividend is not applicable.

The provision does not apply with respect to dividends eligible
for the 100-percent dividends received deduction (generally deter-
mined under section 243(b)), or to dividends received by a small
business investment company operating under the Small Business
Investment Act of 1958.

The provision generally applies to stock the holding period for
which commences after the date of enactment.

Senate amendment

The Senate amendment generally follows the House bill. Howev-
er, proceeds of a short sale are not treated as indebtedness if no
deduction is allowed to the party effecting the short sale for pay-
ments in lieu of dividends under section 263(h) (as added by the
bill).

The provision generally applies to stock the holding period for
which commences after the date of enactment. The conference
agreement generally follows the House bill, except as noted below.
The rule in the Senate amendment regarding proceeds of a short
sale is viewed as no different from the rule in the House bill.

Conference agreement

The conference agreement generally follows the House bill,
except as noted below. The rule in the Senate amendment regard-
ing proceeds of a short sale is viewed as not different from the rule
in the House bill.

Portfolio stock

Under the conference agreement, the term "portfolio stock" is
redefined. Stock of a corporation is portfolio stock unless specifical-
ly excluded. Under the conference agreement, stock of a corpora-
tion is not portfolio stock if, as of the beginning of the ex-dividend
date for the dividend involved, the taxpayer owns stock (1) possess-
ing at least 50 percent of the total combined voting power of all
classes of stock entitled to vote of such corporation, and (2) having
a value equal to at least 50 percent of the value of all the stock
(disregarding certain preferred stock) of such corporation.



In addition, stock of a corporation is not portfolio stock if, as of
the beginning of the ex-dividend date for the dividend involved, (1)
the taxpayer owns stock of such corporation possessing at least 20
percent of the voting power and value of all the stock (disregarding
certain preferred stock) of such corporation, and (2) five or fewer
corporate shareholders own, directly, stock of such corporation pos-
sessing at least 50 percent of the voting power and value of all the
stock (disregarding certain preferred stock) of such corporation.
This rule exempts certain corporate joint ventures from the provi-
sion.

Finally, stock of a bank or a bank holding company is not portfo-
lio stock if, as of the beginning of the ex-dividend date for the divi-
dend involved, the taxpayer (1) owns stock having a value equal to
at least 80 percent of the value of all the stock (disregarding cer-
tain preferred stock) of the corporation, and (2) holds options to ac-
quire stock possessing at least 50 percent of voting power of all
classes of stock of such corporation.

Directly attributable
The reports of the House and Senate committees contain exam-

ples, which the conferees endorse, of indebtedness which is treated
as directly attributable to investment in stock and of indebtedness
which is generally not so treated. However, the conferees wish to
clarify that indebtedness of a taxpayer is not directly attributable
to portfolio stock held by a corporation all or substantially all of
the stock of which is acquired by the taxpayer if the portfolio stock
is held by the acquired company in the active conduct of a trade or
business. This rule applies only in cases in which the practice of
making portfolio stock investments is an integral part of the ac-
quired corporation's trade or business. Thus, for example, if the
taxpayer makes a 100 percent debt-financed acquisition of all of the
stock of a life insurance company, and such company uses its cap-
ital and surplus to make investments in portfolio stock of other
corporations, the provision is not to apply because the taxpayer is
really acquiring an active business, not portfolio stock. In contrast,
however, if the taxpayer makes a debt-financed acquisition of 100
percent of the stock of a mere investment company, the provision
is applicable.

Also, the conferees wish to clarify that the provision may be ap-
plied where indebtedness is directly attributable to the carrying of
portfolio stock as well as where the indebtedness is directly attrib-
utable to the acquisition of portfolio stock. Thus, assume that an
acquisition of stock is entirely equity-financed. Assume also that
the purchaser, at a later date, obtains funds through a borrowing
secured by the portfolio stock in a case in which the purchaser
could reasonably have been expected to sell the portfolio stock
rather than incur the indebtedness. The provision is applicable.

Portfolio indebtedness

The conferees wish to clarify that purchase money indebtedness
is treated as portfolio indebtedness for purposes of the provision.
Thus, if a corporation buys stock, issuing its own debt obligation to
the seller, that obligation is portfolio indebtedness.



The provision operates on the dividends received deduction in-
stead of the interest deduction. However, under the conference
agreement, the Treasury is granted authority to issue regulations
providing, in lieu of reducing the dividends received deduction, for
the disallowance of the interest deduction, or other appropriate
treatment, where the obligor is a person other than the person re-
ceiving the dividend. The conferees anticipate that these regula-
tions, for example, would apply in a case in which two corpora-
tions, A and B, acquire all of the stock of a third corporation, C,
with A using debt to acquire 30 percent of the C stock and B using
equity funds to acquire the remaining 70 percent. If the money bor-
rowed by A is directly attributable to investment in dividend-
paying portfolio stock by C, under such regulations, there would be
no reduction in C's dividends received deduction. Rather, interest
expense paid or accrued by A on the debt incurred to acquire the C
stock would be disallowed, or other appropriate treatment (e.g., the
equivalent of a recapture of interest deductions) provided. This
result is more appropriate than a reduction in C's dividends re-
ceived deduction because such a reduction would, in effect, penalize
both A and B even though B's investment was not debt-financed.

2. Certain dividends from regulated investment companies

Present law

Domestic corporations are generally entitled to an 85-percent
dividends received deduction with respect to dividends from other
corporations. No similar deduction is available with respect to their
interest income. Individuals are generally entitled to exclude from
gross income up to $100 of dividend income. No similar rule applies
with respect to their interest income.

Mutual funds, or regulated investment companies ("RIC's"), are
generally not subject to tax if they distribute their income to their
shareholders. That income is generally taxed to the shareholders
directly. If less than 75 percent of a RIC's gross income for a tax-
able year consists of dividends from domestic corporations, then its
taxable distributions (other than capital gain distributions) to its
shareholders are treated as dividend income in an amount based
on the ratio of the RIC's gross income constituting dividend income
to all its gross income for the year. However, if 75 percent or more
of the RIC's gross income for a taxable year consists of dividends
from domestic corporations, then all the RIC's such distributions
for the year are treated as dividend income to its shareholders.

For purposes of the foregoing rules, it is not clear whether a divi-
dend received by a RIC is treated as a dividend if the RIC, had it
been a regular corporation, would not have been entitled to a divi-
dends received deduction with respect to it. Furthermore, it may be
unclear whether a RIC's short-term capital gain income from the
sale of stock or securities is treated as gross income for this pur-
pose. See Rev. Rul. 80-345, 1980-2 C.B. 204 (holding that it is to be
treated as a part of gross income for this purpose).

House bill

With respect to corporate shareholders of a RIC, 100 percent,
rather than 75 percent, of the RIC's gross income must constitute



dividend income before all its distributions (other than capital gain
distributions) are to be treated as dividend income eligible for the
dividends received deduction in the hands of domestic corporate
shareholders. Furthermore, for this purpose, no dividend received
by a RIC is treated as a dividend unless, had the RIC been a regu-
lar corporation, it would have been entitled to a dividends received
deduction with respect to it. If less than 100 percent of the RIC's
gross income constitutes dividend income, the proration rule of
present law applies.

The provision is effective for RIC taxable years beginning after
the date of enactment.

Senate amendment

The Senate amendment follows the House bill with certain ex-
ceptions. First a 95-percent, rather than a 100-percent, threshold
applies. Second, except for the rule requiring that the RIC be enti-
tled to a dividends received deduction, the provision applies for
purposes of the dividend exclusion for individuals as well as the
dividends received deduction for corporations. Third, the amend-
ment makes it clear that short-term capital gain from the sale of
stock or securities is treated as gross income for purposes of the
provision. Fourth, if the 95-percent threshold is not met, the
amount of the RIC's distributions to be treated as dividends to its
corporate shareholders is to be as designated by the RIC. However,
the RIC cannot designate as dividends an amount in excess of its
aggregate dividends for the taxable year involved which would
have been eligible for a dividends received deduction had the RIC
been an ordinary corporation.

The provision is effective for RIC taxable years beginning after
the date of enactment.

Conference agreement

The conference agreement generally follows the Senate amend-
ment with three exceptions. First, the conference agreement adopts
the 100-percent threshold of the House bill for purposes of the divi-
dends-received deduction for corporate shareholders (but accepts
the 95-percent threshold of the Senate amendment for purposes of
the dividend exclusion for individual shareholders). Second, the
conference agreement provides that net short-term capital gains
from dispositions of stock or securities in excess of long-term cap-
ital losses from dispositions of stock or securities are treated as
gross income for purposes of the provision. Third, the basic designa-
tion requirement is extended to the dividend exclusion in cases in
which less than 95 percent of the RIC's income consists of dividend
income. The conferees intend that each share of stock of the RIC
outstanding for the entire taxable year (or any portion thereof)
have the same designation of income made with respect to it. That
is, for example, the RIC cannot designate the same quarterly divi-
dend as being from dividend income for some shareholders and
from tax-exempt interest for others.



3. Corporate shareholder's basis in stock reduced by reason of
extraordinary dividends

a. Basis

Present law

A corporation owning stock of another corporation generally is
allowed a deduction equal to 85 percent of the amount of any dis-
tribution received with respect to that stock which qualifies as a
dividend. Receipt of the dividend generally has no effect on the
shareholder's basis in the stock. Under section 301(c)(2), if the dis-
tribution is not a dividend, the shareholder's basis in the stock gen-
erally is reduced by the amount of the distribution. To the extent
such amount exceeds the shareholder's basis in the stock, the
excess is treated as gain from a sale of the stock. For these pur-
poses, if the distribution is of property rather than cash, the
amount of the distribution, in the case of certain corporate share-
holders, is the lesser of (1) the property's fair market value, or (2)
the property's adjusted basis in the hands of the distributing corpo-
ration, increased by any gain recognized to it on the distribution.

House bill

A corporate shareholder's basis in any share of stock which is
held for one year or less is reduced by the non-taxed portion of any
extraordinary dividend received with respect to that stock. Extraor-
dinary dividends which, in amount, equal or exceed 10 percent (5
percent in the case of a share of stock preferred as to dividends) of
the corporate shareholder's basis (determined without regard to the
provision) in the share of stock with respect to which the dividend
is received. All dividends received with respect to a share of stock
which have ex-dividend dates within a period of 85 days are treated
as one dividend. Furthermore, all dividends received with respect
to a share of stock which have ex-dividend dates within a period of
365 days are treated as extraordinary if their amounts exceed 20
percent of the corporate shareholder's basis (determined without
regard to the provision) in such share.

Solely for purposes of the provision, the amount of a dividend is,
in the case of a distribution of property other than cash, its net fair
market value. The non-taxed portion of the dividend is the amount
of the dividend, as so determined, less any portion thereof includ-
ible in income which is not offset by a dividends received deduc-
tion.

A distribution which, had it qualified as a dividend, would have
been treated as an extraordinary dividend, is to be treated as an
extraordinary dividend even though the distributing corporation
has no earnings and profits (or an amount of earnings and profits
that is less than the amount of the distribution). In such a case, the
amount of the distribution (as determined under the provision) is
reduced by the amount of any reduction in stock basis resulting
from the application of section 301(c)(2) of present law.

In determining whether the more than one-year holding period
requirement has been satisfied, the general holding period suspen-
sion rules applicable to the dividends received deduction, as amend-
ed by the House bill, are applicable.



The Treasury is authorized to prescribe regulations applying the
provision in the case of stock dividends, stock splits, reorganiza-
tions, and other similar transactions.

The provision is effective with respect to distributions after
March 1, 1984.

Senate amendment
The Senate amendment follows the House bill except that the

Senate amendment applies to distributions after the date of enact-
ment.

Conference agreement

The conference agreement follows the House bill. In addition, the
conference agreement clarifies that if the amount of the extraordi-
nary dividend (as determined under the provision) exceeds the cor-
porate shareholder's basis in the stock with respect to which the
distribution was made, the excess will be taxed to the corporate
shareholder under section 301(c)(3)(A). Furthermore, in determin-
ing whether the more than one-year holding period is satisfied, the
bill makes provision for tolling the running of the holding period in
certain instances. Finally, the conferees wish to make clear their
intention that if a redemption distribution is treated as a distribu-
tion under section 301 rather than a sale or exchange of the re-
deemed shares under section 302(a), the distribution is treated as
made, pro rata, with respect to stock of the shareholder which is
not redeemed.

b. Suspension of holding period for dividends -received deduction

Present Law
The 85-percent dividends received deduction is disallowed unless

the taxpayer satisfies a 16-day holding period with respect to the
dividend-paying stock (91 days in the case of dividends on certain
preferred stock). The 16-day and 91-day holding periods do not in-
clude periods during which the taxpayer reduces or eliminates the
risk of loss on the underlying stock by entering into a short sale of,
acquiring an option to sell, or entering into a binding contract to
sell substantially identical stock or securities.

House bill
The House bill expands the scope of the provision that suspends

the holding period of stock to include (1) any period during which
the taxpayer is the grantor of an option to buy substantially identi-
cal stock or securities, subject to an exception for a qualified cov-
ered call (as defined for purposes of the provisions relating to tax
straddles and (2) any period during which the taxpayer holds one
or more other positions that substantially diminish the risk of loss
from holding the stock.

Senate amendment
The Senate amendment generally is the same as the House bill

except that (1) in lieu of the "substantial diminution" standard in
the House bill, the holding period of stock is suspended during any
period when the taxpayer has reduced the risk of loss from holding



the stock by reason of holding one or more positions in substantial-
ly similar property, prospectively only, as regulations may provide,
and (2) an exception is provided for broker dealers with respect to
ordinary income or loss property.

Conference agreement

The conference agreement follows the House bill with several
modifications.

Substantially similar or related standard

Under the conference agreement, the 85-percent dividends re-
ceived deduction is disallowed unless the taxpayer satisfies a 46-day
holding period requirement. The 46-day holding period does not in-
clude any period when the taxpayer reduces the risk of loss by
reason of holding one or more other positions in substantially simi-
lar or related property. The conference agreement does not provide
an exception for broker dealers.

The following transactions are examples of the types of transac-
tions that are within the scope of the rule for substantially similar
or related property: (1) a short sale of common stock when the tax-
payer holds convertible preferred stock of the same issuer and the
price changes of the convertible preferred stock and the common
stock are related (the same result would obtain in the case of a
short sale of a convertible debenture while holding convertible pre-
ferred stock into which the debenture is convertible or common
stock, or a short sale of convertible preferred stock while holding
common stock); and (2) the acquisition of a short position in a regu-
lated futures contract ("RFC") on a stock index (or the acquisition
of an option to sell the RFC or the stock index itself, or the grant
of a deep-in-the-money option to buy the RFC or the stock index)
while holding the stock of an investment company whose principal
holdings mimic the performance of the stocks included in the stock
index (or, alternatively, while holding a portfolio composed of
stocks that mimic the performance of the stocks included in the
stock index). The conference agreement contemplates that regula-
tions setting forth the application of the rule for substantially simi-
lar or related property to the transactions identified above will be
generally effective as of the date of enactment of the bill, but that
such regulations will be applied to other transactions on a prospec-
tive basis. The conferees intend no inference regarding the circum-
stances under which the dividends received deduction would be dis-
allowed under present law where taxpayers write in-the-money
calls with respect to stock they hold. In addition, no inference is
intended regarding what situations are covered under the present-
law rule applicable to substantially identical stock or securities.

Ordinarily, common stock in one corporation would not be
viewed as substantially similar or related to common stock of an-
other corporation. Where stocks of similar companies are involved,
however, a short sale of preferred stock of one corporation while
holding preferred stock of the other corporation may result in ap-
plication of the risk reduction rule.

The substantially similar standard is not satisfied merely be-
cause the taxpayer (1) holds a single instrument that is designed to
insulate the holder from market risks (e.g., adjustable rate pre-



ferred stock that is indexed to the Treasury bill rate), or (2) is an
investor with diversified holdings and acquires an RFC or option on
a stock index to hedge general market risks. The conferees intend
that an investment in preferred stock coupled with an option to
sell the stock will not be treated as a single instrument, for pur-
poses of applying the substantially similar standard, without
regard to whether the option trades separately from the stock.

4. Non-liquidating distributions by corporations of appreciated
property

a. Recognition

Present law
A corporation generally does not recognize income on the distri-

bution, with respect to its stock, of appreciated property. There are
exceptions to this rule. First, such a distribution will generally trig-
ger recapture income, as under section 1245 (relating to depreciable
personal property). Second, the distribution of LIFO inventory gen-
erally will generate income in an amount equal to the LIFO re-
serve with respect to such inventory. Third, if a corporation distrib-
utes property which is subject to a liability, or the shareholder as-
sumes a liability in connection with the distribution, gain is gener-
ally recognized to the distributing corporation to the extent the li-
ability exceeds the adjusted basis of the distributed property in the
hands of the distributing corporation. Fourth, if a corporation dis-
tributes property in a redemption to which sections 301 through
307 apply, gain is generally recognized in an amount equal to the
excess of the distributed property's value over its adjusted basis in
the hands of the distributing corporation. If gain is recognized to a
distributing corporation in a redemption distribution, neither the
LIFO inventory rule nor the liability rule applies.

However, gain is not always recognized to the distributing corpo-
ration with respect to redemption distributions to which sections
301 through 307 apply. For example, gain is not recognized with re-
spect to redemption distributions to certain corporate shareholders.
Furthermore, gain is not recognized with respect to redemption dis-
tributions to certain noncorporate shareholders if the distribution
qualifies as a partial liquidation. Finally, sections 311(d)(2)(C)
through (F) provide additional exceptions to the general rule that
gain is recognized to the distributing corporation in a redemption
distribution.

House bill
Under the House bill, gain (but not loss) is generally recognized

to the distributing corporation on any non-liquidating distribution
of appreciated property to which sections 301 through 307 apply as
if such property had been sold by the corporation for its fair
market value rather than distributed. The general rule applies
whether or not the distribution qualifies as a dividend.

The general rule also applies whether or not the distribution is a
redemption distribution. However, if the distribution is a redemp-
tion distribution, the present-law exceptions to gain recognition
remain, with two exceptions. First, gain is recognized if the distri-



bution in redemption is to a corporate shareholder unless such
shareholder owns, at the time of the distribution, stock possessing
at least 80 percent of the total combined voting power and at least
80 percent of the total number of all other classes of stock (disre-
garding certain preferred stock) of the distributing corporation.
However, the corporate shareholder is not to be treated as an 80-
percent or more shareholder for this purpose unless its basis in the
distributed property is determined with reference to the property's
adjusted basis in such property under section 301(d)(2). Second, gain
is not recognized if the distribution (1) qualifies as a partial liquida-
tion under section 302(b)(4) and is made to certain noncorporate
shareholders, or (2) is a qualified dividend (described below).

If the distribution is not a redemption distribution, gain is recog-
nized in full unless (1) the distribution is to an 80-percent or more
corporate shareholder (as determined above), or (2) section
311(d)(2)(C) of present law (relating to certain distributions of stock
or obligations of certain controlled corporations) applies.

In the case of a distribution which is not a redemption distribu-
tion, gain is not recognized to the distributing corporation with re-
spect to property distributed to certain noncorporate shareholders
to the extent the distribution is a qualified dividend. A qualified
dividend is a distribution of property which is (1) a dividend, (2) of
property used by the distributing corporation immediately before
the distribution in the active conduct of a trade or business, and (3)
not property described in section 1221(1) (relating to inventory and
certain order property) or section 1221(4) (relating to certain ac-
counts and notes receivable). Furthermore, the distribution must be
with respect to qualified stock, as defined in section 311(e).

The rules relating to LIFO inventory and liabilities in excess of
basis are to be applied before any of the other recognition provi-
sions.

The provision is effective with respect to distributions declared
after the date of enactment. A transitional rule is provided for dis-
tributions before February 1, 1986, by certain corporations of royal-
ty trust property with respect to which a royalty trust proposal
was submitted by certain groups.

Senate amendment

The Senate amendment generally is the same as the House bill.
However, it is effective with respect to distributions declared after
March 15, 1984. The provision does not apply to any distributions
before February 1, 1986, by corporations referred to in the transi-
tional rule under the House bill. Nor does it apply to certain distri-
butions of partnership interests traded on a national securities ex-
change on March 7, 1984, by certain corporations owning more
than 80 percent of such interests on March 7, 1984. Finally, it does
not apply to certain distributions declared before the date of enact-
ment of not more than 51 percent of the stock of corporations con-
trolled by certain corporations pursuant to proposals considered
before February 15, 1982.

Conference agreement

The conference agreement follows the Senate amendment with
some exceptions.



Eighty-percent corporate shareholders

Under the conference agreement, the rule exempting the distrib-
uting corporation with respect to distributions to 80-percent corpo-
rate shareholders that take a basis in the distributed property de-
termined under section 301(d)(2) is eliminated. Thus, an ordinary,
non-liquidating distribution of appreciated property by a 100-per-
cent subsidiary to its corporate parent is a taxable event to the dis-
tributing corporation. Generally, the corporate parent takes a fair
market value basis in the distributed property (sec. 301(d)(2)).

Under present law, such a distribution would generally not be
taxable to the distributing corporation, and the corporate parent
would inherit the distributing corporation's adjusted basis in (and
holding period for) the property. As a result, when the parent sells
the property, gain "accruing" during the period of time the proper-
ty was held by the subsidiary would be taxed to the parent, rather
than the subsidiary, and the character of that gain (as capital or
ordinary) would likely be determined with reference to the charac-
ter of the property in the parent's, rather than the subsidiary's
hands. In general, the conferees think that such a shifting of tax
liability is inappropriate in the case of ordinary, non-liquidating
distributions. Furthermore, the conferees do not believe that such a
distribution should permit corporate taxpayers to be able to change
the character of the income involved, as present law may permit.
Furthermore, the theory of section 311 and the provision is that
the distribution of appreciated property to a shareholder is a real-
ization event and, therefore, an appropriate time to impose tax li-
ability. The conferees are not persuaded that a different rule is ap-
propriate merely because the shareholder may be an 80-percent
corporate shareholder. If the two corporations are not filing a con-
solidated return, they should be treated as separate taxpayers, just
as they are when one sells property to, or performs services for, the
other. The conferees are also aware of cases under present law in
which an acquiring corporation can sell, indirectly, built-in-loss
assets of an acquired corporation and recognize the loss while sell-
ing, indirectly, built-in-gain assets of the acquired corporation with-
out having to take any of that gain into income. Finally, the con-
ferees are aware of transactions in which one corporation buys all
the stock of another, has the acquired corporation distribute appre-
ciated property to it, and then sells the stock and recognizes a tax
loss. The conference agreement addresses these concerns.

The conferees anticipate that the Treasury will promptly consid-
er what changes, if any, are necessary or appropriate under the
consolidated return regulations by reason of this rule.

Effective dates

Under the conference agreement, the provision is generally effec-
tive for distributions declared on or after June 14, 1984. However,
the rule applying the provision with respect to a distribution to an
80-percent corporate shareholder that takes a basis in the distribut-
ed property determined under section 301(d)(2) generally applies
only to distributions after December 31, 1984. In addition, the rule
applying the provision to such an 80-percent corporate shareholder
does not apply to certain distributions before September 1, 1986.



The September 1, 1986, rule applies only in the case of distribu-
tions by a corporation (or by any member of a group of corpora-
tions, of which such' corporation was the common parent, which
files a consolidated return for the period which includes June 14,
1986) (1) control of which, as defined in sec. 368(c), is acquired other
than in a tax-free reorganization after January 1, 1984, but before
January 1, 1985, and (2) a tender offer for the shares of which was
commenced on May 23, 1984, and amended on May 24, 1984. Fur-
thermore, the September 1, 1986, rule applies only if the distribut-
ing corporation and the distributee corporation are members of the
same group filing consolidated returns for the period which in-
cludes the date of the distribution. Finally, the September 1, 1986,
rule applies only if the distributed property consists of stock of a
corporation which on June 14, 1984, was a member of the affiliated
group of which the corporation referred to in (1) above was the
common parent.

Under the conference agreement, if the distributing corporation
and the distributee corporate shareholder are part of the same af-
filiated group of corporations filing a consolidated return for the
period which includes the date of distribution, the aggregation
rules of Treas. reg. section 1.1502-34 are applicable in determining
whether the 80-percent corporate shareholder exception applies.

The conferees intend that in the case of a redemption distribu-
tion to a corporate shareholder, that shareholder is not to be treat-
ed as an 80-percent corporate shareholder unless it is an 80-percent
corporate shareholder after the distribution, as well as before (ap-
plying the rule of Treas. reg. sec. 1.1502-34).

The conference agreement also retains two of the three transi-
tional rules contained in the Senate amendment.

b. Holding period for property distributed by one corporation to
another

Present law

Section 301(d)(2) provides rules to determine the basis in the
hands of certain corporate shareholders of property distributed to
them by a distributing corporation with respect to their stock. That
basis is the lesser of (1) the distributed property's fair market
value, under section 301(d)(2)(A), or (2) the distributed property's
adjusted basis in the hands of the distributing corporation, in-
creased by any gain recognized to the distributing corporation on
the distribution, under section 301(d)(2)(B). If section 301(d)(2)(B) ap-
plies, then, under section 1223(2), the corporate shareholder's hold-
ing period for the property includes the period during which it was
held by the distributing corporation. If section 301(d)(2)(A) applies,
the corporate shareholder's holding period in the distributed prop-
erty begins on the date of the distribution.

Under section 1248(f)(1), if certain domestic corporations distrib-
ute the stock of certain foreign corporations in a transaction to
which section 311 applies, the distributing corporation will have in-
cluded in its gross income as a dividend an amount equal to certain
earnings and profits of the foreign corporation. Under section
1248(f)(2), the rule of section 1248(f)(1) does not apply if, among
other things, the distribution is to a domestic corporate sharehold-



er which includes in its holding period for the distributed stock the
period such stock was held by the distributing corporation.

House bill
If section 301(d)(2)(B) applies, the House bill provides that the

corporate shareholder's holding period for the distributed property
begins not earlier than the date the stock with respect to which the
distribution was made was acquired.

The provision applies to distributions declared after the date of
enactment.

Senate amendment

The Senate amendment generally is the same as the provision in
the House bill except that the Senate amendment applies to distri-
butions after the date of enactment.

Conference agreement

The conference agreement generally follows the Senate amend-
ment. However, the conference agreement explicitly clarifies that
if the distributing corporation recognizes gain on the distribution
under section 311, as amended by the bill, the corporate sharehold-
er's basis in the distributed property is determined under section
301(d)(2)(A) (and not section 301(d)(2)(B)) so that its holding period
in the property begins on the date of the distribution. The confer-
ees are aware that under this rule after section 311, as amended by
the bill, becomes fully effective, a corporate shareholder's holding
period for property distributed to it by another corporation will
generally begin on the date of the distribution.

Under the conference agreement, the provision does not apply
for purposes of section 1248(f)(2). However, the amendments to sec-
tion 311 do apply. Thus, the distribution of appreciated stock of a
foreign corporation by one domestic corporation to another may
trigger gain recognition (some of which may be dividend income
under section 1248(a)) to the distributing corporation. On the other
hand, the distribution may not trigger gain recognition to the dis-
tributing corporation if the distributee shareholder is an 80-percent
corporate shareholder and if the distribution occurs before January
1, 1985. If gain recognition is not triggered, and if the conditions of
section 1248(f)(2)(B) are satisfied, then section 1248(f)(1) does not
apply, and the distributing corporation has no dividend income by
reason of the distribution. The conferees are aware that after sec-
tion 311, as amended by the bill, becomes fully effective, such a dis-
tribution will trigger gain recognition (and dividend income under
section 1248(a)) to the distributing corporation.

5. Capital gains distributions from regulated investment

companies and real estate investment trusts

Present law

Generally, regulated investment companies ("RICs") that distrib-
ute their income are not subject to tax. Rather, that income is
taxed directly to their shareholders.

RICs frequently realize long-term capital gain income. That
income is generally treated as long-term capital gain to the share-



holders. If the stock with respect to which a long-term capital gain
distribution is made (or treated as having been made) is held by a
shareholder for less than 31 days, any loss on the sale or exchange
of that stock is treated as a long-term capital loss to the extent of
any long-term capital gain distribution by the RIC with respect to
such stock.

Similar rules apply with respect to real estate investment trusts
("REITs").

House bill

If stock with respect to which a long-term capital gain distribu-
tion is made by a RIC or a REIT is held by a shareholder for 6
months or less, any loss on the sale or exchange of the stock is
treated as a long-term capital loss to the extent of the long-term
capital gain distribution. An exception is provided for dispositions
of stock pursuant to a periodic redemption plan.

The provision is applicable to losses incurred on stock acquired
after the date of enactment.

Senate amendment
The Senate amendment is the same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Senate
amendment. In determining whether stock has been held for 6
months or less, the bill amends provisions tolling the running of
the holding period in certain instances.

6. Certain expenses incurred in connection with short sales

Present law

Treatment of short sales of stock

In a "short sale", the taxpayer sells borrowed property (such as
stock or securities) and later closes the short sale by returning
identical property to the lender. Gain or loss on the closing of a
short sale is considered gain or loss from the sale or exchange of a
capital asset if the property used to close the short sale is a capital
asset in the hands of the taxpayer. Where the property sold short
is stock, and a dividend is distributed with respect to the stock, the
taxpayer is required to pay an amount equal to the value of the
distribution to the lender of the stock. The Internal Revenue Serv-
ice has ruled that this payment in lieu of a dividend is deductible
currently against ordinary income.

When a dividend is paid with respect to stock, the stock can be
expected to decline in value by an amount that approximates the
value of the dividend distribution. Taxpayers can effectively con-
vert ordinary income to capital gain by entering into a short sale of
stock just before the ex-dividend date, deducting the dividend-sub-
stitute payment against ordinary income, and realizing an offset-
ting capital gain upon closing the short sale.

When a taxpayer borrows property for use in a short sale, the
taxpayer may receive a rebate fee-taxable as ordinary income-
with respect to short sale proceeds deposited with the lender as col-



lateral. This rebate fee compensates the taxpayer for the lender's
use of the short sale proceeds during the period before the short
sale is closed and property is returned.

Investment interest limitation

Section 163(d) limits deductions for interest by an individual or
other noncorporate taxpayer on indebtedness to purchase or carry
an investment. The deduction for investment interest is limited to
the taxpayer's net investment income plus $10,000. Disallowed in-
terest deductions are carried over and may be allowed in future
years.

Interest related to tax-exempt income

In general, section 265(2) provides that no deduction is allowed
for interest on indebtedness incurred or continued to purchase or
carry tax-exempt obligations.

In the case of a securities dealer who borrows money for the pur-
pose of conducting a business that includes the holding of tax-
exempt obligations, but whose borrowings cannot be traced to the
purchase or continued holding of such obligations, section 265(2) is
applied on the basis of an allocation. (See Rev. Proc. 72-18, 1971-1
C.B. 1; and Leslie v. Commissioner, 413 F.2d 636 (2d Cir. 1969), cert.
denied, 396 U.S. 1007 (1970).) The amount of interest allocated to
tax-exempt obligations is determined by multiplying the taxpayer's
total interest expense by a fraction, the numerator of which is the
average adjusted basis of the tax-exempt obligations held during
the taxable year and the denominator of which is the average ad-
justed basis of the total assets held during the year. Interest on
debt that is traceable entirely to tax-exempt obligations and inter-
est which is not subject to disallowance under section 265(2) is ex-
cluded from this computation. The Internal Revenue Service has
ruled that section 265(2) does not apply to disallow interest deduc-
tions with respect to indebtedness that is collateralized by tax-
exempt securities held for the accounts of customers, and that the
securities dealer is required to segregate pursuant to rules promul-
gated under the Securities and Exchange Act of 1934. Rev. Rul. 74-
294, 1974-1 C.B. 71.

House bill

Treatment of short sales of stock
Payments in lieu of dividends are not deductible unless the short

sale is held open for at least 16 days (more than one year in the
case of payments in lieu of extraordinary dividends). The amount
disallowed as a deduction is required to be capitalized (i.e., added to
the basis of the stock used to close the short sale).

In determining whether the short sale is held open for the re-
quired 16-day (or more-than-one-year) holding period, there is not
to be included any period during which the taxpayer holds, has an
option to buy, or is under a contractual obligation to buy, substan-
tially identical stock or securities, or there is otherwise a substan-
tial diminution of the taxpayer's risk of loss from the short sale by
reason of holding one or more other positions.



Investment interest

For purposes of the restriction on the deductibility of investment
interest, the definition of interest is expanded to include any
amount allowable as a deduction in connection with personal prop-
erty used in a short sale.

Interest related to tax-exempt income

For purposes of the provision that disallows interest deductions
related to tax-exempt income, the definition of interest is expanded
to include any amount paid or incurred in connection with person-
al property used in a short sale.

The provisions of the House bill are effective for short sales en-
tered into after the date of enactment.

Senate amendment

Treatment of short sales of stock

The Senate amendment is similar to the House bill. In applying
the risk reduction rule for purposes of determining whether a short
sale is held open for the required period, under regulations, there
is not to be included any period during which the taxpayer dimin-
ishes the risk of loss from the short sale by reason of holding one
or more other positions with respect to substantially similar prop-
erty.

In addition, except with respect to extraordinary dividends, the
Senate amendment permits the deduction of dividend-substitute
payments to the extent of ordinary income that is received from
the person providing the stock used in the short sale as compensa-
tion for the use of collateral. Earnings on the collateral establish
an appropriate measure of the portion of the dividend-substitute
payment that represents a current charge for the use of the proper-
ty sold short, as distinguished from dividends that had accrued eco-
nomically prior to the short sale.

Interest related to tax-exempt income

The Senate amendment also includes additional rules for the ap-
plication of the provision extending the rule that disallows interest
deductions related to tax-exempt income. First, section 265(2) does
not apply to disallow a deduction for short sale expenses incurred
by a taxpayer who acts as a conduit in a short sale transaction exe-
cuted in a customer's account.

Second, the Senate amendment makes clear that section 265(2)
applies to amounts paid by the person providing the personal prop-
erty used in a short sale as compensation for use of collateral with
respect to the property (e.g., a rebate fee).

Third, in applying section 265(2) to a taxpayer whose business in-
cludes buying and selling tax-exempt obligations, short sale ex-
penses (and the short sale proceeds) are treated separately, in a
manner analogous to the treatment accorded broker loans collater-
alized with customer securities under present law (the situation
covered by Rev. Rul. 74-294, 1974-1 C.B. 71), unless the short sale
proceeds can be directly traced to the purchase or carrying of tax-
exempt obligations. Thus, section 265(2) would not apply to disallow
a deduction for short sale expenses incurred in a transaction in



which the short seller did not receive the short sale proceeds (e.g.,
because the funds were deposited as collateral).

Conference agreement

The conference agreement follows the House bill with several
modifications.

Treatment of short sales of stock

Under the conference agreement, payments in lieu of dividends
are not deductible unless the short sale is held open for at least 46
days (more than one year in the case of payments in lieu of ex-
traordinary dividends). In applying the risk reduction rule for pur-
poses of determining whether a short sale is held open for the re-
quired period, under regulations, there is not to be included any
period during which the taxpayer diminishes the risk of loss from
the short sale by reason of holding one or more other positions
with respect to "substantially similar or related property" (as that
term is defined for purposes of the holding period requirements for
the dividends-received deduction).

The conference agreement clarifies that, in the case of any short
sale, the provision relating to short sale expenses applies before
section 263(g) (relating to interest and carrying costs in the case of
straddles).

Interest related to tax-exempt income

The conference agreement does not include the provision of the
Senate amendment relating to brokers who act as conduits in short
sales executed for customers. This result occurs under present law
without a statutory provision. Thus, the conference agreement con-
templates that the provision expanding the scope of section 265(2)
to apply to short sale expense will not apply to a broker who acts
as a conduit. The conference agreement does not provide for the
separate treatment of short sale expenses and short sale proceeds.
Under the conference agreement, section 265(2) will not apply to
disallow a deduction for short sale expense if the taxpayer (1) de-
posits cash as collateral for the property used in the short sale, and
(2) does not earn a material return on the cash so deposited.

7. Nonrecognition of gain or loss by corporations on options with
respect to their stock (warrants)

Present law

Corporations frequently issue for a consideration options to third
parties to acquire from it shares of its own stock (warrants). Some-
times those warrants expire unexercised, or lapse. On other occa-
sions, they may be repurchased by the issuing corporation for more
or less than they were originally issued for. The tax consequences
to the issuing corporation of a lapse of warrants or of a repurchase
of warrants it has issued is unclear.

House bill

Under the House bill, a corporation does not recognize gain or
loss on any lapse or repurchase of a warrant it issued to acquire
from it shares of its own stock.



The provision applies to warrants repurchased or lapsing after
the date of enactment.

Senate amendment

The Senate amendment is the same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Senate
amendment.

8. Accumulated earnings tax

Present law

An accumulated earnings tax is imposed on corporations that are
formed or availed of for the purpose of avoiding the income tax
with respect to shareholders by permitting earnings and profits of
the corporation to accumulate instead of being distributed. Where
applicable, the tax is imposed at a rate of 271/2 percent of the first
$100,000 of accumulated taxable income for the taxable year and at
a rate of 381/2 percent on accumulated taxable income in excess of
$100,000.

The term "accumulated taxable income" means taxable income,
with certain adjustments, reduced by a deduction for dividends
paid. In determining accumulated taxable income, a corporation is
permitted a deduction for net capital losses during the year in
question. A corporation is also permitted a deduction for net cap-
ital gains during the year, determined without regard to capital
loss carryovers or carrybacks, less certain taxes.

The Internal Revenue Service takes the position that the accu-
mulated earnings tax can be imposed on widely-held corporations,
even one not controlled by a few shareholders or groups of share-
holders. The issue has not been resolved definitely by the courts.

House bill

Under the House bill, the mere fact that a corporation is widely
held does not exempt it from the accumulated earnings tax. This
rule applies to operating companies, as well as mere holding or in-
vestment companies, regardless of how concentrated the ownership
of their stock may be.

Changes are also made in the determination of accumulated tax-
able income. In general, the deduction from accumulated taxable
income for net capital gains, less certain taxes, remains. However,
in determining net capital gains for this purpose, net capital losses
for any taxable year are treated as short-term capital losses during
the next taxable year. The deduction for net capital losses also gen-
erally remains. However, that deduction is reduced by any deduc-
tion from accumulated taxable income for net capital gains, less
certain taxes, for preceding years beginning after the date of enact-
ment. No such net capital gains, less certain taxes, are to be used
to reduce the deduction for net capital losses more than once.

Certain different rules apply to mere holding or investment com-
panies. For example, they are allowed no deduction from accumu-
lated taxable income for net capital losses. On the other hand, net



capital losses are not to be treated as a carryover in determining
accumulated taxable income.

The provision applies to all taxable years beginning after the
date of enactment.

Senate amendment

The Senate amendment is the same as House bill.

Conference agreement

The conference agreement generally follows the House bill and
the Senate amendment.

The conferees agree with the statement in the Senate committee
report to the effect that while a section 531 tax avoidance purpose
may be inferred in an appropriate case, as a practical matter it
may be difficult to establish such a purpose in the case of a widely-
held operating company when no individual or small group of indi-
viduals has legal or effective control of the company.

The conference agreement clarifies that, in the case of corpora-
tions other than mere holding or investment companies, net capital
loss carryovers are to be used only once in determining accumulat-
ed taxable income. In addition, mere holding or investment compa-
nies are allowed a deduction from accumulated taxable income for
net short-term capital gains, but only to the extent of any previous-
ly unused capital loss carryovers to the year in question.

9. Repeal of stock for debt exception for purposes of determining
income from discharge of indebtedness

Present law

Generally, income from discharge of indebtedness is realized
when the taxpayer's debts are satisfied at less than their face
amount (sec. 61(a)(12)). However, cases have held that a corporation
does not realize income from discharge of indebtedness when its
debts are satisfied with its own stock, notwithstanding that the
value of the stock is less than the amount of the debt. This stock-
for-debt rule is subject to two statutory exceptions (sec. 108(e)(8)).

House bill

The House bill provides that a debtor corporation realizes income
from discharge of indebtedness when it satisfies its debt with stock
having a fair market value less than the principal of the debt. This
rule applies where the principal amount of a corporate debt is dis-
charged, including by reason of the exercise of a conversion right
by the holder of the debt. It does not apply where payments are
simply deferred. (Section 1032 does not prevent the recognition of
this income from the discharge of indebtedness.)

The repeal of the stock-for-debt exception does not apply if the
discharge occurs pursuant to a title 11 (bankruptcy) case or to the
extent the debtor is insolvent; in these cases, present law continues
to apply.

The provision applies to transfers after date of enactment.

Senate amendment

No provision.



Conference agreement

The conference agreement generally follows the House bill, but
provides transitional rule exceptions to the general effective date
(transfers after the date of enactment) and also makes the provi-
sion inapplicable (as of January 1, 1986) to certain "workouts".

Under the first transitional rule, the provision in the bill will not
apply to any transfer pursuant to a written binding contract or
option (including a convertible debenture) which was in effect at all
times on the day of June 7, 1984, and which remains in effect at all
times thereafter. Thus, the provision applies to transfers pursuant
to contracts or options entered into on or after June 7, 1984, since
in such a case, the contract or option will not have been in effect at
all times on June 7, 1984. This exception will apply only if the
holder of the debt on June 7, 1984, also was the party to the con-
tract or held the option on that date. A transfer pursuant to a writ-
ten contract must be completed before January 1, 1985. The conver-
sion of debt pursuant to an option or conversion right outstanding
at all times on June 7, 1984, and thereafter will be covered by the
transitional rule regardless of whether conversion is after 1984.
Under the second transitional rule, the provision in the bill will
not apply to a transfer of stock before January 1, 1985, to a corpo-
ration which owned at least 75 percent of the stock of the debtor
corporation on June 7, 1984, and which owns more than 80 percent
of the stock of that corporation after the transfer. Finally, a trans-
fer before January 1, 1985, pursuant to a debt restructuring agree-
ment entered into in November, 1983, for which a registration
statement was filed with the Securities and Exchange Commission
in March, 1984, will not be subject to these new rules.

A stock-for-debt transaction does not give rise to debt discharge
income under the "workout" exception if (1) the transfer of stock is
made (pursuant to a plan) because of cash flow and credit problems
which will cause the debtor corporation difficulty in meeting its li-
abilities during the next 12 months to such an extent that there is
a substantial threat of an involuntary bankruptcy or insolvency
proceeding, (2) the corporation notifies its stockholders of this fi-
nancial difficulty and that it is engaged in a workout, (3) at least 25
percent of the total debt of the corporation is extinguished by
transfers of stock pursuant to the plan, and (4) holders of more
than 50 percent of the total indebtedness of the debtor corporation
outstanding on the date of transfer approve the plan. The workout
definition will be satisfied, only if it is reasonably related to the ob-
jective of avoiding a likely insolvency or bankruptcy proceeding.

The "workout" exception will become effective on the date on
which the amendments made to section 382 by the Tax Reform Act
of 1976 become effective. Under the bill, this will occur on January
1, 1986. This delayed effective date is adopted to allow the Congress
to consider the appropriate treatment of stock-for-debt exchanges
in the case of financially troubled corporations while the Congress
is reexamining generally the treatment of net operating loss limita-
tions. A stock-for-debt exchange in the case of a financially trou-
bled corporation is a change of ownership event which the Con-
gress may decide is an appropriate occasion for the reduction of net
operating losses either under rules of a revised section 382 or by



reason of the creation of income from the discharge of indebted-
ness. It is anticipated that any reconsideration of the exceptions to
stock-for-debt rules will include consideration of the rules relating
to the use of preferred or limited stock, stock of a parent corpora-
tion, and stock of a party to a reorganization, and related technical
issues.

10. Affiliated groups

Present law

Includible corporations which are members of an affiliated group
of corporations are generally entitled (or required) to file consoli-
dated Federal income tax returns. Section 1504(b) defines the term
"includible corporation" to mean any corporation, with several ex-
ceptions (e.g., exempt organizations, certain insurance companies,
foreign corporations, and regulated investment companies). Certain
other tax consequences also depend on whether two corporations
are members of the same affiliated group (e.g., the 100-percent divi-
dends received deduction under sec. 243(b)).

Under section 1504, an affiliated group means one or more
chains of includible corporations connected through stock owner-
ship with a common parent which is an includible corporation if (1)
stock possessing at least 80 percent of the voting power of all class-
es of stock and at least 80 percent of each class of the nonvoting
stock of each includible corporation (except the common parent) is
owned directly by one or more other includible corporation, and (2)
the common parent owns directly at least 80 percent of the voting
power of all classes of stock and at least 80 percent of each class of
the nonvoting stock of at least one of the other includible corpora-
tions. For purposes of the definition, nonvoting stock which is lim-
ited and preferred as to dividends is disregarded, as is certain stock
held under tax credit employee stock ownership plans or employee
stock ownership plans.

Once the above stock ownership requirements cease to be met
with respect to any one corporation, it can no longer be included in
the consolidated return of its former affiliated group. However,
there are generally no restrictions on its rejoining that group or
joining any other group.

House bill

Under the House bill, two includible corporations are not eligible
to begin filing a consolidated return with respect to any taxable
year unless at the beginning of that year one owns stock possessing
at least 80 percent of the voting power of all classes of stock and at
least 80 percent of the fair market value of all outstanding stock of
the other. For purposes of this definition, certain preferred stock is
ignored, as is stock held under certain employee stock ownership
plans. A similar rule applies in determining whether another cor-
poration may begin being included in the consolidated return of
that group.

Once two corporations are properly included in a valid consoli-
dated return, they will continue being an affiliated group for con-
solidated return purposes unless one ceases to own stock, deter-
mined as above, (1) possessing at least 80 percent of the voting
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power of all classes of stock, or (2) having more than 50 percent of
the fair market value of all outstanding stock, of the other. A simi-
lar rule applies in determining whether any other corporation con-
tinues to be a member of that group. Once a corporation has ceased
being a member of an affiliated group filing consolidated returns,
restrictions are imposed on its ability to reconsolidate with that
group or to consolidate with certain other groups.

The Treasury is granted broad regulatory authority to carry out
the purposes of the provision to prevent abuses.

The provision is effective for taxable years beginning after De-
cember 31, 1984. A permanent transition rule is provided for corpo-
rations which are members of an affiliated group under present
law on March 1, 1984.

Senate amendment

The Senate amendment generally is the same as the House bill.
However, stock held under tax credit employee stock ownership
plans or other employee stock ownership plans is not ignored. In
addition, the Treasury, by regulations, is authorized to provide
relief in appropriate cases from the rule requiring ownership by
one corporation of at least 80 percent of the fair market value of
all outstanding stock of another corporation before the two may
commence filing a consolidated return. The Senate amendment
also clarifies the rule regarding consolidation or reconsolidation
after deconsolidation.

The provision is effective for taxable years beginning after De-
cember 31, 1984. However, for taxable years beginning before Janu-
ary 1, 1988, the provision is not applicable to corporations filing a
valid consolidated return under present law for the taxable year
which includes April 11, 1984.

Conference agreement

The conference agreement follows the Senate provision with sev-
eral exceptions.

All income tax purposes

Under the conference agreement, the definition of affiliated
group is to be applied in determining whether an affiliated group
exists for all purposes of subtitle A. The conferees see no reason to
have a unique definition of affiliated group for consolidated return
purposes. Under the definition, one corporation is not part of an af-
filiated group with another corporation unless one owns stock (1)
possessing at least 80 percent of the total combined voting power,
and (2) having a value equal to at least 80 percent of the total fair
market value of the stock (disregarding certain preferred stock) of
the other. Similar rules apply in determining whether any other
corporation is also a member of the group.

No inference regarding present law is intended.

Continuation of status

The conference agreement drops the provision in the House bill
and the Senate amendment to the effect that once a consolidated
return is validly filed by two corporations, affiliated group status is
to be treated as continuing so long as one corporation owns stock



(1) possessing at least 80 percent of the total voting power, and (2)
having a value equal to more than 50 percent of the total fair
market value of the stock (disregarding certain preferred stock) of
the other. The conferees believe that such a rule would permit the
common parent to dispose of too much of the value of the stock of
the other without requiring deconsolidation. As a result, the con-
ference agreement generally treats affiliated group status as con-
tinuing only if one corporation continues to own 80 percent of the
total voting power and 80 percent of the value of the other. Howev-
er, nothing in the bill is intended to overturn the position set forth
in Rev. Rul. 78-119, 1978-1 C.B. 277 (holding that a corporation
which has been a member of a group filing consolidated returns is
not deconsolidated merely because its parent has temporarily lost
its power to vote such corporation's stock by virtue of a court order
issued during the pendency of litigation).

The conferees are also aware that, absent a special rule, the pro-
vision would cause affiliated group status to terminate if, merely
by reason of changes in relative values of different classes of stock
of a corporation, one corporation ceased to own 80 percent in value
of the stock of the other corporation. Where the changes in relative
value are not large and not intentionally generated, the conferees
believe disaffiliation to be inappropriate. Accordingly, under the
conference agreement, the Treasury is authorized to prescribe reg-
ulations pursuant to which inadvertent changes in relative values
of different classes of stock are to be disregarded in determining
whether affiliated group status continues.

Preferred stock
The conference agreement also specifies the kind of stock to be

ignored in testing for affiliated group status and the continuation
thereof. The stock to be ignored is stock which (1) is not entitled to
vote, (2) is limited and preferred as to dividends and does not par-
ticipate in corporate growth to any significant extent, (3) has re-
demption and liquidation rights that do not exceed the stock's paid-
in capital or par value (except for a reasonable redemption premi-
um), and (4) is not convertible into any other class of stock. Thus,
for example, preferred stock carrying a dividend rate materially in
excess of a market rate when issued would not be ignored.

Consolidation after deconsolidation
The conference agreement amends the rules of the Senate

amendment regarding consolidation after deconsolidation. In gener-
al, if a corporation is included in a consolidated return filed by an
affiliated group for a taxable year which includes any period after
December 31, 1984, and such corporation ceases under the bill to be
a member of such group for a taxable year beginning after Decem-
ber 31, 1984, then such corporation (and any successor) may not be
included in any consolidated return filed by that group or any
other group having the same common parent (or a successor) before
the 61st month after the cessation.

The Treasury is authorized to waive the rule prohibiting consoli-
dation after deconsolidation for any period subject to such condi-
tions as the Treasury may prescribe. The rule is an anti-abuse rule,
and the conferees expect the Treasury to so apply it. For example,



assume that operating corporation A owns all the stock of operat-
ing corporation X and that the two file a consolidated return. On
July 1, 1986, A merges into unrelated operating corporation B in a
transaction qualifying under section 368(a)(1)(A). Assume that the
transaction is not a reverse acquisition. Absent other factors, X
should be able to join in filing a consolidated return with the group
of which B is the common parent for the period beginning July 1,
1986, and regulations should so provide.

Regulations

Regulatory authority is granted to the Treasury to disregard
transfers of stock within an affiliated group in determining wheth-
er affiliated group status is broken. For example, assume that cor-
poration A owns 100 percent of the only class of stock of corpora-
tion B, and corporation B owns 100 percent of the only class of
stock of corporation C. It is contemplated that a transfer by A of 30
percent of the stock of B to C will not break the status of A, B, and
C as an affiliated group. Furthermore, the authority of the Treas-
ury to prescribe regulations permitting affiliated group status to be
treated as commencing or continuing if there was reliance on a
good faith but erroneous determination of value is clarified.

The conference agreement contains rules similar to those in the
House bill and the Senate amendment authorizing the Treasury to
prescribe anti-abuse regulations to carry out the purposes of the
provision. For example, the Treasury is authorized to prescribe reg-
ulations pursuant to which warrants to acquire stock are to be
treated as stock and options to acquire stock are to be treated as
having been exercised. Thus, assume that corporation A's common
stock is worth $40 a share. Assume further that corporation B, the
owner of all of A's common stock, grants corporation C an option to
acquire that stock for $20 a share at a date beginning 3 years from
the date of the grant. The facts indicate that A and C are likely to
be loss corporations but that B is profitable. If it can reasonably be
expected that C will exercise the option, the regulations may treat
the option as having been exercised, for purposes of the new provi-
sion.

The Treasury is also authorized to prescribe regulations under
which obligations convertible into stock (and similar interests) are
treated as stock and stock (like "puttable" stock) is not treated as
stock. Finally, the Treasury, by regulations is authorized to disre-
gard changes in voting power to the extent such changes are dis-
proportionate to related changes in value.

Effective date

Except as noted below, the provision is effective for taxable years
beginning after December 31, 1984. The provision does not apply to
a corporation validly included in a consolidated return of an affili-
ated group under present law for the taxable year which includes
June 22, 1984, until the taxable year beginning after December 31,
1987. However, if (1) at any time after June 22, 1984, more than a
de minimis amount of stock of any such corporation is sold or ex-
changed (including by redemption), or such corporation issues more
than a de minimis amount of stock other than in the ordinary
course of its business, and (2) thereafter the bill's provision as to



ownership of stock of such corporation is not satisfied (even though
before December 31, 1984), then the provision will apply to such
corporation for its taxable year beginning after December 31, 1984,
or if later, the date such stock is sold, exchanged, or issued, as the
case may be. For purposes of this rule, generally stock issued to
employee stock ownership plans, stock issued upon the exercise of
employee stock options, and similar issuances of stock are to be
treated as issuance in the ordinary course of the corporation's busi-
ness.

For example, assume that Corporation B has only 300 shares of
class A common stock and 100 shares of class B common stock out-
standing. Shares of each class are identical except that each share
of class A common stock has three votes whereas each share of
class B common stock has one vote. Corporation A owns all the
class A common stock, which represents 90 percent of the voting
stock and 75 percent of the value of all the stock of Corporation B,
at all times during 1984. A and B file a valid consolidated return
for calendar year 1984. On June 30, 1985, A sells 20 shares of the
class A common stock of B to a third party. After the sale, A owns
84 percent of B's voting stock and 70 percent of the value of all B's
stock. B would be disaffiliated under the provision as a result of
the sale.

Special and transitional rules are also provided.

11. Earnings and profits

a. General

Present law
Under present law, distributions by corporations to shareholders

are included in income by the shareholders as dividends (and taxed
at ordinary income rates) only to the extent such distributions are
out of current or accumulated earnings and profits. In general, a
corporation's earnings and profits are intended to be a measure of
the economic income of the corporation available for distribution to
its shareholders. However, in many instances earnings and profits
are substantially less than the corporation's economic income.

The effect on the earnings and profits of a corporation of a distri-
bution by the corporation in redemption of shares of its own stock
is determined by reference to section 312(e). That section provides
that the part of a distribution that is "properly chargeable" to cap-
ital account does not reduce earnings and profits. Some cases have
held, and the IRS has now ruled, that a corporation's capital ac-
count is an amount equal to the par value of its stock plus the
amount, if any, of paid-in surplus, and that this amount is reduced
in proportion to the amount of the corporation's stock that is re-
deemed. Under this approach, earnings and profits are reduced by
an amount equal to the amount of the distribution over the
amount charged against capital account. See, e.g., Jarvis v. Com-
missioner, 43 B.T.A. 439, aff'd, 123 F.2d 742 (4th Cir. 1941); and
Rev. Rul. 79-376, 1979-2 C.B. 133.

House bill

No provision.



Senate amendment

The Senate amendment requires that a number of changes be
made in the way in which a corporation's earnings and profits are
calculated.

Construction period interest, taxes, and carrying charges

For purposes of computing a corporation's earnings and profits,
construction period interest, taxes, and carrying charges are re-
quired to be capitalized as a part of the asset to which they relate
and written off as is the asset itself. This rule applies to all corpo-
rations. Further, it applies with respect to both residential and
nonresidential real property, and to personal property.

Construction period interest and taxes include property taxes
(real and personal), interest paid or accrued on debt incurred or
continued to acquire, construct, or carry property, and other carry-
ing charges, but only to the extent such taxes, interest, and other
carrying charges are attributable to the construction period for
such property.

This provision is applicable to the effect on earnings and profits
of amounts paid or accrued in taxable years beginning after date of
enactment.

Intangible drilling costs and mine development costs

Intangible drilling costs allowable as a deduction under section
263(c), and mineral exploration and development costs allowable as
a deduction under sections 616(a) or 617, are required to be capital-
ized for purposes of computing earnings and profits, but only if the
expenditures give rise to the creation of an asset having an antici-
pated economic life of more than one year. Intangible drilling costs
capitalized under the provision are to be amortized on a straight-
line basis over 5 years. The amortization period for mineral explo-
ration and development expenses is 10 years. No amortization is to
occur, however, prior to the date the asset is placed in service.

Unamortized intangible drilling expenses incurred in connection
with the drilling of a well (or a group of related wells) are to be
deducted in computing earnings and profits when it has been deter-
mined that the well (or a group of related wells) is dry. For this
purpose, a group of wells is to be considered related if they are
drilled from a common drilling rig. Unamortized mineral explora-
tion and development expenses incurred in connection with a min-
eral property are to be deducted in computing earnings and profits
when the property is abandoned.

This provision is applicable to the effect on earnings and profits
of amounts paid or accrued in taxable years beginning after the
date of enactment.

Certain trademark, trade name, and other expenditures
Amounts amortized under sections 173 (relating to circulation ex-

penditures), 177 (relating to trademark and trade name expendi-
tures), and 248 (relating to organizational expenditures) are to be
capitalized and treated as part of the basis of the asset to which
they relate. Expenditures made in connection with property having
a reasonably determinable useful life are to be recovered for earn-



ings and profits purposes over such useful life. Under the Senate
amendment, there is no amortization for expenditures made in con-
nection with property which does not have a reasonably determina-
ble limited useful life.

This provision is applicable to the effect on earnings and profits
of amounts paid or accrued in taxable years beginning after the
date of enactment.

Certain distributions of appreciated property

In the case of a distribution of appreciated property by a corpora-
tion to a shareholder with respect to stock, earnings and profits of
the distributing corporation are to be increased by the amount of
gain on the distributed property that is realized by the distributing
corporation on the distribution whether or not such gain is recog-
nized. The provision does not apply to certain distributions.

With certain exceptions, the provision is applicable to the effect
on earnings and profits of distributions after the date of enactment.

Changes in LIFO reserves

A corporation's earnings and profits are to be increased by the
amount of any increase in the corporation's LIFO reserve for a tax-
able year. In addition, earnings and profits are to be decreased by
the amount of any decrease in the corporation's LIFO reserve for a
taxable year. However, decreases in reserve amounts below the
LIFO reserve as of the beginning of the taxable year beginning
after the date of enactment will not, except as provided by regula-
tions, reduce earnings and profits. For purposes of this provision,
the term "LIFO reserve" has the same meaning as that given to
the term "LIFO recapture amount" under section 336.

The provision is applicable to the effect on earnings and profits
of changes in reserve amounts in taxable years beginning after the
date of enactment.

Deferred gain from installment sales

A corporation's earnings and profits for a year in which the cor-
poration sells property on the installment basis are to be increased
by the amount of any deferred gain on the installment sale. This is
accomplished by treating all principal payments as having been re-
ceived in the year of the sale.

The provision is applicable to the effect on earnings and profits
of sales occurring after March 15, 1984, other than sales pursuant
to binding contracts entered into on or prior to such date.

Completed contract method of accounting
A corporation that accounts for income and expenses attributa-

ble to a long-term contract on the completed contract method of ac-
counting generally recognizes income and expense in the year in
which the contract is completed. Under the Senate amendment, a
corporation that accounts for income and expense on this method is
required to compute earnings and profits as if it were accounting
for income and expense attributable to long-term contracts on a
percentage of completion basis.

This provision is applicable to the effect on earnings and profits
of contracts entered into after March 15, 1984, other than contracts



entered into pursuant to binding contracts entered into on or prior

to such date.

ACRS deductions for real property

The amount by which a corporation's earnings and profits are re-
duced for ACRS deductions with respect to 15-year and 20-year real
property is the amount of the deduction that would be allowable if
the straight-line method of depreciation had been used and the
property had a 40 year recovery period.

This provision is applicable to the effect on earnings and profits
of property placed in service in taxable years beginning after the
date of enactment.

Redemptions

In the case of a distribution by a corporation in redemption of its
own stock, earnings and profits are to be reduced in proportion to
the amount of the corporation's outstanding stock that is re-
deemed. However, the Senate does not intend that earnings and
profits be reduced by more than the amount of the redemption.

This provision is applicable with respect to the effect on earnings
and profits of distributions in taxable years beginning after the
date of enactment.

Conference agreement

The conference agreement generally follows the Senate amend-
ment with several modifications.

Construction period carrying charges

The conference agreement is generally the same as the Senate
amendment, with several technical clarifications.

The provision is effective for amounts paid or incurred in taxable
years beginning after September 30, 1984.

Intangible drilling costs and mineral exploration and devel-
opment costs

The conference agreement clarifies the Senate amendment by
providing that for purposes of computing a corporation's earnings
and profits intangible drilling costs are capitalized and allowed as a
deduction ratably over a 60-month period beginning with the
month in which the production from the well begins. Also, the con-
ference agreement makes it clear that for this purpose mineral ex-
ploration and development costs are capitalized and deducted rat-
ably over a 120-month period beginning with the later of (1) the
month in which the production from the deposit begins, or (2) the
month in which the amount is paid or accrued.

The provision is generally effective for amounts paid or incurred
in taxable years beginning after September 30, 1984.

Certain trademark, trade name, and other expenditures

The conference agreement generally follows the Senate amend-
ment.

The provision is effective for amounts paid or incurred in taxable
years beginning after September 30, 1984.



Certain distributions of appreciated property

The conference agreement generally follows the Senate amend-
ment. Certain exceptions to the rule are provided.

The provision is generally effective for distributions after Sep-
tember 30, 1984.

LIFO inventory adjustments

The conference agreement generally follows the Senate amend-
ment with certain technical and clarifying modifications.

In general, earnings and profits shall be increased or decreased
by the amount of any increase or decrease in the LIFO recapture
amount. The conferees wish to clarify that this provision is de-
signed to eliminate the impact of LIFO on earnings and profits.
Thus, under present law, if a corporation's LIFO reserve increases
by $10, taxable income and earnings and profits are lower than
they would have been had LIFO not been used. Under the new
rules, $10 would be added back to earnings and profits.

An exception is to be provided, under regulations, for decreases
below the amount of the reserve as of the close of the taxable year
of the taxpayer preceding the first taxable year to which the provi-
sion applies. Since the cumulative effect of the LIFO reserve has
been to keep earnings and profits lower than they otherwise would
have been, it is contemplated that the regulations will provide that
in the event of a reduction in the LIFO reserve below its level as of
the close of such taxable year (the pre-enactment reserve), earnings
and profits will be increased as under present law without any off-
setting reduction under the new rules. However, because a reduc-
tion in the reserve below the pre-enactment reserve results in an
increase in taxable income and earnings and profits, any subse-
quent restoration of the reserve up to the level of the pre-enact-
ment reserve should result in an adjustment under the new rules.

The following example is illustrative.
Assume that a calendar year taxpayer has a LIFO reserve of

$100 at the end of 1984. Assume further that the reserve decreases
to $95 at the end of 1985 and increases to $105 at the end of 1986.
Finally, assume that the reserve decreases to $90 at the end of
1987. The change in the reserve for 1985 results in an increase in
taxable income and earnings and profits under present law, with
no offsetting adjustment under the new rules. Under present law,
the increase in the reserve in 1986 would reduce taxable income
and earnings and profits. This reduction is offset by a $10 adjust-
ment to earnings and profits under the new rules.

The $15 reduction in the reserve for 1987 increases taxable
income and related earnings and profits by $15. This increase is
offset, in part, by a $10 reduction in earnings and profits under the
new rules.

The adjustment for 1987 is $10 and not $15 because the provision
does not require an adjustment to offset the inclusion in earnings
and profits of reserve amounts not previously included in earnings
and profits. By the end of 1986, $10 (not $15) of the $100 pre-enact-
ment reserve had been taken into account in determining earnings
and profits.



The provision applies to taxable years beginning after September

30, 1984.

Installment sales

The conference agreement generally follows the Senate amend-
ment. The conference agreement makes it clear that a corpora-
tion's earnings and profits are computed as if the corporation did
not use the installment method to account for the installment sale.
Thus, for purposes of computing a corporation's earnings and prof-
its, all principal payments, as determined under general Code prin-
ciples, are treated as received in the year of the sale. This provision
applies to all installment sales, including installment sales of in-
ventory.

The provision applies to sales after September 30, 1984.

Completed contract method of accounting

The conference agreement is generally the same as the Senate
amendment except that it applies to contracts entered into after
September 30, 1984.

A CRS deductions for real property

The conference agreement is generally the same as the Senate
amendment except that the provision applies to property placed in
service in taxable years beginning after September 30, 1984.

Redemptions

The conference agreement is generally the same as the Senate
amendment.

The conferees wish to clarify that when a corporation has more
than one class of stock, its earnings and profits generally should be
allocated among the different classes in determining the amount by
which a redemption of all or a part of one class of stock reduces
the earnings and profits account. However, no earnings and profits
generally should be allocable to preferred stock which is not con-
vertible or participating to any significant extent in corporate
growth. Therefore, a redemption of such preferred stock should
result in a reduction of the capital account only, unless the distri-
bution includes dividend arrearages, which will reduce earnings
and profits.

Similarly, priorities legally required as between different classes
of stock may be taken into account in allocating earnings and prof-
its between classes. For example, assume that corporation X has
1,000 shares of class A common stock and 1,000 shares of class B
common stock. Both classes are $10 par value stock and were
issued at the same time at a price of $20. The class A common has
a preference as to dividend and liquidating distributions in a 2:1
ratio to the class B common, and only the class B common has
voting rights. Assume further that Corporation X holds net assets
worth $210,000 and has current and accumulated earnings and
profits of $120,000. If X distributes $140,000 in cash in redemption
of all of the class A common, earnings and profits should be re-
duced by $80,000 and the capital account by $60,000.



Special rule for foreign corporations

The amendments made by the conference agreement may affect
the earnings and profits of foreign corporations as well as domestic
corporations. Application of these amendments to foreign corpora-
tions could have an impact on U.S. persons in at least three situa-
tions.

First, under section 951, a U.S. person owning 10 percent or more
of the stock of a controlled foreign corporation must include in
gross income a pro rata share of the corporation's subpart F
income for the shareholder's year in which or with which the cor-
poration's taxable year ends. Subpart F income is limited to the
earnings and profits, computed according to U.S. tax concepts, of
the controlled foreign corporation. Thus, to the extent the confer-
ence agreement may require that the earnings and profits of a con-
trolled foreign corporation be computed, for example, by capitaliz-
ing and amortizing rather than deducting an item, it could result
in an increase in a U.S. shareholder's income.

Second, under section 902, a domestic corporation which owns at
least 10 percent of the voting stock of a foreign corporation from
which it receives dividends is deemed to have paid a proportionate
share of any income taxes paid or deemed paid by such corporation
to any foreign country or to any possession of the United States on
the "accumulated profits" of such foreign corporation from which
the dividends were paid. The so-called "deemed paid" credit to
which a qualifying U.S. shareholder is entitled equals the foreign
taxes paid by the foreign corporation multiplied by the ratio of the
dividends to the foreign corporation's accumulated profits. For this
purpose, accumulated profits are essentially equivalent to earnings
and profits. Because the conference agreement could have the
effect of changing the ratio of dividends to accumulated profits, it
could change the section 902 deemed paid credit of the corpora-
tion's U.S. shareholders.

Third, section 1248 generally treats certain domestic corporations
as recognizing dividend income on the sale or exchange, or other
disposition, of the stock of certain foreign corporations. That divi-
dend income is measured by certain earnings and profits of the for-
eign corporation.

Although the conference agreement extends the changes in the
earnings and profits provisions to foreign corporations, as well as
domestic corporations, the application of the amendments pertain-
ing to LIFO inventory adjustments, installment sales, and the use
of the completed contract method of accounting is delayed for cer-
tain foreign corporations until taxable years beginning after De-
cember 31, 1985. This special effective date applies to foreign corpo-
rations deriving less than 20 percent of their gross income from
sources within the United States. It is anticipated that this delayed
effective date will provide both the Treasury and affected foreign
corporations and their- shareholders opportunity to consider how
those provisions should apply to such foreign corporations.

Distributions to 20-percent corporate shareholders

Under the proposed new earnings and profits rules, a corpora-
tion's earnings and profits can exceed its taxable income if its



income is deferred for purposes of determining gross income but
not for purposes of computing earnings and profits. The conferees
are concerned that, without a special rule, if a corporation with
earnings and profits in excess of taxable income makes a distribu-
tion to a corporate shareholder and the distribution is treated as a
dividend qualifying for a dividends received deduction, it may be
possible for earnings to be distributed to the corporate shareholder
without ever being subject to tax in the hands of the corporate
shareholder.

For example, assume that P Corporation owns 100 percent of the
stock of X Corporation, that P's basis in such stock is $200, that P
and X file separate income tax returns, and that X has no current
or accumulated earnings and profits. Assume further that X sells
an asset for a $1,000 installment note, realizing an $800 gain. Fi-
nally, assume that X borrows $500 secured by the installment note
and distributes the $500 to P In such event, under the provision,
absent a special rule, P would include the $500 distribution in
income but would likely qualify for a 100-percent dividends re-
ceived deduction. If P later sells its X stock for $200 (the value of
that stock if it is assumed that X will ultimately have a $300 tax
liability, in present value terms, on account of the installment
sale), it would not recognize gain or loss on the sale. As a result, P
would have realized an overall profit of $500.

Under the conference agreement, except as regulations may oth-
erwise provide, the taxable income of a corporate shareholder with
a 20-percent or greater interest in the distributing corporation, and
such shareholder's basis in the stock of the distributing corpora-
tion, are determined as if section 312(n) (as added by the bill) did
not apply to the distributing corporation. As a result, in the above
example, $200 of the distribution by X to P would be a return of
capital, and $300 would be taxed to P under section 301(c)(3). P's
basis in the X stock would be reduced to zero, and P would recog-
nize a $200 gain on the sale of the stock. This special rule does not
affect the computation of resulting earnings and profits of either
the distributing corporation or the corporate shareholder. Thus, for
purposes of computing earnings and profits of X and P, $500 of
earnings and profits would be treated as having been transferred
from X to P. Furthermore, the special rule applies only if the cor-
porate shareholder would, but for the special 20-percent corporate
shareholder rule, be entitled to a dividends received deduction with
respect to the distribution involved.

Under the rule, a 20-percent corporate shareholder is any corpo-
ration owning, directly or indirectly, stock possessing at least 20
percent of the total combined voting power of all classes of stock
entitled to vote or at least 20 percent of the total value of all class-
es of stock (excluding certain preferred stock) of the distributing
corporation. Attribution rules apply for purposes of determining
stock ownership.

This rule applies to distributions after the date of enactment.



b. Distributions by a corporation of discount obligations

Present law

A corporation may distribute as a dividend its own discount obli-
gations to its shareholders. Only the fair market value of the obli-
gations is includible in the gross income of such shareholders. How-
ever, some taxpayers have taken the position that the corporation's
earnings and profits are reduced by the entire principal amount of
such obligations (sec. 312(a)(2)).

It is unclear whether the original issue discount rules apply to
such a discount obligation upon its distribution.

House bill

In the case of a dividend distribution by a corporation of its own
discount obligation, the corporation's earnings and profits are re-
duced only by the issue price of the obligation at the time of the
distribution. The issue price is to be determined under the original
issue discount rules. Furthermore, the original issue discount rules
apply to the holder and the issuer of the obligation upon its distri-
bution.

The provision is effective for distributions after the date of enact-
ment.

Senate amendment

The Senate amendment is the same as the House bill except that
it applies to distributions declared after March 15, 1984.

Conference agreement

The conference agreement follows the Senate amendment.

12. Net operating loss, etc. carryover rules

Present law

The Tax Reform Act of 1976 substantially revised sections 382
and 383, which relate to the carryover of corporate net operating
losses and other corporate tax attributes following acquisitions, in-
cluding reorganizations. The 1976 Act revisions relating to acquisi-
tions other than reorganizations are generally effective with re-
spect to taxable years beginning after June 30, 1984. Those relating
to reorganizations are effective with respect to a reorganization
pursuant to a plan of reorganization adopted on or after January 1,
1984. The 1976 Act revisions are not explicitly made applicable to
"G" reorganizations (relating to reorganizations of corporations in
a title 11 or similar case).

House bill

The 1976 Act revisions relating to acquisitions other than reorga-
nizations are generally effective for taxable years beginning after
October 31, 1984. Those relating to reorganizations are effective
only with respect to a reorganization pursuant to a plan adopted
on or after November 1, 1984.



Senate amendment

The 1976 amendments relating to acquisitions other than reorga-
nizations are generally effective for taxable years beginning after
December 31, 1985. Those relating to reorganizations are effective
only with respect to a reorganization pursuant to a plan of reorga-
nization adopted on or after January 1, 1986.

Conference agreement

The conference agreement generally follows the Senate amend-
ment. Thus, for example, the revisions of the 1976 Act are not ap-
plicable to any reorganization pursuant to a plan of reorganization
not adopted on or after January 1, 1986. In addition, the 1976 Act
revisions, insofar as they relate to reorganizations, are amended to
clarify that, when they become effective, they will apply to "G" re-
organizations. This latter amendment is effective as if included in
the amendments made by section 4 of the Bankruptcy Tax Act of
1980.

13. Distribution requirement in the case of a "C" reorganization

Present law

A "C" reorganization, as defined by section 368(a)(1)(C), is an ac-
quisition by one corporation (the "acquiring corporation") of sub-
stantially all of the properties of another corporation (the "trans-
feror corporation") in exchange solely for voting stock of the ac-
quiring corporation or its parent corporation, or in exchange for
such voting stock and a limited amount of money or other proper-
ty. In determining whether an exchange is solely for voting stock,
the assumption by the acquiring corporation of a liability of the
transferor corporation, or the fact that the property acquired is
subject to a liability, generally is disregarded.

A transaction can qualify as a C reorganization even if the trans-
feror corporation does not distribute to its shareholders the consid-
eration received from the acquiring corporation or assets not trans-
ferred by it to the acquiring corporation. Furthermore, the Service
has ruled that a transaction can qualify as a C reorganization
where the transferor corporation distributes a 25-percent stock in-
terest in the acquiring corporation but retains liquid assets which
it intends to use to engage in an active trade or business. (Rev. Rul.
73-552, 1973-2 C.B. 116.)

Under present law, the acquiring corporation in a C reorganiza-
tion succeeds to, and takes into account, the tax attributes of the
transferor corporation described in section 381, subject to limita-
tions contained in that section and section 382. For example, the
acquiring corporation generally succeeds to the earnings and prof-
its of the transferor corporation.

Any distribution pursuant to the plan of reorganization by the
transferor corporation to its shareholders in exchange for their
stock in the transferor corporation is subject to section 354 (or so
much of section 356 as it relates to section 354). Thus, no gain or
loss is recognized to the shareholders of the transferor corporation
on the receipt of qualifying consideration. Gain may be recognized
under section 356, however, on the receipt of other property, but



not in an amount in excess of the sum of any money and the fair
market value of any other property received. If the receipt of such
property has the effect of a distribution of a dividend to a share-
holder, the shareholder is treated as receiving dividend income in
an amount equal to the amount of the gain realized on the ex-
change but not in excess of the shareholder's ratable share of un-
distributed earnings and profits of the corporation. The principles
of section 302 are applicable in testing for dividend equivalency
under section 356. Any gain recognized which is not treated as divi-
dend income is treated as gain from the sale or exchange of proper-
ty.

For purposes of determining the extent to which a shareholder is
to be treated as having received a dividend, the relevant earnings
and profits are the accumulated earnings and profits of the trans-
feror corporation. For this purpose, the exchange is generally
deemed to occur prior to the time the transferor corporation's earn-
ings and profits are inherited by the acquiring corporation under
section 381. Furthermore, the earnings and profits of the transferor
corporation inherited by the acquiring corporation under section
381 are reduced by amounts treated as a dividend under section
356.

House bill

No provision.

Senate amendment

Under the Senate amendment, a transaction can qualify as a C
reorganization only if the transferor corporation distributes all of
its assets (less those retained to meet claims), including consider-
ation received from the acquiring corporation and any retained
assets, within 12 months of the acquisition. Authority is provided
for the Secretary to prescribe regulations providing exceptions to
the distribution requirement.

The Secretary is also directed to prescribe regulations under sec-
tion 312 providing for the allocation of earnings and profits be-
tween the acquiring corporation and the transferor corporation in
situations in which, prior to the transaction, 80 percent or more of
the stock of the transferor corporation was held by one corporate
shareholder and in any other situation described in regulations.

The provision is applicable to transactions pursuant to a plan
adopted after the date of enactment.

Conference agreement

The conference agreement generally follows the Senate amend-
ment. However, under the conference agreement, the required dis-
tribution must be pursuant to the plan of reorganization rather
than within a 12-month period beginning on the date of the acqui-
sition. In addition, the conference agreement makes technical
modifications to the Senate amendment.

The provision contained in the Senate amendment that provides
that the Secretary may be regulations waive the application of the
distribution requirement, subject to any conditions imposed in the
regulations, is also retained under the conference agreement. The
report of the Senate committee, which the conferees endorse, states



that the Senate anticipated that waivers may be granted if a distri-
bution would result in substantial hardship. The conferees also
wish to make it clear that as a general rule a waiver is to be grant-
ed only on the condition that the transferor corporation and its
shareholders be treated as if the retained assests are distributed
and then contributed to the capital of a new corporation.

The conference agreement expands a provision contained in the
Senate amendment by providing the Secretary with authority to
issue regulations allocating the earnings and profits of the trans-
feror corporation between or among such corporation, any corpora-
tion in control of the transferor corporation immediately before the
reorganization, and the acquiring corporation in the case of a C re-
organization. Such authority is extended to D reorganizations as
well. The conferees anticipate that under those regulations, gener-
ally the consequences of an "A" reorganization (e.g., a merger) pre-
ceded by a distribution, on the one hand, and a C (or non-divisive
D) reorganization followed by a distribution, on the other hand,
will be consistent. In this regard, the Treasury might reconsider its
regulations relating to allocations of earnings and profits in trans-
actions under section 355.

The conferees wish to clarify that the provision applies to trans-
actions pursuant to a plan adopted after the date of enactment by
any corporation which would be a party to the reorganization if the
transaction qualifies as a reorganization.

14. Control requirement in a "D" reorganization

Present law

"D" reorganizations

Under section 368(a)(1)(D), a transfer by a corporation of all or a
part of its assets to a corporation controlled immediately after the
transfer by the transferor or one or more of its shareholders is gen-
erally treated as a "D" reorganization if, among other things, stock
or securities of the controlled corporation are distributed in a
transaction qualifying under sections 354, 355, or 356. For the
transaction to qualify under section 354 (or so much of section 356
as relates to section 354), the acquiring corporation must acquire
substantially all the assets of the transferor corporation (a non-di-
visive D reorganization). For purposes of determining whether a
transaction qualifies as a D reorganization, the term "control" is
defined in section 368(c) as the ownership of stock possessing at
least 80 percent of the total combined voting power of all classes of
stock entitled to vote and at least 80 percent of the total number of
shares of all other classes of stock of the corporation. No attribu-
tion rules are explicitly made applicable.

Liquidation and contribution to a related corporation

In general, under section 331, amounts distributed to a share-
holder in complete liquidation of a corporation are treated as in
full payment in exchange for the shareholder's stock. If the stock is
a capital asset in the hands of the shareholder, a complete liquida-
tion will result in capital gain or loss. The shareholder's basis in
the property received in a taxable liquidation is the fair market



value of the property at the time of the distribution. With several
exceptions, no gain or loss is recognized to the distributing corpora-
tion on a distribution in complete liquidation of such corporation or
a liquidating sale by the corporation.

Under section 351, generally no gain or loss is recognized if prop-
erty is transferred to a corporation by one or more persons solely
in exchange for stock or securities in such corporation and, imme-
diately after the exchange, such person or persons are in control of
the corporation. As a general rule, a transferor takes a substitute
basis in stock or securities received in the exchange. The corpora-
tion's basis in property received from the transferor is generally
determined with reference to the basis of such property in the
transferor's hands.

House bill
No provision.

Senate amendment
Under the Senate amendment, for purposes of determining

whether a non-divisive transaction qualifies as a D reorganization,"control" is defined as ownership of stock possessing at least 50
percent of the total combined voting power of all classes of stock
entitled to vote and at least 50 percent of the total number of
shares of all other classes of stock of the corporation. Further, the
constructive ownership of stock rules contained in section 318(a), as
modified, are applicable for purposes of determining whether the
transferor corporation or its shareholders are in control of the ac-
quiring corporation. The provision is applicable to transactions pur-
suant to a plan adopted after the date of enactment.

Conference agreement
The conference agreement generally follows the Senate amend-

ment in that under the conference agreement the general defini-
tion of "control" contained in section 368(c) does not apply for pur-
poses of determining whether a non-divisive transaction qualifies
as a D reorganization. However, the definition substituted for the
section 368(c) definition by the Senate amendment is modified
under the conference agreement.

Under the conference agreement, control means the ownership,
directly or indirectly, 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 all shares of all classes of
stock. The conferees believe that by taking value into account this
definition increases the utility to the Internal Revenue Service of
the D reorganization provisions as a means of preventing taxpayers
from bailing out earnings and profits at capital gains rates in liqui-
dation-reincorporation transactions.

In addition, the conferees wish to clarify that they do not intend
that recharacterization as a D reorganization under this provision
be the exclusive means for the Service to challenge liquidation-
reincorporation and similar transactions. For example, it is not in-
tended that this provision supercede or otherwise replace the vari-
ous doctrines that have been developed by the Service and the
courts to deal with such transactions. See, e.g., Rev. Rul. 61-156,
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1961-2 C.B. 62; Telephone Answering Service Co. v. Commissioner,
62 T.C. 423 (1974), aff'd., 546 F.2d 423 (4th Cir. 1976), cert. denied,
431 U.S. 914 (1977); and J.E. Smothers v. U.S., 642 F.2d 894 (5th Cir.
1981).

The conferees wish to clarify that the provision applies to trans-
actions pursuant to a plan adopted after the date of enactment by
any corporation which would be a party to the reorganization if the
transaction qualifies as a reorganization.

15. Collapsible corporations

Present law
The collapsible corporation rules are designed to prevent the use

of a corporation to convert what would be ordinary income in the
hands of a shareholder to capital gain. A shareholder's gain on the
sale or exchange of stock in a collapsible corporation is generally
required to be reported as ordinary income. However, the collapsi-
ble corporation rules are inapplicable if the collapsible corporation
realizes a "substantial part" of the income to be derived from its
collapsible assets. In Commissioner v. Kelley, 293 F.2d 904 (5th Cir.
1961), the court held that the "substantial part" test is satisfied if
the corporation has realized one-third of the income to be derived
from its collapsible assets.

Under a second exception, the collapsible corporation rules are
inapplicable if 70 percent or less of a shareholder's gain on the dis-
position of his stock in the corporation is attributable to the col-
lapsible assets (the "70/30" rule).

House bill
The House bill provides that the "substantial part" test requires

the realization of at least two-thirds of the income from collapsible
assets. In addition, the Secretary is authorized to promulgate regu-
lations to make conforming changes to the 70/30 rule, treating all
property described in section 1221(a) as one item of property.

The provision is effective for sales and exchanges made after the
date of enactment.

Senate amendment
The Senate amendment is generally the same as the House bill

except that the provision is applicable to sales and exchanges made
after December 31, 1984. Under a transition rule, the provisions of
the bill are inapplicable if, prior to January 1, 1985, a corporation
realized a "substantial part" of the income to be derived from any
property.

Conference agreement
The conference agreement follows the House bill.

16. Phaseout of graduated rates for large corporations

Present law
Present law provides graduated corporate rates on the first

$100,000 of taxable income. These rates provide a maximum tax re-



duction of $20,250 in tax below the tax which would be imposed if
the tax rate on that income were 46 percent.

House bill

No provision.

Senate amendment

The Senate amendment phases out the benefits of the graduated
rates on corporations with taxable income in excess of $1 million,
by imposing an additional 5 percent tax on the first $400,000 of tax-
able income over $1 million. This recaptures $20,000 of the grad-
uated rate benefits for corporations with taxable income in excess
of $1.4 million.

The provision applies to taxable years beginning after December
31, 1983. (Under Code section 21, the provision will apply on a pro-
rata basis to 1983-1984 fiscal years.)

Conference agreement

The conference agreement generally follows the Senate amend-
ment. However, the full $20,250 of tax benefit from the graduated
rates is recaptured. Also, the conference agreement provides that
this provision will not apply to any 1983-1984 fiscal years. Thus,
the provision applies only to taxable years beginning after Decem-
ber 31, 1984.

17. Golden parachute contracts

Present law
A corporation is allowed a deduction for all the ordinary and

necessary expenses paid or incurred during the taxable year in car-
rying on a trade or business. Reasonable allowances for salaries or
other compensation for personal services actually rendered general-
ly qualify as ordinary and necessary trade or business expenses.

House bill

No provision.

Senate amendment

Under the Senate amendment, all payments under a "golden
parachute" contract are presumed to be excessive. The presump-
tion is rebuttable, but only by a showing that the payments are a
reasonable allowance for salaries or other compensation for person-
al services actually rendered. It may not be rebutted by a showing
that the payments otherwise qualify as an ordinary and necessary
trade or business expense.

If any payments under a golden parachute contract are exces-
sive, none of the payments under that contract are deductible, and
a nondeductible excise tax of 20 percent is imposed on the recipient
with respect to all of the payments.

A golden parachute contract generally is any contract entered
into by a corporation with any officer, shareholder, or highly-com-
pensated individual (including any independent contractor) provid-
ing, at the time of execution, for contingent payments of cash (or
property) which are to be made in the event of a change (or threat-



ened change) in ownership or control of the corporation (or of a sig-
nificant portion of its assets). Furthermore, the present value of the
payments (determined as of the time the contingency occurs) must
exceed 200 percent of the highest compensation income of the indi-
vidual from the corporation includible in his gross income during
any of the five taxable years ending with the taxable year preced-
ing the taxable year in which the contract is executed. Present
value is determined under section 1274, as added by the bill.

Payments under golden parachute contracts, like any termina-
tion pay, are subject to FICA taxes when paid.

To the extent provided by regulations, any contract which the
Securities and Exchange Commission classifies as unreasonable in
situations involving a threatened takeover will also constitute a
golden parachute contract.

The provision is applicable to payments under contracts entered
into after March 15, 1984.

Conference agreement

General rule

Under the conference agreement, no deduction is allowed for
"excess parachute payments" paid or accrued. Furthermore, a non-
drductible 20 percent excise tax is imposed on the recipient of any
e- 'ss parachute payments.

Parachute payment

A "parachute payment" is any payment in the nature of compen-
sation to (or for the benefit of) a "disqualified individual" if such
payment is contingent on a change in the ownership or effective
control of a corporation, or in the ownership of a substantial por-
tion of its assets, if the aggregate present value of all such pay-
ments made or to be made to (or for the benefit of) the disqualified
individual equals or exceeds three times the "base amount". The
"base amount" is the average annualized compensation income (in-
cluding, for example, ordinary income with respect to stock op-
tions) from the corporation includible in the disqualified individ-
ual's gross income over the five-taxable-year period (or if the indi-
vidual did not perform services throughout such five-taxable year
period for such corporation, the portion of such period during
which the individual did perform services for the corporation) pre-
ceding the taxable year in which the change of ownership or con-
trol occurs.

A "disqualified individual" means any individual who is an em-
ployee, independent contractor, or other person specified in regula-
tions who performs personal services for the corporation and who
is an officer, shareholder, or highly-compensated individual of such
corporation. Personal service corporations and similar entities are
treated as individuals for this purpose. Thus, for example, if an in-
dividual performs services for a corporation through a personal
service corporation, parachute payments to the personal service
corporation are treated as made to the individual. Similarly, any
office held by the individual is treated as held by his personal serv-
ice corporation.



To be a parachute payment, the payment must be contingent on
a change in ownership or effective control. In general a payment is
to be treated as contingent on a change of ownership or control
under the provision if such payment would not in fact have been
made to the disqualified individual had no change in ownership or
control occurred. Furthermore, a payment is to be treated as con-
tingent on a change of ownership or control if the change deter-
mines the time such payment in fact is to be made. Finally, a pay-
ment may be a parachute payment even if the employment of the
individual involved is not voluntarily or involuntarily terminated.

The following examples illustrate the "contingent on a change in
ownership or control" concept.

Example (1).-Assume that a contract provides for payments to a
disqualified individual if control of the corporate employer changes.
Assume that control does change and payments under the contract
are made. The payments are contingent on the change in control,
even if the individual continues in the employ of the corporation.

Example (2).-Assume that a contract provides for payments to a
disqualified individual contingent upon termination of his employ-
ment. A change of control occurs, and thereafter, as a result of the
change, the employment of the individual is terminated. Payments
under the contract are to be treated as contingent on the change in
control.

Example (3).-Assume that a contract provides for the accelera-
tion of vesting or a payment of any deferred incentive compensa-
tion, for the acceleration of the time for the exercise of stock op-
tions, or for payments in cancellation of stock options, contingent
on a change in control. Payments resulting from such a contract
are treated as contingent on a change in control.

Parachute payment presumption

Under the conference agreement, payments under a contract en-
tered into (or amended in significant relevant respect) within one
year before a change in ownership or control are presumed contin-
gent on such a change, even if such payments are not contingent
on a change in ownership or control, unless the contrary is estab-
lished by clear and convincing evidence.

Property transfers
Under the conference agreement, transfers of property (e.g.,

stock options) are treated as payments for purposes of the provi-
sion. Any such property is taken into account at its fair market
value, and all such property is to be valued for purposes of the pro-
visions. Under the conference agreement, present values are deter-
mined in accordance with the principles of section 1274(b)(2), as
added by the bill.

Change in ownership or control

Whether a particular transaction involves a change in the own-
ership or effective control of a corporation or in the ownership of a
substantial portion of its assets is to be determined under all the
facts and circumstances.



Excess parachute payments

"Excess parachute payments" are any parachute payments in
excess of the base amount which are not reasonable compensation
for personal services actually rendered by the disqualified individ-
ual. Under the conference agreement, it is presumed that no para-
chute payment is reasonable compensation for personal services ac-
tually rendered. Such presumption may be rebutted, but only by
clear and convincing evidence. To the extent that the presumption
is rebutted, the provision does not apply. To the extent the taxpay-
er establishes the amount that is reasonable compensation for serv-
ices actually rendered, it is first applied against the base amount.
The conferees do not intend that services adequately compensated
for by payments that are not parachute payments be taken into ac-
count in determining whether parachute payments are payments
of reasonable compensation.

For example, assume that the disqualified individual's base
amount is $100,000. Assume further that a payment totalling
$400,000, which is contingent on a change in control, is made on
the date of the change. Under the provision, parachute payments
total $400,000, and the provision applies because $400,000 exceeds
$309,000 (three times the base amount). Excess parachute pay-
ments total as much as $300,000 ($400,000 less $100,000, the base
amount). Assume that the taxpayer establishes by clear and con-
vincing evidence that reasonable compensation for services com-
pensated for by the parachute payments totals $150,000. Under the
conference agreement, excess parachute payments equal $250,000
($300,000 less ($150,000 less $100,000)).

If, in the above example, parachute payments totalled only
$290,000, the provision would not apply. In that case, the parachute
payments would not equal or exceed three times the base amount.

Reasonable compensation
The conferees believe that in most large corporations, executives

are not under-compensated. As a result, the conferees contemplate
that only in rare cases, if any, will any portion of a parachute pay-
ment be treated as reasonable compensation in response to an ar-
gument that the executive was under-compensated in earlier years.
On the other hand, payments of compensation previously earned
which are in fact made by reason of a change in ownership or con-
trol are generally to be treated as reasonable compensation under
the provision. For example, payments under the following agree-
ments are generally to be treated as reasonable compensation
under the provision if such payments would have been made in the
future in any event, even though the timing of such payments is in
fact be triggered by a change in control: (1) payments in cancella-
tion of a normal stock option, or normal stock appreciation right,
granted more than one year before the change; (2) exercises after
termination of stock options or stock appreciation rights issued as
part of a normal compensation package granted more than one
year before the change; (3) compensation previously earned and de-
ferred pursuant to a plan of the employer, such as a staggered
bonus plan, or at the election of the employee; and (4) amounts
paid under a retirement plan that supplements a tax-qualified plan



to the extent such amounts are designed to compensate a newly-
hired key employee for the loss of retirement benefits attributable
to services performed for a prior employer.

Violation of securities laws or regulations

Under the conference agreement, the term "parachute payment"
also includes any payments under a contract similar to a contract
providing for parachute payments which violates securities law or
regulations. However, the rules relating to reasonable compensa-
tion are not applicable in determining how much of such parachute
payments are excessive.

Withholding

Rules regarding withholding taxes and FICA taxes are also pro-
vided.

Application

The provision is to be applied on a pro rata basis with respect to
each excess parachute payment paid or accrued by the corporation
or received by the disqualified individual in excess of the portion of
the base amount allocated to such payment. The conferees intend
that any reasonable compensation in excess of the base amount be
allocated to the first parachute payments made.

Other
The conference agreement authorizes the Treasury to prescribe

regulations necessary to carry out the purposes of the provision (in-
cluding regulations for the application of the provision in the case
of related corporations and personal service corporations). Those
regulations are to prescribe rules for the case in which the dis-
qualified individual commences working for the corporation in the
year the change in ownership or control occurs.

No inference is intended as to the deductibility under present
law of amounts paid or accrued under so-called golden parachute
agreements. Nor is any inference intended as to the deductibility of
any parachute payments which are not excess parachute payments
under the provision.

Effective date

The conference agreement is effective for payments made under
contracts entered into or renewed after June 14, 1984. For this pur-
pose, a contract cancellable at will by either party is to be treated
as a new contract entered into on the date any such cancellation, if
made, would be effective. Payments under agreements in effect on
June 14, 1984, are not affected by the provision unless the terms of
such agreements are amended in significant relevant respect after
that date. The conferees intend that an agreement will be treated
as so amended if it is amended (or supplemented) either to add or
modify a change in ownership or control trigger (or similar trig-
ger), to increase amounts payable (or, where payment is under a
formula, to modify the formula) in the event of such a trigger, or to
accelerate the payment of amounts otherwise payable at a later
date in the event of such a trigger. Where a golden parachute
agreement in effect on June 14, 1984, is so amended or supplement-



ed after that date, all amounts payable under the contract (and
any supplement) are subject to the provision.

18. Increase in reduction of certain corporate tax preference
items from 15 percent to 20 percent

Present law

TEFRA reduced certain corporate tax preferences by 15 percent.
These preferences include real estate, capital gains, percentage de-
pletion for coal and iron ore, bad debt reserves and interest to
carry tax-exempt obligations of financial institutions, amortization
of pollution control facilities, DISC, intangible drilling expenses of
integrated oil companies, and mining exploration and development
costs.

The corporate minimum tax was adjusted to prevent a double
impact of the two provisions.

House bill

No provision.

Senate amendment

The Senate amendment generally increases the preference cut-
back from 15 to 20 percent, including a similar adjustment to the
new Foreign Sales Corporation provision. The Senate amendment
makes a corresponding adjustment to the corporate minimum tax.
The cutback in the depletion allowance for coal and iron ore re-
mains unchanged.

The provision applies to taxable years beginning after, and trans-
actions after, December 31, 1984.

Conference agreement

The conference agreement follows the Senate amendment.

E. Partnership Provisions

1. Shifting of income, gain, loss, and deduction when partnership
interests change

Present law

Contributions

Under present law (sec. 704(c)), when property is contributed to a
partnership, depreciation, depletion, or gain or loss with respect to
the contributed property may 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 contri-
bution (i.e., the built-in gain or loss on the property). If the partner-
ship does not make allocations on this basis, the allocations are
made as if the property had been purchased by the partnership. It
generally is thought that a portion of the built-in gain or loss that
would have been realized by the contributing partner if he had sold
the property may be shifted to the other partners.



Retroactive allocations
The Tax Reform Act of 1976 amended the partnership provisions

to preclude a partner who acquires his interest late in the taxable
year from taking into account partnership items incurred prior to
his entry into the partnership ("retroactive allocations" of partner-
ship losses). The 1976 Act provided that when partners' interests
change during the taxable year, each partner's share of various
items of partnership income gain, loss, deduction, and credit is to
be determined by taking into account each partner's varying inter-
est in the partnership during the taxable year.

Some taxpayers argue that the 1976 Act rule may be avoided in
the case of tiered partnership arrangements on the theory that
losses sustained by the lower-tier partnership are allocable to the
day in the upper-tier partnership's taxable year on which the
lower-tier partnership's taxable year closes. Similarly, partnerships
using the cash receipts and disbursements method of accounting
have avoided the retroactive allocation rules by deferring actual
payment of accrued deductions until near the end of the partner-
ship's taxable year.

House bill

Contributions

Under the House bill, depreciation, depletion, and gain or loss
with respect to contributed property are to be shared among the
partners, pursuant to Treasury regulations, so as to take account of
the difference between the partnership's basis for the property and
the fair market value of the property at the time of contribution.
The report of the House committee anticipates that the regulations
under this provision generally will provide for the same result that
is achieved under present law when a partnership elects to provide
for sharing of depreciation, depletion, and gain or loss among the
partners so as to take into account fully the difference between the
basis and fair market value of the property contributed to the part-
nership (at the time of the contribution). Thus, it will not be possi-
ble to shift built-in gain or loss from the contributing partner to
the other partners.

The provision is effective with respect to property contributed to
a partnership after March 31, 1984.

Retroactive allocations

The House bill provides that if any partner's interest in a part-
nership changes at any time during the partnership's taxable year,
each partner's share of each item of partnership income, gain, loss,
deduction, and credit is to be determined by using any method pre-
scribed by Treasury regulations which takes into account the vary-
ing interests of the partners in the partnership during the taxable
year. Unless these regulations provide otherwise, the House bill re-
quires, in the case of cash-method partnerships, that interest,
taxes, payments for services or use of property, and any other item
specified in regulations be assigned to each day in the period to
which it is attributable (i.e., to the day or days in such period to
which such item would accrue if such partnership were on the ac-



crual method) and allocated among the partners in proportion to
their interests in the partnership at the close of each day.

In the case of tiered partnerships, the bill provides that the
upper-tier partnership's share of any item of income, gain, loss, de-
duction, or credit of the lower-tier partnership will, except as other-
wise provided in regulations, be prorated equally over the portion
of the taxable year during which the upper-tier partnership had an
interest in the subsidiary.

The provision applies to items attributable to periods after, or
amounts paid or accrued after, March 31, 1984.

Senate amendment

Contributions

The Senate amendment is the same as the House bill with re-
spect to the partner's share of depreciation, depletion, and gain or
loss on property contributed to a partnership.

Retroactive allocations

The Senate amendment generally is the same as the House bill
with respect to retroactive allocations of partnership items, except
that the amendment explicitly provides that when there is a dispo-
sition of less than an entire interest in a partnership by a partner
(including entry of a new partner), the partnership may elect (on
an annual basis) to determine the varying interests of the partners
by using a monthly convention that treats any changes in any
partner's interest as occurring on the first day of the month.

Conference agreement

The conference agreement follows the House bill and the Senate
amendment with modifications to eliminate gaps in the provisions
identified by the conference committee.

Contributions
Under the conference agreement, the Secretary is provided with

authority to require items of income, gain, loss, and deduction with
respect to contributed property to be shared among the partners to
take account of the variation between the basis and fair market
value of such property at the time of contribution. By making ref-
erence to items of income and deduction, the conferees do not
intend for the Treasury to require such variations to be eliminated
by allocations of operating income and loss attributable to the con-
tributed property (other than depreciation, depletion, and similar
items). Rather, the conference agreement intends to address situa-
tions in which a partner on the cash receipts and disbursements
method of accounting contributes accounts receivable, accounts
payable, or other accrued but unpaid items to a partnership that
uses the same method of accounting. Thus, for example, if a cash-
method taxpayer contributes accounts payable to a cash-method
partnership, the deductions attributable to those items generally
will be allocated to the contributing partner if possible, and if not,
capitalized (see the discussion of retroactive allocations below). The
committee intends that, similar to the amendments recently made
to section 357(c) (and contrary to Rev. Rul. 60-345, 1960-2 C.B. 211),



these accrued but unpaid items should not be treated as partner-
ship liabilities for purposes of section 752. The conferees expect
that the Treasury will provide regulations to cover situations in
which the partnership is on the accrual method of accounting.
These changes, and the changes contained in new section 724, are
not intended to override the anticipatory assignment of income doc-
trine in those situations in which such doctrine would apply to a
cash-method partner's contribution of accrued but unpaid items to
a partnership. See, e.g., Rev. Rul. 80-198, 1980-2 C.B. 113 and Rev.
Rul. 80-199, 1982-2 C.B. 122, and the cases cited therein. These
changes compliment, and are consistent with, the modifications to
the retroactive allocation provisions adopted by the conferees
which prevent a cash-method partnership from shifting its accrued
deductions to partners who are admitted to the partnership after
such deductions are accrued.

The conferees are concerned with complexities that may arise in
applying this new rule to allocations of depreciation and depletion.
In this regard, the conferees note that the report of the Senate
committee suggests ways in which the Treasury might provide for
flexibility in applying the new rule (for example, in the case of
small operating partnerships) when no tax avoidance potential
exists. The conferees intend that this language be read as illustra-
tive of, rather than as a limitation on, the Secretary's authority to
provide reasonable rules as long as' no abuse potential is present.
For example, the conferees recognize that the Secretary may decide
to require taxpayers to allocate only the built-in gain or loss on
contributed property under new section 704(c) and permit alloca-
tions of depreciation, depletion, or similar items with respect to
such property, to be governed by section 704(b), provided this flexi-
bility is not likely to result in the contributing partner avoiding
the effect of the allocation of built-in gain or loss (such as when the
property is expected to be held by the partnership until it has
little, if any fair market value). Although partnerships may contin-
ue to rely on the regulations issued under present section 704(c)(2)
until new regulations are proposed, the conference agreement pro-
vides authority for the Secretary to significantly modify or expand
those rules. Those modified regulations may take into account situ-
ations not addressed by the current rules, including those involving
contributions of (1) more than one item of property with built-in
gain or loss by a single partner, (2) property with built-in gain or
loss by more than one partner, (3) property with built-in gain that
would constitute ordinary income under the various recapture pro-
visions, (4) property which is disposed of by the partnership for
'substituted basis' transaction as defined in new section
7701(a)(42), (5) property when there are disproportionate profit and
loss sharing arrangements contained in the partnership agreement,
and (6) property which is not disposed of prior to the contributing
partner's disposition of his partnership interest.

Finally, the conferees wish to clarify the intended effect of this
new rule on the allowance for depletion. Under present law, a part-
nership allocates the adjusted basis of an oil or gas property among
those who are partners as of the time the property is acquired and
also allocates the amount realized from the taxable disposition of
such property among the partners. Each partner uses these items



to separately compute his depletion deductions and gain or loss
with respect to the property. Thus, the partnership does not actual-
ly allocate depletion or gain or loss with respect to such property
depletion to its partners. The conferees intend that the Treasury
regulations will provide for allocations of adjusted basis and
amount realized to account for any built-in gain or loss on the con-
tributed oil and gas properties, but may permit flexibility in allo-
cating adjusted basis in non-abusive cases consistent with the dis-
cussion above.

Retroactive allocations

The conference agreement follows the House bill and the Senate
amendment, except that (1) the treatment of items attributable to
more than one year is modified, (2) the monthly convention rule of
the Senate bill is not included, and (3) the treatment of tiered part-
nerships is clarified.

Under the conference agreement, a technical defect of the House
bill and Senate amendment which would have permitted taxpayers
to avoid the retroactive allocation rules by delaying payment of de-
ductible cash-method items until the first day of the year following
the year of a change in partnership interests is modified. Thus, if
any portion of such an item is properly attributable to periods
before the beginning of the taxable year, the agreement requires
that such portion be allocated to the persons who were partners on
the days to which such portion is attributable in proportion to
their varying interests in the partnership on those days (deter-
mined in a manner consistent with section 704). This determination
will require allocation of such items in the manner in which the
partners would have borne the corresponding economic cost, even
though the cost is actually borne by another partner (typically, a
later-admitted partner) in connection with a change in the part-
ners' interests in the partnership (other than a change governed by
section 761 rather than section 706). If the persons to whom all or
part of such items are allocable are not partners in the partnership
on the first day of the partnership taxable year in which the item
is taken into account, then their portion must be capitalized by the
partnership and allocated to the basis of partnership assets in the
manner required by section 755.

With respect to the monthly convention, the conferees under-
stand that the Secretary will provide for a monthly convention by
regulation; thus, the statutory provision adopted by the Senate is
unnecessary. Under this convention, partners entering after the
15th day of a month will be treated as entering on the first day of
the following month and partners entering during the first 15 days
of a month will be treated as entering on the first day of the
month. Further, the conferees note that the Secretary may provide
for other conventions and may deny the use of any convention
when the occurrence of significant, discrete events (e.g., a large, un-
usual gain or loss) would mean that use of a convention could
result in significant tax avoidance.

With respect to the treatment of tiered partnerships, the confer-
ence agreement provides that when there is a change in the inter-
ests of the partners of the upper-tier partnership, items of the sub-
sidiary are (except as otherwise provided by regulations) to be allo-



cated among the partners of the upper-tier partnership (1) by as-
signing the appropriate portion of each item to the appropriate day
in the upper-tier partnership's taxable year on which the upper-
tier partnership is a partner in the lower-tier partnership, and (2)
by allocating the portion assigned to a day among the partners in
proportion to their interests in the upper-tier partnership as of the
close of the day (determined in a manner consistent with section
704). For this purpose, items allocable to periods before or after the
upper-tier partnership's taxable year will be assigned to the first or
last day of that year, respectively. If the persons to whom items are
properly allocated are no longer partners in the upper-tier partner-
ship on the firstday of the upper-tier partnership taxable year in
which the item is taken into account, then that such persons' por-
tion of such items are capitalized and allocated to the basis of part-
nership assets in the manner required by section 755.

Effective dates

The provisions of the conference agreement relating to contribu-
tions apply to contributions made after March 31, 1984. In the case
of allocations with respect to items other than depreciation, deple-
tion, and gain or loss, the conferees expect that the regulations re-
quiring allocation and describing the method of allocation will take
effect no earlier than the date those regulations are proposed.

The provisions of the conference agreement relating to retroac-
tive allocations of partnership items apply to amounts attributable
to periods before or after March 31, 1984, and in the case of tiered
partnerships, amounts paid or accrued by the lower tier partner-
ship after March 31, 1984.

2. Uses of partnerships to change the character and timing of
income, gain, loss, or deduction

a. Payments to partners for property or certain services

Present law
The contribution of property to a partnership in return for a

partnership interest is generally a tax-free transaction (sec. 721). If,
instead of contributing property to a partnership, the taxpayer
sells property to the partnership, the taxpayer recognizes gain or
loss on the sale and the partnership is generally required to cap-
italize the amount of the purchase price, which may be deductible
over the useful life of the property (or any applicable recovery
period). When services are provided to a partnership, the partner-
ship may be permitted to deduct amounts paid or incurred for such
services (subject to the rules generally applicable to other taxpay-
ers), and the party providing services must include an equivalent
amount in income. However, a partnership, like any taxpayer, is
generally required to capitalize (rather than currently deduct) ex-
penditures which relate to the improvement of property or which
create an asset the useful life of which extends substantially
beyond the end of the taxable year. Present law (sec. 709) also pro-
vides specifically that a partnership may not currently deduct
amounts paid or incurred to organize the partnership. Instead, the
partnership may elect to deduct these amounts ratably over a 5-



year period, or, alternatively, may capitalize these expenses. In ad-
dition, neither the partnership nor any partner may even deduct
syndication fees. These rules are equally applicable to services pro-
vided by third parties and services provided by a partner acting in
a capacity other than that of a member of the partnership.

When a partnership allocates income from partnership oper-
ations among its partners, the partners generally include these
amounts in income for the taxable year of the partner in which the
partnership taxable year ends. This is distinct from a distribution
of partnership assets, which generally is tax-free to the extent that
the amount distributed does not exceed the recipient-partner's
basis for his partnership interest. This tax-free treatment is based,
in part, on the theory that a partner is entitled to withdraw the
adjusted basis of his investment in a partnership (including the
constructive investment retained by the partnership that corre-
sponds to the partnership income on which the partner has paid
tax) before recognizing gain on the investment.

Although amounts allocated to a partner are not deductible by
the partnership, an allocation of taxable income to one partner
may have the effect of a deduction for the remaining partners by
reducing the amount of taxable income allocated to them.

Under case law, partnerships have been used to circumvent the
requirement to capitalize certain expenses and other rules and re-
strictions concerning various expenses by making allocations of
income and corresponding distributions in place of direct payments
for property or services. Similarly, taxpayers have deferred or
avoided tax on sales of property (including partnership interests)
by characterizing sales as contributions of property (including
money) followed (or preceded) by a related distribution of partner-
ship property (including money). Although Treasury regulations
provide that the substance of the transaction should govern in
these latter cases, court decisions have allowed tax-free treatment
in cases which are economically indistinguishable from sales of
property by the partner to a partnership or to another partner.

House bill

Recharacterization of payments for capital expenses

Under the House bill, if a partner performs services for, or trans-
fers property to, a partnership and receives a related allocation
(direct or indirect) of partnership income or gain, the transaction
will be treated as a transaction between the partnership and a
person who is not a partner. This rule applies only if a direct pay-
ment for the property or services would have been a capital ex-
penditure by the partnership. Thus, the amount paid to the part-
ner in consideration for the property or services will be treated as
a fee for services or purchase price of property provided to the
partnership (as the case may be) and the partnership will be re-
quired to capitalize these amounts. The partnership will disregard
the purported allocation to the partner performing services or
transferring property to the partnership in determining the part-
ners' shares taxable income or loss.

This provision applies to services performed, or property trans-
ferred, after March 1, 1984.



Disguised sales

The House bill provides that, when a partner transfers money or
other property to a partnership and there is a related direct or in-
direct transfer of money or other property to that partner or other
partner, the transaction is to be treated (as appropriate) as a sale
between the partners of property (including partnership interests)
or as a partial sale and partial contribution of the property to the
partnerships. The selling partner will be required to recognize gain
(or loss) on all or part of the amount received in the transaction.
This rule is intended to prevent the parties from characterizing a
sale or exchange of property as a contribution to the partnership
followed by a distribution from the partnership thereby deferring
or avoiding tax on the transaction.

This provision applies to property transferred after March 1,
1984.

Definition of partner
For purposes of the preceding rules, the House bill treats part-

ners joining at the end of a series of transactions as partners for
the entire series.

Senate amendment

Payments for services or property
The Senate amendment generally is consistent with the House

bill with three modifications. First, clarifying amendments explicit-
ly limit the application of the rule to cases in which the perform-
ance of services or transfer of property and a related allocation or
distribution to a partner are, when viewed together, properly char-
acterized as occurring between the partnership and a partner
acting in his nonpartner capacity. Second, the rule is not limited to
transactions in which direct partnership payments would have to
be capitalized. Third, the provision applies to services performed or
property transferred after February 29, 1984.

Disguised sales
The Senate amendment generally is consistent with the House

bill with two modifications. First, clarifying amendments explicitly
limit the provision to cases in which a transfer of money or proper-
ty to a partnership and a related transfer of money or property by
the partnership are, when viewed together, properly characterized
as a sale of property. Second, the provision applies to property
transferred after March 31, 1984, except for property transferred
before December 31, 1984, if (1) there was a written private place-
ment offering memorandum in existence on February 29, 1984, (2)
the partner had expended $250,000 in connection with the offering
of February 29, 1984, (3) the partner contributing encumbered prop-
erty is the sole general partner, and (4) all of the encumbrances in-
curred in anticipation of the contribution are without recourse.

Definition of partner
The Senate amendment contains no provision relating to the def-

inition is a partner, since Treasury's general regulatory authority
will permit it to prescribe rules to prevent abuses.



Conference agreement

The conference agreement follows the Senate amendment.
The conferees wish to note that when a partner of a partnership

contributes property to the partnership and that property is bor-
rowed against, pledged as collateral for a loan, or otherwise refi-
nanced, and the proceeds of the loan are distributed to the contrib-
uting partner, there will be no disguised sale under the provision
to the extent the contributing partner, in substance, retains liabil-
ity for repayment of the borrowed amounts (i.e., to the extent the
other partners have no direct or indirect risk of loss with respect to
such amounts) since, in effect, the partner has simply borrowed
through the partnership. However, to the extent the other partners
directly or indirectly bear the risk of loss with respect to the bor-
rowed amounts, this may constitute a payment to the contributing
partner.

Effective dates.-The provision of the conference agreement re-
lating to disguised payments for services or property apply to serv-
ices performed or property transferred after February 29, 1984. The
provision relating to disguised sales of property apply to property
transferred after March 31, 1984, with two exceptions. First, the
conference agreement includes the transitional rule of the Senate
amendment for certain transfers for which there was a written pri-
vate placement offering in existence on February 29, 1984. Second,
the agreement provides a transitional rule, for any transfer of
property pursuant to a contract which was a binding contract on
March 31, 1984, and at all times thereafter.

b. Character of gain or loss on contributed property

Present law

The character of income or loss from the disposition of property
by a partnership is generally determined at the partnership level.
Under present law, a contribution of property to a partnership by a
partner, followed by a sale of the property, may result in a charac-
ter of gain or loss different from that which would have resulted
from a direct sale by the partner. Thus, taxpayers have contended
that ordinary income may be converted into capital gain when
dealer status exists at the partner but not at the partnership level
and that capital loss may be converted into ordinary loss when
dealer status exists at the partnership but not the partner level.

This result can be contrasted with the treatment of certain ordi-
nary income property distributed by a partnership and subsequent-
ly sold by the recipient. The character of gain or loss on property
in su- h a case generally is determined by the character of the prop-
erty in the hands of the distributee with two exceptions. First, in
the case of certain inventory items, the ordinary income character
of an asset in the hands of the partnership carries over to the part-
ner for a 5-year period. Second, the ordinary income character of
certain unrealized trade or business receivables also carries over to
the partner on an indefinite basis (sec. 735).



House bill
Under the House bill, if a partnership disposes of property which

was inventory property in the hands of a partner immediately
before its contribution, then any gain or loss recognized by the
partnership on the disposition of the property during a period of 5
years after the date of the contribution will be treated as ordinary
income or loss. Gain or loss on a disposition of unrealized receiv-
ables contributed by a partner will be treated as ordinary income
or loss regardless of the date of disposition. The House bill also pro-
vides that built-in losses on capital assets will retain their charac-
ter as capital losses for a period of 5 years after the date of contri-
bution, but only to the extent of pre-contribution unrealized losses.

The bill further provides that, for purposes of the rules regarding
contributed and distributed property (i.e., the new rules and section
735 of present law but not section 751), certain trade or business
property which would qualify as a capital asset under section 1231
if held for one year or more by the partner or partnership prior to
contribution or distribution (as the case may be) will not be treated
as ordinary income property. Also, if property subject to section
724 or section 735 is disposed of in a nonrecognition transaction,
the treatment of the transferred property will carry over to any
substituted basis property resulting from the transaction (other
than stock of a Subchapter C corporation received in a section 351
transfer).

The provisions apply to property contributed (or distributed in
the case of section 735) after March 31, 1984.

Senate amendment

The Senate amendment is the same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Senate
amendment.

c. Transfers of partnership interests by corporations

Present law

The gain or loss on the sale or exchange of a partnership interest
is generally a capital gain or loss. However, money or property re-
ceived by a transferor partner in exchange for all or part of his
partnership interest is subject to ordinary income treatment to the
extent it is attributable to certain ordinary income assets of the
partnership (sec. 751). For purposes of this provision, ordinary
income items include the recapture of depreciation deductions pre-
viously taken on partnership property.

Also under present law, when a corporation distributes property
(or sells property in the course of certain complete liquidations),
income attributable to recapture property (and certain installment
obligations) is taxed to the corporation, while other gain attributa-
ble to appreciation in value of the transferred property generally
goes unrecognized.

Some taxpayers have taken the position that the present law re-
capture provisions can be avoided by the distribution or liquidating



sale by a corporation of an interest in a partnership that holds re-
capture property. The United States Claims Court rejected this po-
sition in Holiday Village v. United States, No. 87-82T (June 6,
1984).

Basis adjustment.-Under present law (secs. 743 and 754), on a
sale or exchange of interests in the partnership (or a transfer by
reason of death) a partnership may elect to adjust the basis of part-
nership assets to reflect differences between the basis of partner's
interest in the partnership and the partner's share of the basis of
the partnership property. The election must apply to all sales or
exchanges of partnership interests and may be revoked only for
sufficient reason (Treas. Reg. sec. 1.754-1(c)).

House bill
For purposes of determining the amount of gain recognized by a

corporation on any distribution, the House bill treats the distribu-
tion of a partnership interest as a distribution of the corporation's
proportionate share of the recognition property of the partnership.
Recognition property is defined as any property with respect to
which the corporation would recognize gain if it distributed the
property in a distribution (sec. 311 or 336) or sold the property in a
liquidation sale (sec. 337).

Basis adjustments.-Under the House bill, when a partnership
has an appropriate election in effect, the basis of partnership prop-
erty may be adjusted following the distribution of an interest in a
partnership to reflect differences between the basis of the distribu-
tee partner's interest in the partnership and the distributee part-
ner's share of the basis of the partnership property (secs. 743 and
754).

These provisions apply to distributions, sales, and exchanges
made after March 1, 1984, in taxable years ending after that date.

Senate amendment
The Senate amendment generally is the same as the House bill,

except that the provision applies to distributions, sales, or ex-
changes made after March 31, 1984, in taxable years ending after
that date.

Conference agreement
The conference agreement follows the Senate amendment with

technical changes affecting the placement of the new provision
within the Internal Revenue Code and providing that for purposes
of section 708, section 743, or any other provision of subchapter K
specified in regulations (not just section 743 as in the House bill
and Senate amendment) a distribution of a partnership interest by
a partnership or corporation will be treated as a sale or exchange
of the interest. The conference agreement also replaces a specific
technical amendment to section 751 in the Senate amendment with
a general provision under which, in determining the amount of
gain or loss with respect to property, for income tax purposes, fair
market value with respect to property shall not be treated as less
than the amount of any nonrecourse liability to which the property
is subject. Of course, this provision would, have no application to
transactions covered by section 751(c). The conferees stress that no



inference is intended as to whether or not the results obtained by
the provisions of this section differ from those obtained under cur-
rent law.

These provisions apply to distributions, sales, and exchanges
made after March 31, 1984.

d. Use of tiered partnerships to alter character of income on

exchanges of partnership interest

Present law

Under present law, some taxpayers have argued that ordinary
income treatment of unrealized receivables and substantially ap-
preciated inventory may be avoided when the assets are held in a
lower-tier partnership. Thus, if all of the assets held in a lower-tier
partnership are section 751 assets, it is not entirely clear whether
the ordinary income rules of section 751 should be applied by re-
garding an exchange of interests in the upper-tier partnership as
an exchange of a capital asset (the interest in the lower-tier part-
nership) or of ordinary income assets (the section 751 assets held by
the lower-tier partnership).

House bill

Under the House bill, it is made clear that the ordinary income
rules of section 751 require fragmentation of the partnership's sec-
tion 751 items from the partnership interest. Under this approach,
a partner will be treated as disposing of such items independently
of the rest of his partnership interest. The rule will apply regard-
less of how many tiers of partnerships exist between the transferor
partner and the ordinary income assets.

The bill also provides that this approach regarding the fragmen-
tation of section 751 items is to apply to interests in trusts in the
manner provided for in regulations.

The provision is effective for distributions, sales, and exchanges
made after March 31, 1984, in taxable years ending after that date.

Senate amendment

The Senate amendment is the same as the House bill.

Conference agreement
The conference agreement follows the House bill and the Senate

amendment.

3. Exchanges of like-kind property

Present law

An exchange, like a sale of property, is generally a taxable trans-
action. However, present law provides that no gain or loss is to be
recognized if property held for productive use in the taxpayer's
trade or business, or property held for investment purposes, is ex-
changed solely for property of a like-kind that is also to be held for
productive use in a trade or business or for investment. This provi-
sion (sec. 1031) specifically does not apply to exchanges of stock in
trade or other property held primarily for sale, or to stocks, bonds,



notes, choses in action, certificates of trust or beneficial interest, or
other securities or evidences of indebtedness or interest.

Present law does not require specifically that a like-kind ex-
change be completed within a specified period in order to qualify
for tax-free treatment. In Starker v. United States, 602 F.2d 1341
(9th Cir. 1979) the United States Court of Appeals for the Ninth
Circuit held that an exchange qualified for like-kind treatment
even though the property to be exchanged could be designated by
the transferor for up to 5 years after the transaction and even
though the transferor could have ultimately received cash rather
than like-kind property.

Present law does not state specifically whether an interest in one
partnership may be exchanged for an interest in another partner-
ship as a tax-free exchange of like-kind property.

House bill
The House bill provides that, for purposes of the like-kind ex-

change provision, any property received by the taxpayer more than
180 days after the date on which the taxpayer relinquishes proper-
ty (or after the due date of the taxpayer's tax return) is not to be
treated as like-kind property.

Also, the like-kind exchange rules will not apply to any exchange
of interests in different partnerships.

The provision relating to deferred like-kind exchanges is effective
for transfers after the date of enactment. For transfers on or before
date of enactment, any property received after December 31, 1986,
will not be treated as like-kind property. The provision relating to
partnership exchanges is effective for transfers of property after
March 31, 1984, other than exchanges made pursuant to binding
contracts entered into on or before March 1, 1984.

Senate amendment
The Senate amendment generally is the same as the House bill,

with two modifications. First, property which was not identified as
the property to be received by the taxpayer on the date the trans-
ferred property was relinquished will not qualify as like-kind prop-
erty. Second, the provisions apply to transfers after the date of en-
actment.

Conference agreement

The conference agreement follows the Senate amendment except
that transferors are permitted 45 days after the transfer to desig-
nate the property to be received and that a modified form of the
effective date provisions of the House bill are adopted. The confer-
ees note that the designation requirement in the conference agree-
ment may be met by designating the property to be received in the
contract between the parties. It is anticipated that the designation
requirement will be satisfied if the contract between the parties
specifies a limited number of properties that may be transferred
and the particular property to be transferred will be determined by
contingencies beyond the control of both parties. For example, if A
transferred real estate in exchange for a promise by B to transfer
property 1 to A if zoning changes are approved and property 2 if
they are not, the exchange would qualify for like-kind treatment.



As under present law, these new rules would not permit a taxpayer
who receives cash and later purchases the designated property to
claim like-kind exchange treatment.

Effective dates.-The provision relating to deferred like-kind ex-
changes is effective for transfers after the date of enactment. For
transfers on or before date of enactment, any property received
after December 31, 1986, will not be treated as like-kind property,
except if the property to be received was designated in a written
binding contract entered into before June 14, 1984, then the prop-
erty must be received on or before December 31, 1988. The provi-
sion relating to partnership exchanges is effective for transfers of
property after the date of enactment other than exchanges made
pursuant to binding contracts entered into on or before March 1,
1984. In the case of any transfer on or before the date of enactment
which the taxpayer treated as part of a like-kind exchange and
which is liable as a result of this provision, the period for assessing
any deficiency of tax shall not expire prior to January 1, 1988.

The conference agreement also provides that the prohibition on
like-kind exchange treatment for transfers of partnership interests
is not to apply when general partnerships interests are exchanged
pursuant to a plan of reorganization of ownership interests which
took effect on March 29, 1984, provided that all of the exchanges
contemplated by the reorganization plan are completed on or
before December 31, 1984.

4. Use of tiered partnership to achieve step-up in basis of
partnership assets

Present law
Under present law, a distribution of property by a partnership to

a partner may result in an increase or decrease to the adjusted
basis of such property in the hands of the distributee partner. In
such cases, present law permits (but does not require) the partner-
ship to adjust the basis of remaining partnership assets to take ac-
count of the change in the basis of the distributed property. In ad-
dition, when a partnership interest is sold or exchanged, present
law permits (but does not require) the basis of partnership assets to
be adjusted to reflect the difference between the transferee's ad-
justed basis in his interest and his share of the basis of all partner-
ship assets. These basis adjustments are permitted only if the part-
nership makes a valid election which, once made, may be revoked
only upon a showing of sufficient reason and applies to al distribu-
tions by a partnership and to all transfers of interests in the part-
nership.

Under present law, it may be possible in a tiered partnership ar-
rangement to manipulate the basis adjustment provisions to inflate
artificially the adjusted basis of property held by the partnership,
as illustrated by the example contained in the report of the House
committee.

House bill
The House bill prohibits an upper-tier partnership from adjust-

ing the basis of its property following a distribution of an interest
in a lower-tier partnership if the lower-tier partnership does not
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have a section 754 election in effect. This provision will prevent
taxpayers from achieving a step-up in the basis of assets by means
of inconsistent elections under section 754.

This provision is effective for distributions after March 1, 1983,
in taxable years ending after that date.

Senate amendment

No provision.

Conference agreement

The conference agreement follows the House bill.

5. Allocation of liabilities to partners

Present law
A partner may deduct his allocable share of partnership losses to

the extent of the adjusted basis of his partnership interest. A part-
ner's basis includes both the amount of any partnership debt for
which the partner assumes liability and the amount of the part-
ner's share of partnership liabilities. In the case of partnership
debt for which neither the partnership nor any partner has any
personal liability (i.e. nonrecourse debt), all partners (including
limited partners) increase their basis by a share of the nonrecourse
debt (determined in accordance with their respective interests in
partnership profits).

In Raphan v. United States (United States Claims Court, No.
452-78, September 26, 1983) the court held that a general partner
who guaranteed repayment of what was otherwise a nonrecourse
debt of the partnership was not to be treated as personally liable
for such debt. Thus, the debt retained its nonrecourse status, and
the limited partners were entitled to take into account a portion of
such debt in computing the basis of their partnership interests.

House bill

The House bill directs the Treasury to prescribe regulations con-
cerning the inclusion of partnership liabilities in the basis of the
partners' partnership interests, and to take into account, where
possible, the manner in which the partners share the economic risk
of loss with respect to the borrowed amounts. The report of the
House committee anticipates that these regulations will, among
other things, reflect the position taken in Rev. Rul. 83-151, 1983-43
I.R.B. 6, and will reject the holding in Raphan v. United States.
Thus, the regulations will specify that a partnership debt for which
a partner is primarily or secondarily personally liable, whether in
his capacity as a partner or otherwise, is not a nonrecourse debt,
and thus generally does not provide limited partners with addition-
al basis for their partnership interests. Similarly, when a limited
partner guarantees what is otherwise a nonrecourse debt of the
partnership, the regulations will not shift the basis attributable to
that debt away from the limited partner as a result of the guaran-
tee.

This grant of regulatory authority will take effect upon enact-
ment.



Senate amendment

No provision.

Conference agreement

The conference agreement follows the House bill in substance
with certain modifications. Under the agreement, the decision in
the Raphan case is not to be followed for purposes of applying sec-
tion 752 or the regulations thereunder. In addition, the Treasury is
to revise and update its regulations under section 752 (as soon as
practicable) to take account of current commercial practices and
arrangements, such as assumptions, guarantees, indemnities, etc.
The conferees intend that the new regulations will reject the hold-
ing of the Raphan decision effective March 1, 1984, and that other
changes in the regulations will apply prospectively from the date
new regulations are proposed or some later date specified by the
Treasury. The conferees do not intend that any inference should be
drawn regarding the validity of the Raphan decision for transac-
tions prior to March 1, 1984, and the conferees do to intend to
affect in any way the rights of the various parties to that case. Fi-
nally, the conferees intend that the revisions to the section 752 reg-
ulations will be based largely on the manner in which the partners,
and persons related to the partners, share the economic risk of loss
with respect to partnership debt (other than bona fide nonrecourse
debt, as defined by such regulations). With respect to bona fide
nonrecourse debt, the conferees do not expect that such regulations
will make major changes to the manner in which the partners'
shares are determined, but may attempt to provide more certainty
than presently exists.

F. Trust Provisions

1. Trust distributions

Present law

Under present law, beneficiaries are taxed on amounts distribut-
ed from a trust or estate to the extent of the trust's or estate's dis-
tributable net income. The trust or estate is allowed a deduction
for amounts taxed to its beneficiaries. Present Treasury regulations
provide that distributions of property are deemed to carry out dis-
tributable net income to the extent of the property's value at the
time of distribution. In such a case, there is no gain or loss realized
by the trust or estate, and the basis of the property in the hands of
the beneficiary generally is its value to the extent it carries out dis-
tributable net income. (Treas. Reg. sec. 1.661(a)-2(f)).

House bill

Under the House bill, the distribution of property by a trust or
estate results in the recognition of gain or loss on the distribution
as if the property had been sold to the beneficiary. Alternatively,
the bill allows the trustee or executor to elect to treat distributions
of property as carrying out distributable net income only to the
extent of the lesser of the property's basis or its fair market value
at the time of distribution. If the election is made, the basis of the



property in the hands of the beneficiary will be the same as the
trust's or estate's basis.

The provision does is effective with respect to distributions made
after March 1, 1984, in taxable years ending after that date.

Senate amendment

The Senate amendment is the same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Senate
amendment with a technical modification providing that distribu-
tions of appreciated property result in gain to the trust only if the
trustee elects. If no election is made, such a distribution is treated
as carrying out distributable net income only to the extent of the
lesser of the property's basis or its fair market value at the time of
the distribution. In such a case, the basis of the property in the
hands of the beneficiary will be the same as the trust's or estate's
basis.

The conference agreement clarifies that this provision does not
affect the uniform basis rules of the Code (such as the rule provid-
ing a basis adjustment for property received in satisfaction of a pe-
cuniary bequest).

Additionally, the conferees do not intend that this provision will
change the present law tax effects of charitable contributions. For
example, if a trust beneficiary makes a gift to a charitable organi-
zation property received in an in-kind distribution, that transfer is
not to be considered a taxable disposition within the meaning of
the Code. The present law rules governing gifts of appreciated
property will continue to apply to such gifts.

Finally, the conference agreement provides that the provision ap-
plies to trust distributions after June 1, 1984, in taxable years
ending after that date.

2. Taxation of multiple trusts

Present law

Treasury regulations promulgated following the Tax Reform Act
of 1969 provided that multiple trusts are treated as one trust if the
trusts had (1) the same grantor and substantially the same benefi-
ciaries, (2) no substantially independent purposes, and (3) as their
principal purpose, the avoidance or mitigation of progressive rates
of tax or of the alternative minimum tax.

In Edward L. Stephenson Trust v. Commissioner, 81 T.C. 283
(1983), the Tax Court held that the Treasury regulations were in-
valid because the regulations were inconsistent with the intent of
Congress regarding the tax treatment of multiple trusts.

House bill

The House bill provides that, under Treasury regulations, two or
more trusts will be treated as one trust if (1) the trusts have sub-
stantially the same grantor or grantors and substantially the same
primary beneficiary or beneficiaries, and (2) a principal purpose for
the existence of the trusts is the avoidance of Federal income tax.



This provision is effective for taxable years beginning after
March 1, 1984.

Senate amendment
The Senate amendment is the same as the House bill.

Conference agreement
The conference agreement follows the House bill and the Senate

amendment.

G. Accounting Changes

1. Premature accruals

Present law
Under the accrual method of accounting, an expense is generally

deductible in the taxable year in which (1) all the events have oc-
curred that determine the fact of the liability and (2) the amount of
the liability can be determined with reasonable accuracy (the so-
called "all events test"). Whether an expense involving a future ob-
ligation can satisfy the all events test in a year significantly earlier
than the year in which the taxpayer must fulfill the obligation has
been the subject of controversy under present law. Neither the In-
ternal Revenue Code nor case law requires a taxpayer to account
for future expenses on a present value basis.

The Code allows a deduction for contested liabilities if (1) the tax-
payer contests the asserted liability, (2) the taxpayer transfers
money to provide for the satisfaction of the asserted liability, (3)
the contest with respect to the asserted liability exists after the
time of the transfer, and (4) but for the fact that the liability is
contested, a deduction would be allowed for the taxable year of
transfer or for an earlier taxable year (sec. 461(f)).

House bill
In general, the House bill provides that in determining whether

an accrual method taxpayer has incurred an amount during the
taxable year, all the events which establish the taxpayer's liability
for such amount will not be deemed to have occurred any earlier
than the time when economic performance occurs. If economic per-
formance has occurred, the amount will be treated as incurred for
all purposes of the Code. Amounts incurred are deductible current-
ly only if they are not properly chargeable to a capital account and
are not subject to any other provision of the Code that requires the
deduction to be taken in a taxable year later than the year when
economic performance occurs.

Economic performance
The House bill provides principles for determining when econom-

ic performance occurs in the case of two categories of liabilities: (1)
liabilities arising from another person's providing of goods or serv-
ices or the use of property to the taxpayer; and (2) liabilities of the
taxpayer to provide property or services. Economic performance
occurs with respect to the first category as the property or services
are provided to the taxpayer. Economic performance occurs with



respect to the second category as the taxpayer provides the proper-
ty or services.

A special rule is also provided for tort liabilities, liabilities aris-
ing under a worker's compensation act, and or employee benefit li-
abilities. In these situations, economic performance occurs as pay-
ments are made in satisfaction of the liability.

In the case of any type of liability not specifically described by
the bill, economic performance will occur at the time determined
under Treasury regulations.

Exceptions.-The economic performance standard will not apply
to a liability of the taxpayer to provide benefits to employees of the
taxpayer through a qualified pension, profit-sharing, or stock bonus
plan described in section 404 or 404A; to contributions to a funded
welfare benefit plan to which section 419 (as added by the bill) ap-
plies; or to items the time for deduction of which is determined
under other sections of the Code, including additions to a bad debt
reserve (sec. 166), vacation pay (sec. 463), qualified discount coupons
(sec. 466), and additions to reserves by insurance companies subject
to tax under subchapter L.

Net operating loss carrybacks

The House bill provides a 10-year carryback for net operating
losses attributable to certain liabilities deferred under these provi-
sions. The bill also provides a special carryback rule for losses in-
curred in connection with the decommissioning of a nuclear power
plants. Such losses may be carried back to each of the taxable
years during the period beginning with the taxable year in which
the plant was placed in service. No loss, however, may be carried
back to a taxable year beginning before January 1, 1984, unless it
may be carried back without regard to these rules.

The provisions of the bill apply generally to expenses incurred
(without regard to the economic performance requirement) after
the date of enactment.

Senate amendment

The Senate amendment is generally the same as the House bill
with the following exceptions.

First, if a taxpayer has a liability to provide benefits to employ-
ees (other than through a plan to which section 404 or 404A ap-
plies), and if payments with respect to such liabilities are made
within 21/2 months after the end of the taxable year, economic per-
formance is treated as occurring in such taxable year. For contribu-
tions to certain trusts, including funded welfare benefit plans, eco-
nomic performance occurs as payments are made to the plan.

Second, the Senate amendment clarifies that the economic per-
formance standard must be satisfied before a deduction is allowable
under section 461(f) (relating to contested liabilities).

The Senate amendment also includes provisions relating to cur-
rent deductions for certain nuclear power plant decommissioning
expenses and mine reclamation and similar costs (see items 2 and
3, infra). A special NOL carryback rule, under which carrybacks
would not be limited to taxable years beginning on or after Janu-
ary 1, 1984, is also provided.



The amendment applies to expenses incurred under current law
after the date of enactment and to expenses incurred under cur-
rent law prior to the date of enactment with respect to which eco-
nomic performance occurs after the date of enactment. The rules of
section 481 would apply to require any adjustments necessary to
prevent double deductions.

Conference agreement
The conference agreement generally follows the House bill, with

modifications. However, the agreement adopts the Senate amend-
ment's provisions relating to nuclear power plant decommissioning
costs and to costs associated with the reclamation and closing of
mine and solid waste disposal sites, with certain modifications (see
Items 2 and 3, infra).

Exception from economic performance requirement for certain
recurring items

In many ordinary business transactions, economic performance
may not be met until the year following the year in which the all
events test is otherwise satisfied. To avoid disrupting normal busi-
ness and accounting practices and imposing undue burdens on tax-
payers, the conference agreement provides an exception under
which certain expenses may be treated as incurred in the taxable
year in which the all events test is otherwise met even though eco-
nomic performance has not occurred. This exception applies if four
conditions are met: (1) the all events test, without regard to eco-
nomic performance, is satisfied with respect to the item during the
taxable year; (2) economic performance occurs within a reasonable
period (but in no event more than 81/2 months) after the close of
the taxable year; (3) the item is recurring in nature and the tax-
payer consistently treats items of that type as incurred in the tax-
able year in which the all events test is met; and (4) either (a) the
item is not material or (b) the accrual of the item in the year in
which the all events test is met results in a better matching of the
item with the income to which it relates than would result from
accruing the item in the year in which economic performance
occurs.

This exception does not apply to workers' compensation liabil-
ities, tort liabilities, or deferred compensation that is subject to the
rules of section 404 as amended by the conference agreement.

Recurrency and consistency.-In determining whether an item is
recurring in nature and is consistently reported by the taxpayer,
consideration should be given to the frequency with which the item
and similar items are incurred (or expected to be incurred) and the
manner in which these items have been reported for Federal
income tax purposes. The conferees intend for this exception to be
available to taxpayers starting up a trade or business as well as to
taxpayers already in a trade or business. In addition, a new type of
expense or expense that does not recur every year should not nec-
essarily be excluded from this exception.

Materiality.-The factors taken into account in determining the
materiality of an item will include the size of the item, both in ab-
solute terms and in relation to the taxpayer's income and other ex-
penses, and the treatment of the item on the taxpayer's financial
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statements. If an item is considered material for financial state-
ment purposes, it will also be considered material for tax purposes.

For example, assume that a calendar-year taxpayer enters into a
one-year maintenance contract on July 1, 1985. If the amount of
the expense is prorated between 1985 and 1986 for financial state-
ment purposes, it also should be prorated for tax purposes. If, how-
ever, the full amount is deducted in 1985 for financial statement
purposes because it is not material under generally accepted ac-
counting principles, it may (or may not) be considered an immateri-
al item for purposes of this exception.

In some circumstances, items that are not material for financial
accounting purposes will be treated as material items under this
provision. For example, an item of expense which is immaterial for
purposes of consolidated financial statements that combine a corpo-
rate taxpayer's financial data with those of affiliated companies
may be material if the taxpayer is viewed separately. The confer-
ees intend that where the item is directly related to an activity, the
materiality of the item will be separately determined with respect
to that activity. The materiality of overhead expenses that relate to
several activities of the taxpayer will be measured against those
collective activities.

In the case of any partnership or other pass-through entity, the
conferees intend that in appropriate circumstances and to the
extent provided in regulations, an item will be considered immate-
rial only if it is not material when analyzed at both the entity and
at the partner (or, in the case of a trust or estate, beneficiary)
level. Thus, an item that may not be material at the partnership
level may be material at the partner level. Application of this rule
may be appropriate, for example, when a partner invests in an ac-
crual method partnership that makes a special allocation to the
partner of an item that is not material to the partnership but is
material to the partner. The conferees intend this rule to be ap-
plied in such a manner that no significant additional reporting re-
quirements be imposed on partnerships and other flow-through en-
tities in nonabusive situations.

Finally, the conferees intend that the above standards for deter-
mining whether an item is a material item apply only for purposes
of the recurring item exception to the economic performance test.
No inference is implied with respect to whether an item is material
for purposes of any other Code provision. For example, an item
that may not be considered material for purposes of the economic
performance test may nevertheless be material for purposes of the
fraud and false statement provisions of the Code (sec. 7206(1)). Like-
wise, an item that is not material under the economic performance
exception may be material under the provisions relating to changes
in methods of accounting (see Treas. reg. sec. 1.446-1(e)(2)(ii)(a)).

Matching.-In determining whether the accrual of an item in a
particular year results in a better matching of the item with the
income to which it relates, generally accepted accounting principles
will be an important factor, although not necessarily dispositive.
Costs directly associated with the revenue of a period are properly
allocable to that period.' For example, a sales commission agree-

' "Basic Features and Basic Elements of Financial Accounting," AICPA Professional Stand-
ards, AC sec. 1025.19.



ment may require certain collection activities to be performed in a
year subsequent to the year in which sales income is reported. In
such a case, economic performance with respect to some portion of
the liablity to pay the commission may not occur until the follow-
ing year. Nevertheless, deducting the commission expense in the
year in which the sales income is reported results in a better
matching of the commission expense with the sales income. Like-
wise, if income from the sale of goods is recognized in one year, but
the goods are not shipped until the following year, the shipping
costs are more properly matched to income in the year the goods
are sold rather than in the year the goods are shipped.

Expenses such as insurance or rent generally can be allocated to
a period. Thus, a calendar year taxpayer with a twelve-month in-
surance contract entered into on July 1, 1984, generally should al-
locate one-half the expense to 1984 and one-half to 1985. In appro-
priate circumstances, however, the expense may be an immaterial
item and accruable in its entirety in 1984. Expenses such as adver-
tising costs that cannot practically be associated with income of a
particular period may under generally accepted accounting princi-
ples be assigned to the period in which the costs are incurred. The
conferees intend that, in general, the matching requirement will be
satisfied with respect to advertising expenses if the period to which
the expenses are assigned for tax and financial reporting purposes
is the same.

Modifications and clarifications with respect to economic per-
formance standard

Interest.-In the case of interest, economic performance occurs
with the passage of time (that is, as the borrower uses, and the
lender foregoes use of, the lender's money) rather than as pay-
ments are made. Interest incurred by accrual method taxpayers
with respect to debts incurred in transactions occurring after June
8, 1984, the date of conference action, will be deductible only on a
constant interest basis. (See sec. 44 of the conference agreement re-
lating to the effective date of the OID and unstated interest rules).
Interest on obligations issued on or prior to that date are not sub-
ject to the statutory prohibition against noneconomic accruals of
interest. However, the conferees intend no inference regarding the
propriety of interest accruals with respect such obligations that are
inconsistent with the principles stated in Rev. Rul. 83-84.

Payments for nuclear waste disposal.-The conferees anticipate
that the Treasury Department will issue regulations providing that
economic performance with respect to amounts paid under the Nu-
clear Waste Disposal Act of 1982 occurs as payments are made to
the Federal Government.

Natural gas refunds.-Regulated natural gas utilities may re-
ceive refunds from their suppliers for amounts they have been
overcharged. Generally, these refunds are made to the utilities pur-
suant to regulatory commission orders and must be passed through
to customers, usually within 8 to 12 months after receipt. Rev. Rul.
63-182, 1963-2 C.B. 194, which interpreted the all events test under
existing law, permits a utility to deduct the amount refunded to
customers in the year the refunds are received by the utility rather
than in the year the refunds are passed through to customers.
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The conferees intend that the Treasury Department have author-
ity under the conference agreement to provide that, in the case of
natural gas supplier refunds, a utility may deduct such refunds in
the year the refund is included in the income of the utility, provid-
ed that the refunds are passed through to consumers within a rea-
sonable period of time in the following taxable year and that ade-
quate interest is paid over to and includible in the income of the
consumers.

Reliance on other existing rulings and regulations.-The confer-
ees expect that the Treasury Department will review existing regu-
lations and rulings to determine whether they are consistent with
the policies and principles set forth herein. Until new regulations
are issued under these provisions or the existing rulings are re-
voked or clarified, taxpayers may continue to rely on these rulings
to the extent they are not inconsistent with the general principles
of economic performance or the generic exception for recurring
items. Likewise, the conferees expect that taxpayers may rely on
present law with respect to agreements entered into with the Inter-
nal Revenue Service (for example, under section 446 or 7121 of the
Code or Rev. Proc. 80-51, 1980-2 C.B. 818), until new regulations
are issued.

Contested liabilities.-The conference agreement adopts the
Senate amendment's provision requiring economic performance
before an amount transferred to a section 461(f) trust may be de-
ducted. In the case of workers' compensation or tort liabilities of
the taxpayer requiring payments to another person, economic per-
formance occurs as payments are made to that person. Since pay-
ment to a section 461(f) trust is not a payment to the claimant and
does not discharge the taxpayer's liability to the claimant, such
payment does not satisfy the economic performance test.

Proof of compliance with economic performance standard.-The
conferees intend that enforcement of compliance with the economic
performance standard be carried out in a manner that does not
impose substantial additional recordkeeping burdens on taxpayers.
In the absence of unusual circumstances, the existence of a valid
contract requiring another person to provide property or services to
the taxpayer prior to the end of the taxable year (or 81/2 months
thereafter in the case of recurring items) would be sufficient to es-
tablish compliance with the economic performance standard with
respect to the taxpayer's liability for an expense reflected in such
contract.

More lenient standards may be warranted where an item is in-
curred by a foreign corporation. 2 The conferees recognize that in-
formation regarding economic performance, which in some cases
must be obtained from third parties, may be especially difficult to
obtain in this situation, particularly if the U.S. taxpayer owns only
a minority interest in the foreign corporation. The conferees expect
that regulations to be prescribed by the Treasury Department will
provide that economic performance will be treated as having oc-

2 Even if a corporation is not subject to U.S. tax jurisdiction, its taxable income may be rele-
vant in determining the taxable income of a U.S. shareholder. Taxable income, and thus earn-
ings and profits, of a foreign corporation must be determined according to U.S. tax principles,
including the all events and economic performance tests.



curred by a particular date if the best available evidence indicates
that it has so occurred.

Compensation for services.-The conference agreement provides
that economic performance with respect to a liability to an employ-
ee generally occurs as the employee renders his or her services.
However, an employer's deduction for compensation or other bene-
fits paid to an an employee in a year subsequent to economic per-
formance is subject to the rules in the Code (as amended elsewhere
in the conference agreement) governing deferred compensation, de-
ferred benefits, and fun ed welfare benefit plans.

Carrybacks of net operating losses
The conference agreement adopts the provision of the House bill

that no net operating loss carrybacks resulting from nuclear de-
commissioning may be carried back to a taxable year before Janu-
ary 1, 1984, unless such loss may be carried back to such year with-
out regard to these rules.

Effective date
The conference agreement follows the House bill with the follow-

ing modification: Taxpayers may elect (with respect to each type of
deductible item) the provisions of the bill to apply (1) to expenses
incurred under current law after the date of enactment (as in the
House bill), or (2) to expenses incurred under current law prior to
after the date of enactment as to which economic performance
occurs after the date of enactment (as in the Senate amendment)
with the spread of any section 481 adjustment limited to 3 years.

2. Nuclear power plant decommissioning expenses

Present law
An accrual-basis taxpayer may deduct an anticipated expense no

sooner than the tax year in which (1) all events necessary for deter-
mining the existence of the liability have occurred, and (2) the
amount of the liability can be determined with reasonable accura-
cy.

Generally, under Federal and State laws, utilities that operate
nuclear power plants are obligated to decommission the plants at
the end of their useful lives.

It is unclear under present law when decommissioning expenses
are properly accrued.

House bill
The House bill does not except nuclear decommissioning costs

from the general rule, adopted in the bill, of allowing accrual basis
taxpayers to deduct future liabilities only when economic perform-
ance occurs.

Senate amendment
A taxpayer responsible for nuclear power plant decommissioning

(the "taxpayer") may elect to deduct contributions to a qualified
decommissioning fund, subject to certain limitations.

A qualified nuclear decommissioning fund (a "fund") is a segre-
gated reserve dedicated exclusively for the payment of nuclear de-



commissioning costs, taxes on fund income, and management costs
of the fund. A fund is a separate taxable entity and is taxed at the
maximum corporate income tax rate (46 percent). A fund is also
subject to rules which (1) limit its investments to the same assets
which may be purchased by a Black Lung Disability Trust Fund,
(2) prohibit the purchase of a related party's assets, and (3) prohibit
self-dealing.

The taxpayer must obtain a ruling from the Secretary to estab-
lish the maximum annual deduction that may be claimed for con-
tributions to the fund. The ruling has two purposes: (1) to prevent
accumulation of funds in excess of those required to pay future de-
commissioning costs (attributable to remaining plant life at the
date the fund is established), and (2) to ensure that contributions to
the fund are not accelerated (i.e., more rapid than level funding).
For example, if two-thirds of a plant's useful life remains when a
fund is established, then the taxpayer's deduction would be limited
to contributions necessary to pay two-thirds of the estimated future
decommissioning cost, on a level funding basis. The Secretary shall
review this limit at least once during plant life, or more frequently
by petition of the taxpayer.

Contributions to a qualified decommissioning fund are deducti-
ble, in the year made, but only to the extent these amounts are
added to the cost of service charged to customers and included in
the taxpayer's taxable income. Withdrawals from a decommission-
ing fund, for whatever purpose, except payment of taxes imposed
on the fund and fund management costs, are included in the tax-
payer's taxable income, in the year withdrawn. Amounts paid for
decommissioning expenses are deductible from the taxpayer's gross
income, as permitted by the Code, in the year paid.

If a decommissioning fund fails to comply with the qualification
requirements, it may be disqualified by determination of the Secre-
tary. In the event of disqualification, the Secretary may require
that some or all of the fund balance (i.e., principal plus accumulat-
ed interest) be included in the taxpayer's taxable income. No de-
duction is allowed for contributions to a disqualified fund. In the
year that plant decommissioning is substantially completed, the
balance of the fund must be included in the taxpayer's taxable
income. The Secretary will provide rules for determining when de-
commissioning is substantially complete.

The Senate amendment also provides that all customer charges
for decommissioning expense, whether or not contributed to a
qualified fund, must be included in the taxpayer's taxable income
in that year.

These provisions are effective for decommissioning fund contribu-
tions made after the date of enactment.

Conference agreement

The conference agreement follows the Senate amendment with
several clarifications.

The conferees intend that where responsibility for decommission-
ing a nuclear power plant is divided between taxpayers, each tax-
payer may establish a fund for their share of the liability.

In the event that a nuclear power plant, or interest therein, is
sold or otherwise disposed of prior to completion of decommission-



ing, the seller's decommissioning fund will be treated as disquali-
fied. A buyer may at the discretion of the Secretary make a one-
time deductible deposit, in excess of the annual ruling amount, into
a new decommissioning fund. However, the buyer's start-up deposit
is limited to the balance of the seller's qualified decommissioning
fund.

The conferees recognize the importance of ensuring that utilities
comply with nuclear power plant decommissioning requirements.
In view of this concern, the conferees believe that it may be appro-
priate for the tax-writing committees to study further the tax
treatment of decommissioning costs, and the merits of providing
tax incentives for establishing decommissioning funds.

3. Mine reclamation and similar costs

Present law

An accrual-basis taxpayer may deduct an anticipated expense no
sooner than the tax year in which (1) all events necessary for deter-
mining the existence of the liability have occurred, and (2) the
amount of the liability can be determined with reasonable accura-
cy.

Federal and State laws (and certain municipal permits and ordi-
nances) require reclamation of surface mines and waste disposal
sites. The Internal Revenue Service takes the position that recla-
mation expenses cannot be accrued until reclamation occurs. Not-
withstanding the Service position, the Tax Court in Ohio River Col-
lieries v. Commissioner held that surface mining reclamation costs
that could be estimated with reasonable accuracy were properly ac-
crued when the overburden was removed.

House bill

The House bill does not except mine reclamation and similar
costs from the general rule, adopted in the bill, of allowing accrual
basis taxpayers to deduct future liabilities only when economic per-
formance occurs.

Senate amendment

Taxpayers may elect to deduct mine and waste disposal site rec-
lamation and closing costs, required by certain Federal and State
statutes, prior to economic performance under a uniform method.
Hazardous waste disposal sites, to which the Comprehensive Envi-
ronmental Compensation and Liability Act of 1980 applies, are ex-
cluded from this provision.

Site reclamation costs
Electing taxpayers may deduct certain estimated reclamation

costs, in current dollars, for land that is disturbed during the tax
year, discounted at a compound rate of 2 percent per annum.

Site closing costs

Electing taxpayers may deduct certain estimated site closing
costs, in current dollars, attributable to minerals mined (waste de-
posited) during the tax year, based on the units of production (ca-
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pacity) method, discounted at a compound rate of 2 percent per
annum.

Sinking funds

All amounts deducted for the cost of reclaiming a parcel of land
are deemed deposited in a parcel-specific, tax-exempt sinking fund
that is deemed to earn interest at 50 percent of the short-term rate
provided in Code section 1274 (i.e., 110 percent of the short-term
Federal rate). All amounts deducted for site closing costs are
deemed deposited in a tax-exempt sinking fund, on a site by site
basis, which earns interest at 50 percent of the long-term section
1274 rate. The balance of each sinking fund includes all deemed de-
posits and associated interest.

Amounts expended for qualified reclamation and site closing ac-
tivities, allocable to land disturbed or units of production (capacity)
subsequent to the date of election, are deductible in the year paid.
Such amounts are deemed withdrawn from the applicable sinking
fund, to the extent of its remaining balance, and the withdrawal is
included in taxable income in that year.

The balance of each reclamation sinking fund is recaptured (i.e.,
included in taxable income) when reclamation of the parcel (with
respect to which deductions were claimed) is substantially complet-
ed, but no later than the end of the third taxable year subsequent
to creation of the sinking fund. Similarly, the balance of the site
closing sinking fund is recaptured when site closing is substantially
completed.

Effective date
The Senate amendment is effective after the date of enactment

subject to two transition rules: (1) with respect to fixed price miner-
al supply contracts, entered into prior to March 1, 1984, taxpayers
may continue existing accounting practices provided that deduc-
tions are taken on a current dollar cost basis, and (2) the Service
may not challenge a taxpayer's entitlement to deductions, taken
prior to March 1, 1984, for land disturbed or units produced prior
to March 1, 1984, on the basis that the liability has not been in-
curred, if the deductions were based on current dollar cost esti-
mates. (However, the deductions could be challenged on the basis
that costs were not estimated with reasonable accuracy.)

Conference agreement

The conference agreement generally follows the Senate amend-
ment with several clarifications and modifications.

In the case of mining, a site is defined as a "property" within the
meaning of Code section 614. The conferees intend that the election
to deduct reclamation and closing costs under this provision must
be made for a site in its entirety. Where an election is made and
responsibility for site reclamation and closing is divided between
taxpayers with an interest in the site, each taxpayer may claim de-
ductions (subject to the recapture rules) for their share of the li-
ability. For each site, the election may be revoked by the taxpayer;
however, the balance of the site reclamation and closing funds
must be included in income in that tax year, and the election may
not be reinstated.



Hazardous waste site reclamation and closing costs, incurred pur-
suant to the requirements of certain Federal and State statutes,
are included in the conference agreement, except for sites listed in
the National Contingency Plan (established under section 105 of
the Comprehensive Environmental Compensation and Liability Act
of 1980). Waste disposal site reclamation and closing expenses that
arise from compliance with a municipal permit or ordinance,
rather than a Federal or State statute, are included in the confer-
ence agreement.

The conference agreement simplifies the Senate amendment in
several respects. The requirement to discount (at 2 percent per
annum) deductions for future reclamation and site closing costs is
eliminated. The requirement to account for reclamation sinking
fund deductions on a parcel by parcel basis is eliminated. A single
reclamation sinking fund is required with respect to each site. The
requirement to recapture the balance of a reclamation sinking
fund no later than three years after the end of the tax year in
which the fund was created is also eliminated.

Amounts expended for qualified reclamation and site closing ac-
tivities, allocable to land disturbed or units of production (capacity)
subsequent to the date of election are deemed withdrawn from the
applicable sinking fund in the year paid. Unlike the Senate bill,
such withdrawals are not included in taxable income. However,
only the excess of the amount paid for reclamation and closing ac-
tivities over the year-end sinking fund balance (after deemed depos-
its and interest) is deductible in the year paid.

The deemed interest rate on the site reclamation and closing
sinking funds is determined according to the following schedule: 70
percent of the short-term rate provided in Code section 1274 (com-
pounded semiannually) in tax years ending in 1984 and 1985, 85
percent in 1986, and 100 percent in tax years ending on or after
January 1, 1987.

The conferees agreed that the balance of the site reclamation
and closing sinking funds should be subject to a reasonable limita-
tion in order to prevent abuse of this provision. Amounts in the
site reclamation and closing sinking funds in excess of these limits,
at the end of each tax year (after deemed deposits, interest, and
other withdrawals) are deemed withdrawn and are included in that
year's taxable income.

The balance of the site reclamation sinking fund, at the end of
each tax year, is limited to the current cost of reclaiming land that
has been disturbed, subsequent to the date of election, but not pre-
viously reclaimed. For example, if at the end of the first tax year
after site opening 20 acres have been disturbed and the per acre
cost of reclamation is $10, then $200 (10 x $10) may be deducted in
that year and the sinking fund balance is limited to the same
amount. If at the end of the second tax year 20 additional acres are
disturbed, the per acre cost of reclamation has risen to $11, and no
reclamation work has been paid for, then $220 (20 x $11) may be
deducted in that year and the sinking fund balance is limited to
$440 (40 x $11).

The balance of the site closing sinking fund, at the end of each
tax year, is limited to the current cost of closing the portion of the
site which has been utilized (based on a units of production or ca-



pacity method), subsequent to the date of election. For example,
suppose that site capacity is 500 units, 100 units are produced (or
utilized) at the end of the first year, and the current cost of closing
the entire site is $1,000. In this case, $200 ($1,000 x 100/500) may
be deducted n that year and the sinking fund balance is limited to
the same amount. If at the end of the second tax year an additional
100 units are produced and the current cost of site closing has ris'en
to $1,100, then $225 may be deducted (i.e., the unrecovered cost of
current site closing ($1,100-$200) times the proportion of remaining
units produced during the tax year 100/(500-100)) and the fund bal-
ance is limited to $440 ($1,100 x 200/500).

In the event that a mine or waste disposal site is sold or other-
wise disposed of prior to completion of site reclamation and closing,
the conferees intend that the seller will recognize the outstanding
balance of site reclamation and closing sinking funds in income. If
any portion of the site is disposed of, then this portion of the site's
reclamation and closing funds are subject to recapture. Recapture
of sinking fund balances is also required at the end of the tax year
in which a waste disposal site is listed on the National Contingency
Plan.

The conference agreement clarifies that reclamation activities,
for purposes of this provision, are limited to those activities per-
formed prior to site closing and in connection with reclaiming land
disturbed on the mine (or waste disposal) site.

Effective date

Minerals are considered sold subject to a fixed price agreement if
their price is determined strictly in accordance with a formula
which was fixed as of March 1, 1984 and does not permit, either
directly or indirectly, adjustment for changes in tax liability.

The conference agreement clarifies that the fixed price mineral
supply contract transition rule applies on a pro rata basis accord-
ing to units of production. For example, if site production is 100
tons in a tax year, of which 40 tons is sold pursuant to a fixed price
supply contract, then only 40 percent of the site reclamation and
closing costs allocable to that year (based on current dollar cost es-
timates) are deductible in that year. If an election were made, then
60 percent of site reclamation and closing costs would be deducti-
ble, under the general rules of this provision.

If deductions are claimed pursuant to the fixed price supply con-
tract transition rule, in connection with a site where the taxpayer
has made an election, then amounts expended for qualified site rec-
lamation and closing activities, allocable to land disturbed or units
produced subsequent to the date of election, are deemed withdrawn
from the applicable sinking fund on a cumulative units of produc-
tion basis. For example, suppose that as of the end of tax year
1990, 500 tons have been produced from a site subsequent to the
date of election, of which 300 tons were sold pursuant to fixed price
supply contracts, and deductions were claimed in accordance with
the transition rule. If the taxpayer paid $1,000 for site reclamation
in 1990, then only $400 (200/500 x $1000) would be deemed with-
drawn from the site reclamation sinking fund. Similarly, the limi-
tation applicable to the site reclamation (closing) fund would be
equal to 40 percent of the current cost of reclaiming (closing) the



site attributable to land disturbed (units produced) subsequent to
the date of election.

4. Prepaid expenses

Present law
Except with respect to prepaid interest and prepayments by farm

syndicates, the Internal Revenue Code contains no provisions ex-
pressly prescribing the proper timing of deductions for prepaid
items in the case of cash-method taxpayers. Under the weight of
judicial authority and Internal Revenue Service rulings, a prepaid
expense is deductible when paid only if (1) the expenditure is a
payment and not merely a deposit, (2) there is a business purpose
for the prepayment, and (3) deduction of the expense in the year of
prepayment does not result in a material distortion of the taxpay-
er's income.

In the case of interest, deductions are allowed only for the year
to which the interest relates. Deductions of certain farm syndicates
are also limited to certain periods to which the expenses relate.

Expenditures that result in the creation of an asset having a
useful life extending substantially beyond the close of the taxable
year may not be deducted in full currently, but must be capitalized.

House bill

A tax shelter computing taxable income under the cash receipts
and disbursements method will not be allowed a deduction with re-
spect to any amount earlier than the time at which such amount is
treated as incurred (i.e., properly deductible under the accrual
method of accounting). An amount will not be treated as incurred
at any time earlier than the time at which economic performance
occurs. Thus, a cash basis tax shelter may not deduct an amount
until both economic performance has occurred and the amount has
been paid.

Under the House bill, a tax shelter means (1) a partnership or
other enterprise (other than a corporation which is not an S corpo-
ration) in which interests have been offered for sale, at any time,
in any offering required to be registered with a Federal or State
agency; (2) a partnership or other enterprise if more than 35 per-
cent of the losses are allocable to limited partners or limited entre-
preneurs (generally investors who do not actively participate in the
management of the enterprise); or (3) any partnership, entity, plan,
or arrangement which is a tax shelter within the meaning of sec-
tion 6661(b) (i.e., the principal purpose of which is the avoidance or
evasion of Federal income tax.)

Senate amendment

Certain taxpayers engaged in the trade or business of farming
who compute taxable income under the cash receipts and disburse-
ments method are not allowed a deduction with respect to any
amount paid for feed, seed, fertilizer, and other similar farm sup-
plies earlier than the time when the feed, seed, fertilizer, or other
supplies are actually used or consumed.

This provision generally applies to any person engaged in the
trade or business of farming if more than 50 percent of such per-



son's farming expenses paid during the taxable year are prepaid
expenses.

The Senate amendment provides two exceptions to the 50-percent
test. If either of these two exceptions are met, prepaid expenses
continue to be deductible as allowed by present law, even though
those prepaid expenses are greater than 50 percent of farming ex-
penses for that year. The first exception applies if an eligible
farmer fails to satisfy the 50-percent test due to a change in busi-
ness operations directly attributable to extraordinary circum-
stances. The second exception applies if over the preceding 3-year
period an eligible farmer satisfies the 50-percent test on the basis
of the three preceding taxable years. The term "eligible farmer"
will include (1) any person whose principal residence is on a farm,
(2) any person with a principal occupation of farming, and (3) any
family member of persons describe in (1) or (2). The exception ap-
plies only to an eligible person's farming activities attributable to
the farm on which the residence is located, or to farms included in
the "principal occupation" of farming activities.

Conference agreement
The conference agreement generally follows the House bill, pre-

cluding a tax shelter computing income using the cash receipts and
disbursements method from deducting prepaid expenses any earlier
than when economic performance occurs. For this purpose, the re-
curring item exception to the economic performance requirement
(see Item 1, supra) will not apply.

Certain exceptions are provided under which prepaid expenses of
a tax shelter will be deductible if economic performance occurs
within 90 days after the end of the taxable year in which the pre-
payment is made. However, the maximum deduction that is allow-
able for any prepaid expenses under this exception is limited to the
cash investment by the taxpayer in the tax shelter. For this pur-
pose, the cash investment in a tax shelter which is a partnership is
the taxpayer's basis in the partnership determined without regard
to any liabilities of the partnership (with or without recourse) and
without regard to any borrowings of the partner that are arranged
by the tax shelter. In the case of tax shelters that are not partner-
ships, similar rules will apply. Thus, in the case of individual tax
shelters, cash investment would not include any amounts borrowed
by the individual which are arranged by the organizer or promoter
or are secured by the investment.

For the purposes of this exception only, in the case of oil and gas
activities, economic performance is deemed to occur with respect to
all intangible drilling expenses of a well when the well is "spud-
ded." For example, if a taxpayer contributed cash (not out of bor-
rowings arranged by the tax shelter) to an oil drilling tax shelter
in late December of a taxable year and the spudding of the well
commenced within 90 days after the close of the taxable year, the
entire amount of the prepaid intangible drilling expense would be
deductible, subject to the limitations of present law requiring that
the prepayment not be a deposit, that it be made for a business
purpose, and that it not result in a material distortion of income.

To the extent that oil and gas prepayments do not meet the re-
quirements of the 90-day exception, they are subject to the general



principle provided in new section 461(h); thus, economic perform-
ance will occur as the drilling services are provided to the taxpay-
er. If drilling is commenced in the year of prepayment, only that
portion of the intangible drilling costs attributable to drilling prior
to the end of the year will be deductible in that year. Such portion
of the costs will be deductible without regard to cash investment
limitation.

With respect to expenses incurred in the trade or business of
farming, the conference agreement clarifies that section 464 will be
applied before the prepaid expense provisions, and that accrual
method tax shelters will be subject to the timing rules of section
464. The change with respect to accrual method tax shelters is in-
tended to equalize the treatment of cash and accrual farming tax
shelters.

The prepaid expense provisions will apply to individual taxpay-
ers engaged in farming activities with the principal purpose of tax
avoidance. The conferees intend that marketed arrangements in
which individuals carry on farming activities utiliizing the assist-
ance of a common managerial or administrative service may be
presumed under certain circumstances to have the principal pur-
pose of tax avoidance. If under such arrangements, taxpayers
prepay a substantial portion of their farming expenses with bor-
rowed funds, they should generally be presumed to have a princi-
pal purpose of tax avoidance. This presumption may also be appro-
priate outside the context of farming.

Neither the general rule requiring economic performance to
occur before a deduction is allowable nor the 90-day exception over-
rides any limitations of present law on the deductibility of prepaid
expenses, including the requirement of a payment rather than a
deposit, a business purpose for the prepayment, and no material
distortion of income.

Effective date.-The conference agreement is effective with re-
spect to prepayments made after March 15, 1984.

5. Deferred payment transactions

Present law

Time for inclusion or deduction of deferred interest
Original issue discount ("OID", or interest not paid currently) on

a debt obligation issued for property generally is not taken into
income by a cash method lender or deducted by a cash method bor-
rower until received or paid, unless the debt instrument is publicly
traded or the property for which it is issued is publicly traded stock
or securities. If the lender is not an individual and the instrument
is publicly traded or the property is publicly traded stock or securi-
ties, the OID provisions of the Code require the lender to recognize
a portion of the deferred interest as income annually during the
loan period and allow the borrower to deduct a corresponding
amount, irrespective of whether the parties report income on the
cash method or on the accrual method. The OID provisions also
apply to debt instruments issued for cash.

For evidences of indebtedness issued after July 1, 1982, the
amount of interest annually includible and deductible under the



OID provisions is determined on a constant interest basis, reflect-
ing the compounding of accrued interest over the term of the in-
strument.

The OID rules do not apply to (1) obligations issued by individ-
uals; (2) obligations having a maturity of one year or less; (3) as to
holders, obligations not held as a capital asset; or (4) obligations the
interest on which is exempt from tax under section 103 or any
other provision of law.

Measurement of interest and principal

If the parties to a sale or exchange providing for deferred pay-
ment fail to state interest at least at a safe-harbor simple interest
rate fixed by regulation, interest is imputed at a higher compound
rate (sec. 483). Interest imputed under this provision ("the unstated
interest rules") is allocated among deferred payments in proportion
to the amount of the payments. Exceptions to these rules are pro-
vided for transactions in which all payments are due no more than
one year after the sale, transactions in which the sales price does
not exceed $3,000, certain annuity payments, certain sales of pat-
ents, and (as to the seller) sales of ordinary income property. The
maximum imputed interest rate applicable to real estate transac-
tions between related parties involving $500,000 or less is 7 per-
cent.

House bill

The House bill extends the OID rules to obligations issued for
nontraded property, deferred payments for services and use of
property (whether or not evidenced by a formal debt obligation), ob-
ligations issued by individuals, and obligations not held as capital
assets. The bill incorporates requirements similar to section 483 re-
lating to the adequacy of the stated interest element of a deferred
payment transaction involving the sale of nontraded property, the
use of property, or the performance of services. The interest ele-
ment in such transactions is compared to a compound safe-harbor
rate that approximates a market rate. If inadequate interest is
stated in the obligation, or if adequate interest is stated but is not
unconditionally payable on a current basis, interest will be imput-
ed annually at a higher rate (or at the stated rate, if higher than
the imputed rate).

Exceptions to these rules are provided for sales of principal resi-
dences, certain sales of farms, sales involving total payments of
$250,000 or less, certain annuity transactions, and certain sales of
patents.

Section 483 will continue to apply only in the case of deferred
payment transactions involving sales or exchanges of property that
are within one of the exceptions to the OID rules. Where section
483 applies, unstated interest income or expense computed on an
economic accrual basis (in accordance with the principles set forth
in new section 1272 and Rev. Rul. 83-84, 1983-1 C.B. 9) will be re-
ported and deducted as under present law-when payment is made
in the case of a cash method taxpayer, when payment is due in the
case of an accrual method taxpayer. The bill retains the exceptions
of present law except the exception relating to sellers of ordinary
income property. The bill also continues the 7 percent maximum



imputed interest rate for certain real estate transactions between
related parties.

These provisions generally apply to transactions entered into
after December 31, 1984. The provisions relating to the current in-
clusions of OID income do not apply to obligations of individuals
issued before March 2, 1984. The provisions relating to debt-for-
nontraded property exchanges do not apply to sales or exchanges
occurring after December 31, 1984, if made pursuant to a written
contract (including an option contract) on March 1, 1984. Certain
limitations relating to the manner in which interest may properly
be accrued and the principal amount of debt instruments issued for
nontraded property are effective for transactions occurring after
March 1, 1984, and before January 1, 1985.

Senate amendment

The Senate amendment generally is the same as the House bill,
except that it exempts from the OID and unstated interest rules
cash method borrowers who issue discount obligations in connec-
tion with the purchase of property substantially all of the use of
which will be for purposes other than business or investment. In
addition, the Senate amendment exempts from the OID rules loans
of $10,000 or less between members of the same family, unless tax
avoidance is one of the principal purposes of the loan.

The interest element of deferred payment obligations involving
services or use of property is dealt with in a separate Code provi-
sion (see new sec. 467, as added by this bill). The special transition-
al rules relating to the accrual of interest and the principal
amount of debt obligations issued for nontraded property apply to
transactions occurring after February 28, 1984, and before January
1,1985.

Conference agreement
The conference agreement follows the Senate amendment, with

several modifications, technical amendments, and clarifications.

Exceptions to the OID and unstated interest rules
The exception from the OID rules for loans of $10,000 or less is

expanded to include loans between any individuals (not just family
members) where the lender is not engaged in the trade or business
of lending money. An additional exception is provided in the case
of debt-for-nontraded property transactions where all payments
under the obligation are due no more than six months after the
date of sale.

The periodic deduction rule of section 163(e) will not apply to is-
suers of short-term obligations reporting income on the cash
method.

Under the conference agreement, the OID and unstated interest
rules do not apply to any amount which constitutes an annuity to
which section 72 applies and the liability for which depends in
whole or in substantial part on the life expectancy of any individ-
ual. It is not intended that this exception apply if the possibility
that the life contingency will determine the amount of the pay-
ments is remote; that is, the contingency must be real and signifi-
cant. In addition, the OID rules do not apply to any annuity



(whether or not dependent upon life expectancy) issued by an in-
surance company subject to tax under subchapter L provided the
annuity is issued (1) in a transaction in which only cash or another
annuity contract meeting these requirements is involved, (2) upon
exercise of an election under a life insurance policy by a benefici-
ary thereof, or (3) in a transaction involving a qualified pension or
employee benefit plan.

The general exception for transactions to which section 267 ap-
plies is deleted. Thus, the interest element of a deferred payment
sale between related parties will be subject to the OID rules.

The conference agreement clarifies that the exceptions to the
OID rules for sales of principal residences, certain sales of farms
and sales involving total payments of $250,000 or less apply to both
the lender and the borrower in such transactions, not just to the
lender.

Other modifications

The agreement modifies both bills to provide that if the stated
interest rate in an obligation is 110 percent or more of the applica-
ble Federal rate, but is not paid currently at that rate, interest will
be imputed at the stated rate rather than at 120 percent of the ap-
plicable Federal rate.

As a corollary to the fair market value rule applicable in poten-
tially abusive situations, the conference agreement makes it clear
that the Internal Revenue Service retains the right to challenge a
transaction in which the principal amount of an obligation is less
than the fair market value of the property received in exchange for
the obligation. Thus, taxpayers may not intentionally overstate
original issue discount in deferred payment sales transactions. Tax-
payers might be inclined to overstate the interest element of a
transaction where, for example, the property involved in the sale is
nondepreciable or the seller-lender is not subject to U.S. tax on its
discount interest income.

Finally, the requirement in the effective date provisions that in-
terest must be accrued on a constant interest basis applies to trans-
actions occurring after June 8, 1984, the date of conference action.
The conferees intend no inference regarding the propriety of inter-
est accruals with respect to transactions occurring prior to that
date that do not comply with the concepts stated in Rev. Rul. 83-84.

Clarifications of intent

The conferees agreed to certain clarifications as to the scope and
application of the OID provisions.

First, the conferees do not intend that taxpayers be able to cir-
cumvent the 110 percent imputed rate contained in the OID provi-
sions simply by coupling a low-interest loan with a sale of property.
Thus, if Seller agrees to lend money to Buyer at an interest rate
equal to 100 percent of the applicable Federal rate (thereby com-
plying with the low-interest loan provisions of the bill), and Buyer
uses the proceeds of the loan to purchase nontraded property from
Seller, the loan will be treated as a purchase money loan subject to
the 110 percent test and 120 percent imputed interest rate of the
OID rules rather than the 100 percent rate applicable to low-inter-
est loans.



Second, no OID will be deemed to exist in situations where a
debt instrument issued for nontraded property bears interest, un-
conditionally payable at least annually, at a variable rate, provided
the stated rate is a floating rate, adjusted at no more than six-
month intervals, at least equal to 110 percent of the Federal short-
term rate (or other appropriate indices provided under regulations).

Finally, the conferees anticipate that the Commissioner will
issue regulations, similar to the regulations under existing section
483, dealing with the tax consequences of debt obligations which
are assumed or taken subject to, that is, the transfer of obligations
to make or rights to receive deferred payments subject to the OID
rules. The conferees intend that such rules apply not only to the
assumption of deferred payment obligations, but also to assump-
tions of obligations to third-party lenders. These rules will apply to
sales and exchanges after December 31, 1984, and therefore will
apply to debt obligations that are assumed or taken subject to after
that date even though such obligations were first issued prior to
that date.

6. Deferred payments for use of property and services

Present law
A cash method lessor includes rent in income only when pay-

ment is received, while an accrual method lessee deducts a portion
of the rent in each year of the lease, irrespective of when rent is
paid. Thus, a mismatching of income and deductions may occur in
the case of a deferred payment lease involving a cash method
lessor and an accrual method lessee.

Where a lease provides for current payments of rents, but at dis-
proportionately higher levels in the later years of the lease term
(i.e., the rents are "backloaded" or "stepped"), portions of the true
rent allocable to the earlier years are in substance being deferred
until later years, when the deferred amounts are repaid with inter-
est. The result is deferral of income by the lessor.

It is unclear under present law under what circumstances
uneven rent payments will be treated as resulting in deferral or
prepayment of rent. The Internal Revenue Service has issued a
revenue procedure stating that the payment of uneven rents in a
so-called "leveraged lease" will not be regarded as involving a de-
ferral or prepayment of rent provided the rent payable for any
year does not exceed 110 percent of the average annual rent pay-
able over the term of the lease and is not less than 90 percent of
this average. Rev. Proc. 75-21, 1975-1 C.B. 715. 3

House bill

The House bill contains no provision relating to the "principal"
element of deferred payment transactions involving the use of
property or services. It does, however, provide for annual inclusion
and deduction of interest with respect to such transactions in cer-
tain circumstances (see item 5, supra).

' The revenue procedure also provides an alternative test based on rents payable over the
first two-thirds of the lease term.



Senate amendment

The Senate amendment requires that both the rent element and
the interest element of a deferred rent transaction be included in
the income of the lessor and deducted by the lessee annually,
unless rent is paid before the end of the year following the calen-
dar year in which the property is used. A transaction involving
stepped rents is treated as a deferred rent transaction if any peri-
odic increase is not commercially reasonable. In general, whether
an increase is commercially reasonable is determined on the basis
of all the facts and circumstances.

In the case of a sale-leaseback transaction involving payment of
stepped rents, an annual increase will be considered as not com-
mercially reasonable if it exceeds the greatest of (1) the percentage
increase in the Consumer Price Index (or other index specified by
regulations) during the immediately preceding lease period, (2) the
Federal short-term rate in effect at the time the lease is entered
into, or (3) the increase in specified costs with respect to the prop-
erty payable by the lessor to unrelated parties during the period
between the payments. Leases providing for even "steps" of up to 5
years, with cumulation and compounding of the permissible in-
creases during the period, will qualify as commercially reasonable.

Similar rules are to be provided by regulations for the interest
element in deferred payment transactions involving services and
for "front-loaded" payment transactions.

The provisions are generally applicable to agreements entered
into after March 15, 1984, other than agreements entered into pur-
suant to a written binding commitment if effect on March 15, 1984.
Under a transitional rule, in the case of leases where there was
written evidence of a firm plan on March 15, 1984, to lease proper-
ty which had not been placed in service before that date, the par-
ties will not be subject to the permanent rules; however, such per-
sons will be required to report rental income and deductions in
amounts at least as great as those in a specified schedule, regard-
less of the actual payments made under the agreement. In addi-
tion, an exception is provided for a particular lease that was being
negotiated on March 15, 1984.

Conference agreement

The conference agreement adopts the House bill and the Senate
amendment with modifications.

Overview

The conference committee believes that the deferred rent provi-
sion of the Senate amendment is deficient in two respects. First,
commercial reasonableness is too vague a standard by which to de-
termine the tax consequences of a lease agreement. The conferees
feel that this standard is unworkable and injects an unacceptable
degree of uncertainty into legitimate business transactions. Second,
the Federal rate safe harbor provided in the Senate amendment
would permit rent increases over the term of a lease that would, in
general, significantly exceed the increases that could be justified as
an economic matter.



Accordingly, the conference agreement adopts a tax avoidance
purpose test, makes this test applicable to a narrower range of
lease agreements, and eliminates the safe harbor based on the Fed-
eral rate. (As under the Senate amendment, only leases involving
total payments in excess of $250,000 and either deferred payments
or stepped rents are affected by the conference agreement.) The tax
avoidance purpose test will be applied only in the case of certain
leasebacks and long-term leases. If this test is satisfied, the rents
payable under the lease will be "leveled" for purposes of the tax
treatment of the parties to the lease, that is, the parties will take
into account annually the constant rental amount and interest on
unpaid rental amounts from prior years. The conference agreement
provides certain safe harbors under which leases will not be
deemed to be motivated by tax avoidance.

In cases not involving leasebacks or long-term leases or in which
it has been established that there is no tax avoidance purpose for
the backloading, the rents specified in the lease agreement will be
recognized for tax purposes. However, the parties will be required
to report the rent allocable to the period (and interest on unpaid
rents) on an accrual basis, regardless of their method of account-
ing. Thus, the general rule will be "matching" on an accrual basis
by both lessors and lessees.

Finally, lessors who, by virtue of having demonstrated no tax
avoidance purpose, are not subject to rent leveling during the term
of the lease will be subject to a recapture provision on disposition
of the leased property. Under this provision, any gain realized on
such a disposition will be treated as ordinary to the extent of the
excess of the accruals that would have been taken into account had
the lessor been subject to the rent leveling provision over the
actual accruals of rents up to the date of transfer. The conferees
believe that even in situations where the parties can demonstrate
that tax avoidance is not a principal purpose of the stepping of
rents, and rents are reported on a consistent basis, there is an op-
portunity to convert ordinary income into capital gain by selling
property subject to an agreement providing for increasing rents.
The recapture provision prevents such a conversion.

The conferees emphasize that no inference is intended as to the
ability of the Internal Revenue Service to challenge the form of an
agreement involving deferred or stepped rents under general accru-
al or clear reflection of income principles, on the basis that a pur-
ported-lease constitutes a mere financing transaction, or on other
grounds.

Matching requirement in case of "section 467 rental agree-
ments"

The conference agreement affects only those leases that would
have been subject to the provision contained in the Senate amend-
ment, that is, leases involving total payments in excess of $250,000
and either (1) increasing (or decreasing) rents, or (2) rents payable
beyond the close of the calendar year following the year in which
the associated use occurs. Such leases are referred to as section 467
rental agreements.

The parties to a section 467 rental agreement not involving a lea-
seback or a lease of property for a term in excess of 75 percent of



the property's ACRS life will not be subject to the tax avoidance
purpose test or the rent leveling provision. Both the lessor and the
lessee under such agreements, however, will be required to accrue
annually the rent allocable to the taxable year where actual pay-
ment of the rent is deferred. 4 The rent allocable to a taxable year
will be determined from the terms of the lease. If the lease speci-
fies amounts that are allocable to particular periods but these
amounts are not paid until more than one year after the year to
which they relate, the amount of rent to be accrued for each period
will be an amount determined in accordance with Treasury regula-
tions based on present value concepts. It is anticipated that these
regulations could provide different methods for determining the ap-
propriate amount, depending upon the particular type of lease in-
volved. Present values will be determined, and interest will accrue
on any accrued but unpaid rent (and any unpaid interest on such
interest), at a rate of 110 percent of the applicable Federal rate,
compounded semiannually.

Constant rental accrual in certain situations

Rents will be deemed to accrue on a level present value basis in
two situations. First, level rents will be imputed if a section 467
rental agreement is silent as to the allocation of rents over the
lease period. Second, level rents will be imputed if (1) a section 467
rental agreement provides for increasing rents, (2) one of the prin-
cipal purposes of providing for increasing rents is the avoidance of
taxes, and (3) the lease is either part of a leaseback transaction or
for a term in excess of 75 percent of the "statutory recovery
period" for the property subject to the lease. A leaseback transac-
tion for this purpose is one that involves a lease of property to any
person who had any interest in such property within the two-year
period such lease goes into effect (or to a person related person to
such person). The conferees do not intend that a de minimis owner-
ship interest be deemed an interest for this purpose.

The statutory recovery period for purposes of the 75 percent test
is essentially the period provided under the ACRS provisions of the
Code. Property that is not recovery property will be treated as if it
were recovery property for purposes of this test.

Regulatory safe harbors.-The Treasury Department is directed
to prescribe regulations setting forth circumstances under which
rents will not be treated as being stepped for tax avoidance pur-
poses. Among the circumstances for which safe harbors are to be
provided are (1) increases in amounts determined by reference to
price indices such as the Consumer Price Index, (2) rents based on
a percentage of the lessee's receipts or similar amounts, (3) reason-
able periods during which rents are forgiven or abated, and (4)
changes in amounts paid to unrelated third parties.

4 The conferees intend that any rent or interest accrued by the lessor under this provision as
well as under the rent leveling provision will be treated in the same manner as a receivable or
other debt owed to an accrual basis taxpayer. Thus, if the lessee due to bankruptcy or other
circumstance ultimately fails to pay rent or interest imputed under this provision when due, the
lessor will be able to claim a bad debt deduction, at the time and to the extent a bad debt deduc-
tion is permitted under present law to accrual basis taxpayers. Similarly, a lessee under a sec-
tion 467 rental agreement will have income under discharge of indebtedness or tax benefit prin-
ciples to the extent a rental or interest amount previously accrued pursuant to this provision is
forgiven or otherwise goes unpaid.



Thus, the conferees intend that the regulations will provide that
a lease calling for rents that increase at a variable rate equal to
the rate of the increase in the CPI (or other appropriate price
index) during the lease period does not have tax avoidance as a
principal purpose. Such a lease may limit the increase to a speci-
fied maximum percentage and still come within the CPI safe
harbor, and increases based on such a formula may be aggregated
and made in intervals of five years or less.

Similarly, increases that are based on a fixed percentage of the
lessee's gross receipts or similar amounts, or that reflect the les-
see's obligation under the lease to bear specified costs (such as real
estate taxes, insurance, maintenance, and similar costs) of the
lessor will not be considered to be motivated by tax avoidance. Be-
cause the amount of increases in the CPI or in third party costs
generally is not subject to manipulation by the parties, and it is a
common commercial practice to pass such increases on to lessees,
such increases should not generally be considered in determining
whether rents are stepped to avoid taxes. 5

In addition, the conferees intend that the regulations will pro-
vide a safe harbor for leases under which no rent is payable (or is
payable at a reduced rate) for a reasonable period of time after the
inception of the lease. Whether the length of a "rent holiday" is
reasonable will be determined by commercial practice in the locali-
ty where the use of the property will occur at the time the lease is
entered into. The conferees expect that, in general, this rent holi-
day will not exceed twelve months, and in no event shall exceed
twenty-four months.

The conferees anticipate that the Treasury Department will issue
regulations adopting standards under which leases providing for
fluctuations in rents paid by no more than a reasonable percentage
above or below the average rent payable over the term of the lease
will be deemed not motivated by tax avoidance. The conferees un-
derstand that the Internal Revenue Service has taken the position
that a 10 percent fluctuation above or below the average rent is
permissible in the case of leases involving personal property. Rev.
Proc. 75-21, 1975-1 C.B. 715, sec. 5. The conferees note that the
standards of Rev. Proc. 75-21 may not be appropriate for real estate
leases, and that it may be appropriate in the regulations to provide
less restrictive standards for such leases.

Tax avoidance standard.-A section 467 rental agreement involv-
ing a leaseback or a term in excess of 75 percent of the property's
statutory recovery period will be subject to the rent leveling provi-
sion only if a principal purpose of the stepping of rents is tax
avoidance. The determination of the existence of a tax avoidance
purpose will be made on the basis of all the relevant facts and cir-
cumstances. A major factor in this determination will be whether
and to what extent the tax brackets of the lessor and the lessee
differ at the time the lease is entered into, and the parties' reason-
able expectations as to their relative tax brackets over the term of
the lease. Where their tax brackets are roughly equal, a natural

' The conferees intend no inference as to the effect of a lease clause requiring the lessee to
assume the burden of any increases in the lessor's debt service on the property, however, includ-
ing the effect of such a clause on the status of the lease as a true lease.



tension will normally exist between the lessor and lessee since the
lessor will defer recognition of income at the cost to the lessee of a
deduction to which it would otherwise be entitled.

On the other hand, where a lessor is in a higher marginal tax
bracket than a lessee (e.g., where the lessee is a tax-exempt entity
or has substantial NOLs or is otherwise in a low marginal bracket),
the motives of the parties in stepping the rents will be closely scru-
tinized, and taxpayers should be held to a higher standard of proof.
They should be required to show that market conditions or other
substantial business reasons justify the specified increases. In par-
ticular, the conferees believe that so-called "sandwich" lease trans-
actions, whereby a tax-exempt entity is interposed between two
taxable parties as a lessee-sublessor to achieve deferral of income
for the ultimate lessor without sacrificing the deductions of the
sublessee, should generally be suspect.6 The conferees emphasize
that they intend no inference as to the ability of the Internal Reve-
nue Service to challenge these sandwich lease transactions under
existing law.

The involvement of tax-exempt organizations or taxpayers in an
NOL position or low marginal tax bracket will not, however, create
a conclusive presumption of a tax avoidance purpose, even where
such person serves as a sublessor. Rather, all the facts and circum-
stances must be considered in determining the purpose of the
transaction. If those facts and circumstances suggest substantial
nontax reasons for a particular rent structure, the terms of the
lease should be respected for tax purposes, even if a tax-exempt or
NOL taxpayer is simultaneously a lessor and lessee.

For example, if a tax-exempt trade association negotiated a long-
term lease for office space in excess of its current needs in order to
assure the availability of additional space in the future, and tempo-
rarily sublets a portion of the space to a taxable third party, the
transaction need not be viewed as per se motivated by tax avoid-
ance. Increases in rents under the primary lease and sublease
would be respected if it could be demonstrated that tax avoidance
was not a principal purpose of the increases. The absence of such a
purpose might be shown by the existence of leases containing simi-
lar terms between the primary lessor and taxable third parties.
The burden of proving the absence of a tax avoidance purpose
would, however, be on the taxpayer.

Another factor in determining whether a tax avoidance purpose
exists is whether under the lease the lessee has an option to renew
at a rental amount significantly less than rental amounts payable
during the later years of the lease, particularly where the option
rental amount is roughly equal to what the constant rental amount
would have been for the primary term of the lease had the rent
leveling provision been in effect.

o A variation of the sandwich lease is an arrangement whereby a cash basis taxpayer simulta-

neously serves as lessee and sublessor under a master lease with an accrual basis lessor and a
sublease with an accrual basis sublessee. Although the sublease calls for stepped rental pay-
ments, the sublessee may take the position it is entitled to accrue annually a level amount of
rent that reflects the average rent payable over the term of the lease. The lessor will accrue
annually only the amount of rent actually paid on the ground that it is entitled only to that
amount.



The Treasury Department in regulations may prescribe other
factors that are indicative of a tax avoidance purpose.

Recapture on disposition of leased property in certain situa-
tions

If property subject to a leaseback or a long-term lease is not sub-
ject to the rent leveling provision, any gain realized by the lessor
on disposition of the property during the term of the agreement
will be treated as ordinary income to the extent of the "recapture
amount." For this purpose, the gain realized is reduced by the
amount of gain treated as ordinary income under other provisions
of the Code (e.g., sec. 1245 or 1250).

The recapture amount is the excess of the amount which would
have been taken into account by the lessor if the rents had been
reported on a constant rental basis over the amount actually taken
into income by the lessor under the general matching provision.
Only amounts that are fixed and determinable will be taken into
account in making this computation. The Treasury Department is
to provide regulations under which exceptions similar to the excep-
tions provided under sections 1245 and 1250 shall apply for pur-
poses of the rent recapture provision, and under which the ordi-
nary income taint on the property will be preserved in cases where
the property is transferred and the transferor's basis in the proper-
ty carries over to the transferee.

Other regulations

The conference agreement provides that the Treasury Depart-
ment is to issue regulations requiring reporting of the interest ele-
ments only of deferred payment transactions involving services, in
a manner consistent with the treatment of interst in deferred pay-
ment rental transactions. Regulations will also deal with the treat-
ment of front-loaded (i.e., prepaid) agreements. The conferees
intend that the provisions relating to deferred payment services
agreements and front-loaded agreements and the regulations there-
under be applied prospectively from the date of issuance of regula-
tions.

Effective date and transitional rules

These provisions are effective for agreements entered into after
June 8 1984, subject to the transitional rules provided in the
Senate amendment.

7. Capitalization of construction period interest and taxes

Present law

In general, no immediate deduction is allowed for real property
construction period interest and taxes (Code sec. 189).

This rule does not apply to (1) low-income housing, (2) residential
real property (other than low-income housing) acquired, construct-
ed, or carried by a corporation (excluding certain corporations) or
(3) real property if the property is not, and cannot reasonably be
expected to be, held generally in a trade or business, or in an activ-
ity conducted for profit.



The capitalized interest and taxes are amortized generally over a
10-year period.

House bill

No provision.

Senate amendment

The rules under section 189 are extended under the Senate
amendment to require corporations (other than corporations cur-
rently subject to sec. 189) to capitalize construction period interest
and taxes for residential real property (other than low income
housing). The definition of construction period is the same as under
present law.

This provision will apply to interest or taxes paid or incurred in
taxable years beginning after December 31, 1984, for the construc-
tion of residential real property begun after March 15, 1984.

Conference agreement

The conference agreement follows the Senate amendment.

8. Start-up expenses

Present law

Generally, expenses incurred prior to the establishment of busi-
ness are not deductible currently since they are not incurred in
carrying on a trade or business or while engaging in a profit-seek-
ing activity. However, some expenses such as interest or taxes are
allowed as deductions for nonbusiness purposes, and the Supreme
Court held in Snow v. Commissioner, 416 U.S. 500 (1974) that re-
search and experimental expenses are deductible under section 174
notwithstanding the trade or business requirement.

A taxpayer may elect to treat start-up expenses as deferred ex-
penses that may be deducted ratably over a period of not less than
60 months (sec. 195).

Present law is unclear whether, in the absence of an election
under section 195, a specific item should be capitalized or expensed.

House bill

No provision.

Senate amendment

Under the Senate amendment, taxpayers will be required to
treat start-up expenditures as deferred expenses. Taxpayers will be
allowed to amortize such expenditures over a period of not less
than 60 months as may be selected by the taxpayer. The definition
of start-up expenditures is intended to be generally the same as
under present law but also covers certain pre-opening costs.

The Senate amendment applies to taxable years beginning after
June 30, 1984.

Conference agreement
The conference agreement generally follows the Senate amend-

ment with the following modification. Under the conference agree-



ment, start-up expenditures that are allowed as deductions under
sections 163, 164, and 174 shall not be treated as deferred expenses.

The conference agreement also clarifies that the definition in the
Senate amendment of start-up expenditures covers certain pre-
opening costs, but only for periods after the effective date of the
provision.

9. LIFO conformity

Present law

The "Last-In-First-Out" (LIFO) method of inventory accounting
may not be used for tax purposes unless it is also used in reporting
to shareholders, partners, other proprietors, beneficiaries, and for
credit purposes. An exception to the conformity requirement is pro-
vided for certain differences, including differences that arise be-
cause the taxpayer adopts the LIFO method for financial statement
purposes beginning with an accounting period other than the tax-
able year for which the taxpayer first used the LIFO method for
tax purposes. (Treas. Reg. sec. 1.472-(2)(1)(viii)(A).) Furthermore, the
Internal Revenue Service has issued several rulings which provide
limited exceptions to the LIFO conformity rule in other factual sit-
uations.

In Insilco Corp. v. Commissioner, 73 T.C. 589 (1980), aff'd in an
unreported decision (2nd Cir. 1980), the Tax Court held that the
LIFO conformity rules were met by a subsidiary using the LIFO
method to compute its income in its financial reports issued to its
parent company, even though the parent company converted the
subsidiary's earnings to a non-LIFO basis in the parent's consoli-
dated financial statements.

House bill

The House bill treats all members of the same group of financial-
ly related corporations as a single taxpayer for purposes of the
LIFO conformity requirement. The term "group of financially re-
lated corporations" means (1) any affiliated group as defined in sec-
tion 1504 determined without regard to the exceptions in sec.
1504(b) and by substituting a 50-percent stock ownership test for an
80-percent stock ownership test, and (2) any other group of corpora-
tions which issue consolidated financial statements or reports gen-
erally to shareholders and others.

The House bill does not affect the exceptions to the conformity
requirements already provided under current law, or Treasury's
authority to provide other such exceptions in the future.

The House bill applies to taxable years beginning after the date
of enactment.

Senate amendment

The Senate amendment generally is the same as the House bill,
except the provision also applies to a group of corporations that
issue financial statements on a combined basis.

Conference agreement

The conference agreement follows the Senate amendment with
certain clarifications and modifications.



First, the conference agreement clarifies that the conformity re-
quirement applies to the financial statements of a corporation that
include under the equity method of accounting the results of oper-
ations of a corporation that uses the LIFO method of accounting
for tax purposes, but only if that corporation is a member of the
affiliated group by applying the 50-percent stock ownership test
(described under the House bill).

Second, the conference agreement clarifies the transition rules
for taxpayers who accounted for inventories on methods similar to
those involved in the Insilco decision. The conference agreement
provides that a taxpayer who relied on Insilco (or a similar inter-
pretation of the law) in prior years may elect to remain on the
LIFO method for tax purposes and conform its financial statements
to the LIFO method. In such a case, the LIFO cost for financial
statement purposes may be different than the LIFO cost for tax
purposes because the LIFO method is first used for financial re-
porting purposes in a different year than it was first used for tax
purposes. The conference agreement clarifies that such differences
in the LIFO cost are not a violation of the conformity requirement
(i.e., Treas. Reg. sec. 1.472-2(e)(1)(viii)(A) would apply).

Under the conference agreement, no inference is implied with re-
spect to the taxpayer's compliance with the conformity require-
ment under present law. Thus, even a taxpayer who complies with
the provisions of this bill may nevertheless be subject to challenge
by the Internal Revenue Service for violation of the conformity re-
quirement in prior years. However, in order to prevent unwarrant-
ed exposure to subsequent decision' contrary to Insilco, the confer-
ence agreement provides that for this purpose only the IRS may
provide a special procedure for taxpayers who want to continue to
use the LIFO method to make a protective LIFO election (consist-
ent in all respects with their existing LIFO election) so that taxable
years beginning after the date of enactment are protected. No in-
ference is created as to whether a conditional LIFO election may
be valid in other contexts.

Taxpayers who elect to change to the LIFO method for tax pur-
poses will be allowed a spread of any adjustment required under
section 481 not to exceed 4 years. (The LIFO method as used prior
to the effective date would not be treated as a category A method
under Rev. Proc. 80-51, 1980-1 C.B. 816).

Effective date.-The provision applies to taxable years beginning
after the date of enactment.

H. Tax straddles

Present Law

Exemption of stock and stock options from straddle rules

Losses incurred in positions in actively traded personal property
are deferred to the extent that the taxpayer has unrecognized gain
on offsetting positions in a straddle. Positions are offsetting gener-
ally if there is a substantial diminution in the risk of loss from
holding one position by reason of holding the other position. In ad-
dition, interest and carrying costs allocable to personal property
which is part of a straddle are required to be capitalized, and



present law provides authority for regulations to impose rules as to
straddles that are comparable to present law wash sale and short
sale rules. Present law excludes from the straddle rules stock and
stock options that are traded on domestic exchanges.

Mark-to-market rules

Gains and losses from regulated futures contracts (RFCs) are de-
termined by marking such contracts to market and, if they are cap-
ital assets, by treating all resulting gain or loss as 60 percent long-
term and 40 percent short-term capital gain or loss (60/40 treat-
ment). This formula results in a maximum tax rate of 32 percent
for noncorporate taxpayers. This treatment applies to contracts
traded on a domestic board of trade or exchange designated as a
contract market by the Commodity Futures Trading Commission
(CFTC) and to certain foreign currency contracts.

Hedging exemption

Neither the straddle rules nor the mark-to-market and 60/40
treatment apply to gains and losses from properly identified hedg-
ing transactions entered into in the normal course of the taxpay-
er's trade or business and resulting in ordinary income or loss. The
hedging exemption is not applicable to certain syndicates with lim-
ited partners or limited entrepreneurs.

Treatment of options

Historically, options market makers on securities exchanges have
reported ordinary income or loss from their options transactions as
well as from transactions in the property subject to the option.
Commodity traders derive capital gain or loss from their RFC
transactions and are subject to mark-to-market and 60/40 treat-
ment.

Gain or loss from the sale, exchange or lapse of an option held by
an investor is capital gain or loss generally, long-term or short-
term depending on the period the option is held by the investor,
and short-term in any case to an option grantor. If an option is ex-
ercised, the premium paid by the holder or received by the grantor
results in additional gain or loss with respect to, or an adjustment
to the basis of, the underlying property. Questions have been raised
about the applicability of these rules to certain cash settlement op-
tions and options on RFCs (commodity options).

Mixed straddles

Mixed straddles are straddles composed in part of RFCs subject
to a 32 percent maximum tax rate and in part of other positions
subject to a maximum 50 percent tax rate. Taxpayers may elect, if
the straddle is properly identified, to exclude the RFC portion of a
mixed straddle from the mark-to-market and 60/40 rules. Treasury
may prescribe regulations similar to the short sales rules with re-
spect to straddle positions. Present regulatory authority to pre-
scribe rules for mixed straddles may be inadequate to insure effec-
tive rules.



Wash sale rule

Under the wash sale rule of present law, losses from the disposi-
tion of stock and securities are deferred if substantially identical
property is acquired within 30 days before or after such disposition.
The wash sale rule does not apply to certain short sales against the
box which provide taxpayers with an opportunity to defer income.
For taxpayers other than corporations, the wash sale rule does not
apply if the loss is in connection with the taxpayer's trade or busi-
ness, while it is inapplicable to corporate taxpayers only if the loss
is incurred in the ordinary course of the corporation's business as a
securities dealer.

Identification requirement

The hedging exemption, the mixed straddle election, the present
law election of securities dealers to identify securities as held for
investment, and the identified straddle rule (which limits the appli-
cability of the loss deferral rule), all require identification by the
close of the day during which a position is established. Substantial
price movements may occur within the course of a day which give
taxpayers an opportunity for unwarranted tax benefits through the
use of these provisions.

House bill

Overview

The House bill repeals the blanket exceptions from the straddle
rules for stock and exchange-traded stock options. More limited ex-
ceptions are provided. In addition, the mark-to-market rule and the
32-percent maximum rate of tax are extended to certain exchange-
traded options held by investors and to all listed options held by
options market makers. Commodity options are also made subject
to the mark-to-market rule and accorded the 32-percent maximum
rate of tax.

Repeal of exception for certain stock and stock options

Stock

The House bill repeals the exception from the tax straddle rules
for direct positions in stock. A more limited exception is provided
for a straddle all of the positions of which consist of the holding of
stock or the short sale of stock. However, the exception for posi-
tions in stock is inapplicable to stock of a corporation formed or
availed of to take positions in personal property that offset posi-
tions taken by any shareholder.

Exchange-traded stock options

In general, the straddle rules, including the loss-deferral rule,
are extended to straddles involving exchange-traded stock options.
An exception is provided for qualified covered call writing transac-
tions.

Qualified covered call options

A covered call option is one that is written with respect to stock
that is held by the taxpayer (or acquired by the taxpayer in connec-



tion with the granting of the option). The granting of a covered call
option substantially reduces a taxpayer's risk of loss with respect
to the underlying stock to the extent that the option is deep-in-the-
money. The House bill contemplates that taxpayers can continue to
write at-the-money and nondeep-in-the-money covered calls (i.e.
qualified covered calls), without running afoul of the straddle rules.

In general, a qualified covered call option is an exchange-traded
option (1) the gain or loss with respect to which is not ordinary
income or loss, (2) the term of which is more than 30 days, and (3)
which is not deep-in-the-money. The term "deep-in-the-money
option" is defined as an option that has a strike price lower than
the lowest qualified benchmark." Generally, the "lowest qualified
benchmark" is the highest available strike price that is less than
the "applicable stock price" (defined below). In the case of an
option with a term of more than 90 days and a strike price exceed-
ing $50, the lowest qualified benchmark is the second highest avail-
able strike price that is less than the applicable stock price. Howev-
er, in any case, the lowest qualified benchmark will not be treated
as being less than 85 percent of the applicable stock price.

Exchange rules currently provide for strike prices on options at
five-dollar intervals (or "benchmarks") for options on stock trading
at prices under $100. For stock trading at prices over $100, there
are $10 benchmarks. The lowest strike price currently authorized
is $10. Thus, for example, with respect to stock trading at $50, an
exchange-traded call option with a strike price of $45 or more and
a term exceeding 30 days would qualify for the exception.

The term "applicable stock price" is generally defined as the
closing price of the optioned stock on the most recent date on
which such stock was traded before the date on which the option
was granted. However, if the opening price of the optioned stock on
the day the option is granted is greater than 110 percent of the
closing price on the last previous trading date, then the opening
price of the stock is treated as the applicable stock price.

In general, a qualified covered call option must be written on a
national securities exchange registered with the Securities and Ex-
change Commission (SEC). The Secretary may designate other ex-
changes as qualifying for this treatment if the exchange has rules
adequate to carry out the purposes of the exception to the straddle
rules for qualified covered calls. The House bill contemplates that,
as a condition of designating an exchange, the Secretary could re-
quire that trades on the exchange be subject to information report-
ing under section 6045 (relating to reports by brokers).

The Secretary is granted broad regulatory authority to modify
the provisions of the bill (e.g., to take account of changes in the
practices of options exchanges or to prevent tax avoidance). The
bill contemplates that the Secretary will prescribe rules for the de-
termination of the applicable strike price if the options exchanges
modify their benchmarks.

Treatment of gain or loss where the taxpayer is the grantor of
a call option

The House bill provides that, if at any time a taxpayer holds
stock and is the grantor of an outstanding option to buy such stock,
which option has a strike price that is less than the applicable



stock price, then any amount that would otherwise be treated as a
long-term capital gain with respect to the stock is treated as a
short-term capital gain to the extent of any short-term capital loss
recognized on the option. This short-term capital gain character
would be preserved where the stock is transferred in a nonrecogni-
tion transaction (including a gift).

Extension of mark-to-market rule

The House bill extends the mark-to-market rule (including the
60/40 treatment that results in a 32-percent maximum tax rate) to
nonequity listed options and dealers' equity options. Rules are pro-
vided to prevent limited partners (or entrepreneurs) of an options
dealer from recognizing gain or loss from equity options as 60 per-
cent long-term capital gain or loss and 40 percent short-term cap-
ital gain or loss.

Definition of listed option contract

The House bill defines a listed option as any option (other than a
right to acquire stock from the issuer) that is traded on (or subject
to the rules of) a qualified board of trade or exchange. A qualified
board of exchange is a national securities exchange registered with
the SEC, a domestic board of trade designated as a contract market
by the Commodity Futures Trading Commission, or any other ex-
change or board of trade that the Secretary determines has rules
adequate to carry out the purposes of the relevant statutory provi-
sions. The bill contemplates that, as a condition of designating an
exchange or board of trade, the Secretary may require information
reporting consistent with the rules of section 6045 (relating to re-
turns of brokers).

Equity listed options

An equity option is defined to mean any option to buy or sell
stock, and any other option the value of which is determined by
reference to an index of stocks of the type that is ineligible to be
traded on a commodity futures exchange (e.g., an option contract
on a sub-index based on the price of nine hotel-casino stocks). The
definition of equity option excludes options on broad-based stock in-
dexes (such as the Standard & Poor's 500 index) and options on
stock index futures; thus, these options fall within the definition of
nonequity options (discussed below). Holders of equity options
(other than dealers) remain subject to the general rules for the tax-
ation of options, including the loss-deferral rule.

Nonequity listed options

A nonequity option is defined as any listed option that is not an
equity option. Under the bill, any holder of a nonequity option
(whether an options dealer or an investor) is treated as if the
option were disposed of at year-end for a price equal to its fair
market value, and any gain or loss is taxed as if it were 60-percent
long-term and 40-percent short-term (just as the holders of RFCs
are treated). All options on RFCs are, by definition, nonequity op-
tions under the bill.



Treatment of dealer options

The House bill changes the claimed present-law treatment of op-
tions market makers and codifies present law with respect to pro-
fessional commodity traders by providing that both categories of
traders are treated as buying and selling capital assets, except to
the extent that an option or future is acquired to hedge property
that would generate ordinary income or loss. An options dealer is
defined as any person who is registered with the SEC and an ap-
propriate national securities exchange as a market maker or spe-
cialist in listed options. Under the bill, an options dealer would not
recognize ordinary income or loss with respect to his stock and se-
curities transactions, unless the taxpayer is a dealer in stock and
securities under general Federal income tax rules (determined
without regard to whether options in such property produce ordi-
nary income or loss).

In addition to nonequity options, which are marked-to-market in
the hands of all holders, equity options held by options dealers are
also subject to the mark-to-market rule and 60/40 treatment. To
prevent dealers from passing through 60/40 treatment of equity op-
tions to limited investors, the bill provides that 60/40 treatment
does not apply to gain or loss on dealer equity options that is allo-
cable to limited partners or limited entrepreneurs (regardless of
the percentage of such gain or loss that is so allocated).

Hedging exemption
In general, the hedging exemption under present law remains

available. However, the House bill limits the ability of certain tax-
payers to deduct losses from hedging transactions where the hedg-
ing exemption is claimed.

Under the House bill, an options dealer who is a dealer in the
underlying property is treated the same as a commodity trader
who is a dealer in the cash commodity. Thus neither the loss-defer-
ral rule nor the mark-to-market rule applies to an option or an
RFC that is identified as a hedging transaction where gain or loss
on both the option or the RFC and the underlying property would
be ordinary income or loss (as determined under the bill).

For certain taxpayers, the House bill limits the deductibility of
any loss on a hedging transaction to the taxable income (deter-
mined without regard to such loss) derived from the conduct of the
trade or business to which the hedging transaction relates. This
provision is intended to prevent the passthrough of ordinary losses
to limited investors from transactions engaged in by traders who
qualify as dealers in the underlying property.

The limitations on the deductibility of hedging losses apply to
the following taxpayers: (1) any taxpayer who enters into a hedging
transaction relating to stock or securities, (2) any individual, and
(3) any corporation if at any time during the last half of the tax-
able year more than 50 percent in value of its outstanding stock is
owned by five or fewer individuals. The term "hedging loss" is gen-
erally defined as the excess of (1) the allowable deductions for the
taxable year attributable to hedging transactions (determined with-
out regard to the rule limiting hedging losses), over (2) income re-
ceived or accrued by the taxpayer during such taxable year from



such transactions. However, an exception to the limitations on
losses is provided for economic losses. The bill provides that the
limitations do not apply to a hedging loss to the extent that such
loss exceeds the aggregate unrecognized gains from hedging trans-
actions (including gains from hedged property) as of the close of the
taxable year. The "aggregate unrecognized gain" is defined as that
term is used for purposes of the straddle rules: (1) the amount of
gain that would be taken into account with respect to property if
such property were sold on the last business day of such taxable
year at fair market value, plus (2) in the case of any position with
respect to which, as of the close of the taxable year, gain has been
realized but not recognized, the amount of gain so realized.

Cash-settlement options

For cash-settlement options that are not subject to the mark-to-
market rule (e.g., narrow-based options on stock indices), the House
bill amends section 1234 to clarify that gain or loss on the sale, ex-
change, lapse, or exercise of the option is capital gain or loss with
respect to grantors or holders. For purposes of the bill, a cash-set-
tlement option is defined as any option which on exercise settles in
(or could be settled in) cash or property other than the underlying
property. As under present law, the receipt of cash on exercise of a
cash-settlement option is a taxable event.

Regulatory authority relating to mixed straddles

The House bill broadens the scope of Treasury's regulatory au-
thority to prescribe rules for mixed straddles. The bill requires the
Secretary to prescribe such regulations with respect to gain or loss
on straddle positions as may be necessary to carry out the purposes
of the loss-deferral rule, within six months from the date of enact-
ment. To the extent consistent with this purpose, the regulations
should include rules applying the principles of the wash sale rule
and the short-sale rule.

Effective dates

General rules

In general, the provision repealing the exemption from the strad-
dle rules for stock options and stock applies to positions established
after October 31, 1983. However, the application of the straddle
rules to offsetting position stock is effective for positions estab-
lished on or after May 23, 1983.

The special rule for the treatment of gain where the taxpayer is
the grantor of an option to buy stock applies to positions estab-
lished after March 1, 1984.

The provisions extending the mark-to-market rule to nonequity
options and dealer equity options generally apply to positions es-
tablished after the date of enactment. However, with respect to
commodity options, the amendments made by the bill apply to posi-
tions established after October 31, 1983.

The provision clarifying the treatment of cash-settlement options
applies to options purchased or acquired after October 31, 1983.
The amendments to the hedging exemption apply to taxable years
beginning after December 31, 1984.



Elections
The mark-to-market rules may be applied to nonequity options

and dealer equity options on or before the general effective dates
under either of two elections provided by the bill.

Positions held on the date of enactment.-Taxpayers can elect to
apply the mark-to-market rule to nonequity listed options or dealer
options that they held on the date of enactment. The election must
cover all such positions held by the taxpayer on the date of enact-
ment.

Positions held before the date of enactment.-In lieu of the elec-
tion described above, taxpayers can elect to apply the mark-to-
market rule to all positions held by the taxpayer during the tax-
able year that includes the date of enactment (the "transition
year"). If the taxpayer makes this full-year election, all nonequity
listed options and dealer options held at any time during the tran-
sition year must be marked-to-market.

With respect to stock options, any tax liability for the transition
year which is attributable to appreciation in such options can be
paid in two to five equal annual installments. Interest is charged
on any unpaid installments of tax that are still outstanding after
the due date for the first installment.

Senate amendment

Repeal of exception for certain stock and stock options
Under the Senate amendment, an interest in stock is included

within the straddle rules only if (1) it is offset by an option to buy
or sell actively traded stock, or (2) it is stock in a corporation
formed or availed of to take positions in personal property offset-
ting positions held by any shareholder. The hedging exemption is
applicable, under the Senate amendment, to such offsetting posi-
tion stock held by a member of the same affiliated group (as de-
fined in sec. 1504(a)) as the taxpayer.

Under the Senate amendment, the two benchmark standard ap-
plicable to certain qualified covered calls applies where the strike
price is exactly $50 (as distinguished from over $50 in the House
bill). The Senate amendment also eliminates the limitation of a
qualified covered call to one with a strike price not less than 85
percent of the applicable stock price. The Senate amendment re-
duces the amount of costs of carrying a position that is part of a
straddle that is required to be capitalized by dividends on stock in-
cluded in a straddle, with respect to positions established after the
date of enactment.

The repeal of the exception from the straddle rules for stock
(other than offsetting position stock) and exchange traded stock op-
tions applies to positions established on or after January 1, 1984,
under the Senate amendment. The Senate amendment also defers
the- application of the identification requirement for hedging trans-
actions applicable to stock and stock options until 60 days after the
date of enactment.

Extension of the mark-to-market rule
The Senate amendment defines equity options more broadly than

the House bill, to include all options on stock indexes. Thus, inves-



tors in options on stock index RFCs do not receive mark-to-market
and 60/40 treatment under the Senate amendment.

The Senate amendment extends the election to pay in 2 to 5
annual installments the additional tax for the taxable year includ-
ing the date of enactment derived from prior year appreciation in
stock options. Under the Senate amendment, tax attributable to
appreciation in stock offset by a stock option and which under
present law would result in ordinary income is subject to the elec-
tion. Under the Senate amendment, regulations as applied to a po-
sition in a mixed straddle are not to be effective with respect to a
position established before January 1, 1984.

Limitation on hedging losses

Under the Senate amendment, the limitation of net hedging
losses to income from the trade or business in which the hedge was
entered into applies only to limited partners or limited entrepre-
neurs.

Exercise of options on regulated futures contracts

Under the Senate amendment, it is explicitly provided that gain
or loss is recognized on the exercise of an option on an RFC. This
rule is applicable with respect to options purchased or granted
after October 31, 1983.

Short sale against the box

The Senate amendment provides that rules similar to those re-
quiring the deferral of losses from disposing of stock in wash sales
(sec. 1091) will apply to require the deferral of losses incurred on
closing short sale transactions where the taxpayer sells the stock
or enters into a second short sale within the period beginning 30
days before and ending 30 days after the closing of the short sale.

Regulatory authority with respect to identification require-
ment

The Treasury is authorized under the Senate amendment to
impose earlier identification deadlines under certain provisions re-
quiring identification of a position by the close of the day on which
the position is acquired. This requirement would be imposed by
regulation and would apply to the hedging exemption, the mixed
straddle election, identified straddles, and, in the case of securities
dealers, the identification of securities held by investment. The
Treasury could also provide by regulation for a method of identifi-
cation other than on the taxpayer's records. It is contemplated that
any additional identification requirements for the hedging exemp-
tion that may be imposed under the regulations will be consistent
with the intended application of the identification rule for the
hedging exemption expressed in the report of the Senate Finance
Committee in 1981 as follows:

Taxpayers, such as banks or securities dealers, who may
conduct thousands of hedging transactions to hedge prop-
erty held or to be held in their accounts, may identify such
accounts as hedged accounts without marking individual
items as hedges or hedged property, provided such ac-



counts deal only with ordinary income (or loss) items. S.
Rep. No. 97-144, 97th Cong., 1st Sess. 151 (1981).

Treasury would have the authority to require earlier identifica-
tion only for particular classes of taxpayers, like tax shelters, or to
exempt particular classes of taxpayers, like bona fide government
securities dealers.

Conference agreement

The conference agreement follows the House bill with several
modifications.

1. Repeal of exception for certain stock and stock options

The conference agreement modifies the definition of a qualified
covered call option with respect to the restriction that limits the
lowest qualified benchmark to 85 percent of the applicable stock
price by making it applicable only to stock with an applicable stock
price of $25 or less. With respect to stock with an applicable stock
price of $150 or less, the conference agreement adopts an overall
limitation restricting the lowest qualified benchmark otherwise de-
termined to the amount which is $10 below the applicable stock
price. For purposes of the loss-deferral rule, but not for purposes of
the limitations on interest and carrying costs (sec. 263(g)) and the
short sale and wash sale rules in section 1092, under the confer-
ence agreement a covered call option will not be treated as quali-
fied, if gain from the disposition of the stock to be purchased under
such option is included in gross income in a taxable year subse-
quent to the year in which the option is closed and the stock is not
held for more than 30 days following the date on which the option
is closed. In determining whether this holding period requirement
is satisfied, rules similar to those applicable in determining wheth-
er a taxpayer is eligible for the dividend received deduction under
section 246(c)(3) and (4) will apply (without regard to the exception
to those rules for a qualified covered call option).

The conference agreement modifies the House bill and Senate
amendment by excluding options written by options dealers in the
ordinary course of their activity of writing options from the defini-
tion of a qualified covered call option. The conference agreement
also makes a technical amendment pursuant to which a qualified
covered call option constitutes a position within the meaning of sec.
1092(d)(2) but a straddle consisting only of stock and a qualified
covered call is not treated as a straddle for purposes of sec. 1092
and sec. 263(g).

Offsetting positions, one of which is actively traded stock or an
interest in such stock and one of which is a position in substantial-
ly similar or related property (other than stock) as determined
under regulations, constitute a straddle subject to the loss deferral
rule and other straddle rules, under the conference agreement.
This rule is in lieu of the House bill's more expansive application
of the straddle rules to stock and is in addition to the Senate bill's
rule that eliminates the exemption only for a straddle consisting of
stock and an option. Application of the straddle rules to actively
traded stock and exchange traded stock options applies, as under
the Senate amendment, to positions established after December 31,



1983. However, the conferees intend that the regulations defining
positions that are substantially similar or related to stock held by
the taxpayer will apply to straddles described in the following
paragraph only for positions established on or after March 1, 1984,
and for positions not described in the following paragraph only on
a prospective basis.

A straddle consisting of stock and substantially similar or related
property includes offsetting positions consisting of stock and a con-
vertible debenture of the same corporation where the price move-
ments of the two positions are related. It also includes a short posi-
tion in a stock index RFC (or alternatively an option on such an
RFC or an option on the stock index) and stock in an investment
company whose principal holdings mimic the performance of the
stocks included in the stock index (or alternatively a portfolio of
stocks whose performance mimics the performance of the stocks in-
cluded in the index). Identical results will be applicable under the
provision reducing the holding period of stock held by a corpora-
tion for purposes of the dividend received deduction where the tax-
payer has diminished its risk of loss by holding another position in
substantially similar or related property. However, stock offset by
another position (other than an option) in substantially similar or
related stock, which may result in a reduction in a corporate tax-
payer's holding period for purposes of the dividend received deduc-
tion, does not constitute a straddle.

The conference agreement adopts the Senate amendment's exten-
sion of the hedging exemption to offsetting position stock of a
member of the same affiliated group (as defined in section 1504(a))
as the taxpayer.

Under the conference agreement, any loss realized from a quali-
fied covered call option granted by the taxpayer which has a strike
price below the applicable stock price will be long-term capital loss
if gain from a sale or exchange of the stock at the time such loss is
realized would be long-term. In addition, the holding period for the
stock subject to such option shall not include any period during
which the taxpayer is the grantor of the option. It is anticipated
that stock option losses and the holding period of stock will also be
subject under regulations to sec. 1233(b) and (d) principles as ap-
plied to straddles consisting of stock and stock options. However,
straddles consisting of stock and qualified covered call options to
which the straddle rules are inapplicable will be affected only by
the statutory rules under discussion. These rules are in lieu of the
provision in the House bill and Senate amendment which would
convert long-term gain from the sale or exchange of stock to short-
term, to the extent of short-term losses realized on such options.
The conferees believe that these rules reduce record-keeping re-
quirements for taxpayers relative to a provision recharacterizing
gain on sale of the stock. These rules are applicable to positions es-
tablished after June 30, 1984.

The conference agreement extends the identified straddle rules
of sec. 1092(a)(2) to straddles consisting entirely of section 1256 con-
tracts. Thus, such a straddle which satisfies the definition of an
identified straddle under section 1092 as amended by the bill will
not cause sec. 263(g) or sec. 1092(a) to apply to any position by



treatment of part or all of such straddle as also including positions
not part of the identified straddle.

The identification requirement applicable to the hedging exemp-
tion, as under the Senate amendment, will not apply to transac-
tions in stock or stock options until 60 days after the date of enact-
ment.

2. Mark-to-market and 60/40

The conference agreement clarifies the provision disqualifying
from capital gain or loss status options and RFCs of options dealers
and commodity traders held to hedge ordinary income or loss prop-
erty, by limiting disqualification to cases where a loss from the
property would be an ordinary loss to the taxpayer. Thus, for ex-
ample, ordinary income resulting solely from application of the
new market discount rules added by the bill, will not affect the
capital gain or loss status of an offsetting option.

The conference agreement eliminates the reference to registra-
tion with the SEC in the definition of "options dealer" as contained
in the House bill and Senate amendment since there is no such
registration requirement for options dealers. Further, the conferees
intend that the capital gain or loss status of options traded in the
normal course of an options dealer's activity in trading options is
to be determined without regard to the identification requirement
of sec. 1236.

The conferees wish to clarify that the hedging exception to the
capital asset status of section 1256 contracts in sec. 1256(f)(4)(B), as
added by the bill, is not intended to limit the scope of the hedging
exemption of present law, so that, a section 1256 contract may
hedge property to be acquired or obligations to be incurred to the
extent those results are obtained under section 1256(e).

Several stock index options are currently traded for which there
has been no designation by the CFTC for futures trading in the
same index. These options held by investors are not subject to
mark-to.-market and 60/40 treatment until the Secretary of the
Treasury determines that they meet the requirements of law for
such a CFTC designation. The conferees expect such designations
will have prospective effect only. Thus, the conferees urge the
Treasury Department to take prompt action to determine the
status of these options. The conference agreement provides for the
extension of mark-to-market and 60/40 treatment, as well as the
covered call exception, to options traded on a market other than a
board of trade or exchange if the Secretary of the Treasury deter-
mines that such market has rules adequate to carry out the pur-
poses of the provisions governing the treatment of section 1256 con-
tracts. The Secretary is also to determine whether persons trading
in such market qualify as options dealers.

Under the conference agreement, the rule that makes 60/40
treatment inapplicable to gains and losses with respect to dealer
equity options applicable to limited partners and limited entrepre-
neurs is clarified by providing that such gains and losses are treat-
ed as short-term capital gains and losses.

Clarifying and technical corrections are made to the definition of
''equity option" under the conference agreement.



For stock option market makers electing mark-to-market and 60/
40 treatment for all positions held during the taxable year which
includes the date of enactment, the conference agreement adopts
the Senate amendment's extension of the election to pay the tax
resulting from prior years' appreciation in stock options in 2 to 5
annual installments to the tax resulting from unrealized apprecia-
tion in stock, and limits the election to gain from stock and options
which would be ordinary income to the taxpayer if the stock and
options were disposed of by the taxpayer on the last day of the tax-
able year preceding the taxable year which includes the date of en-
actment.

3. Treatment of gains and losses of options and commodities
dealers as earned income and for certain subchapter S purposes

Under the conference agreement, gains and losses derived in the
ordinary course of trading in section 1256 contracts and property
related to such contracts (e.g., stock used to hedge options) are de-
fined as earnings from self-employment for purposes of applying
the tax on self-employment income and the rules relating to contri-
butions to self-employment plans. This treatment is extended only
to options dealers, and commodity dealers, as defined in the bill. A
commodity dealer is any person registered with a domestic board of
trade designated as a contract market by the CFTC who buys or
sells options or RFCs subject to the rules of such board. This treat-
ment applies to taxable years beginning after the date of enact-
ment except that for options dealers electing 60/40 and mark-to-
market rules for the taxable year which includes the date of enact-
ment, it applies for such taxable year. The conferees intend that no
inference be made as to whether options dealers and commodity
dealers be viewed as engaged in a trade or business in connection
with their transactions in section 1256 contracts as a result of the
application of self-employment taxes to such persons.

Under present law, a tax is imposed on corporations making a
subchapter S election in certain cases where net capital gain ex-
ceeds 50 percent of the corporation's taxable income. Further,
when an election is made by a corporation which has subchapter C
earnings and profits, it may be taxable on a portion of its passive
investment income and, in certain cases, the election may be termi-
nated. To facilitate subchapter S elections by options and commod-
ities dealers, the conference agreement excepts gains and losses
with respect to section 1256 contracts and related property derived
in the normal course of an options or commodities dealer's transac-
tions in options or commodities from net capital gain subject to tax
under section 1374 and from passive investment income as defined
in section 1362(d)(3).

The conference agreement provides that an election to be an S
corporation made by a commodities dealer or options dealer made
within 75 days after the date of enactment of the bill will be effec-
tive for the taxable year which includes the date of enactment
without regard to the requirement in sec. 1362(b) requiring the
election to be made by the 15th day of the third month of the year.



4. Capitalization of interest and carrying costs and other rules

Interest and carrying costs of a straddle position that are re-
quired to be capitalized are reduced, as under the Senate amend-
ment, by dividends on stock included in a straddle. The conference
agreement provides that this reduction is limited to the portion of
the dividend included in income after allowance of the dividends
received deduction. The conference agreement also provides for ad-
ditional reductions with respect to market discount and acquisition
discount included in income under secs. 1276 and 1281 as added by
the bill. New sec. 263(h) added by the bill, which disallows the de-
duction of short sale expenses in certain cases, section 1277 added
by the bill, which requires the deferral of net direct interest on in-
debtedness with respect to market discount bonds, and section 1282
as added by the bill, which requires the deferral of interest on in-
debtedness with respect to short-term obligations, are to be applied
before the application of the rule requiring the capitalization of
costs with respect to straddle positions. The conference agreement
amends the provision of present law prescribing capital gain or loss
treatment with respect to certain contract terminations to exclude
from its application (effective as if such exclusion had been includ-
ed as part of such provision as adopted in ERTA) the retirement of
any debt instrument (whether or not through a trust or other par-
ticipation arrangement, such as a mortgage pass-through certifi-
cate).

5. Mixed straddle regulations

The conference agreement extends the regulatory authority, with
respect to mixed straddles, to include as a mixed straddle positions
not described as such in present law section 1256(d)(4). In addition
the regulatory authority is extended to provide rules governing the
application of sec. 263(g).

In addition, the conference agreement prescribes that the regula-
tions will provide rules that will apply in lieu of the application of
section 1233(d) principles to mixed straddles if the taxpayer so
elects. Under these rules, a taxpayer may either (i) offset gains and
losses from positions which are part of mixed straddles by separate-
ly identifying each mixed straddle to which such treatment applies
or (ii) establish a mixed straddle account with respect to a class of
activities for which gains and losses will be recognized and offset
on a periodic basis. These two new elections will be in addition to
the mixed straddle election of present law. Under either of the new
alternatives, 60/40 treatment will apply only to net gain or loss
from the straddle transactions and only to the extent attributable
to section 1256 contracts. Under the rules applicable to a mixed
straddle account, not more than 50 percent of any net gain from
the account may be treated as long-term capital gain and not more
than 40 percent of any net loss from the account may be treated as
short-term capital loss.

It is intended that regulations adopting the principles of section
1233(d), authorized under present law for straddles, will result in
recharacterizing short-term losses realized from mixed straddle po-
sitions not subject to section 1256 as 60/40 losses in the case of
mixed straddles that are not either identified or subject to the ac-
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count described in the preceding paragraph. Under present law, a
mixed straddle may also produce 60/40 losses on the section 1256
contracts and short-term gain on the' other positions included in
the mixed straddle, effectively converting long-term gain realized
from transactions unrelated to the straddle to short-term. Taxpay-
ers can avoid this result under present law by making a mixed
straddle election foregoing marking-to-market and 60/40 treatment
for their section 1256 contracts included in a mixed straddle.

The regulations prescribed by the conference agreement will
permit taxpayers to avoid the loss recharacterization rule that re-
sults from applying sec. 1233(d) principles while retaining favorable
treatment for mixed straddle net gains derived from section 1256
contracts.

Straddle-by-straddle identification

It is intended that, in applying the regulations to separately
identified mixed straddles, the determination by the taxpayer of
what constitutes a mixed straddle generally will be accepted by the
Internal Revenue Service if the taxpayer has adopted a reasonable
and consistently applied method of identifying straddle positions
which clearly reflects income in the absence of circumstances indi-
cating that the taxpayer has not properly identified straddles pur-
suant to such method.

The present law election to exclude section 1256 contracts from
60/40 and mark-to-market treatment may be exercised only if all
positions included in a mixed straddle are identified not later than
the day on which the first section 1256 contract so included is ac-
quired. It is intended that the offset for gains and losses from
mixed straddles under the regulations prescribed under the confer-
ence agreement may apply in cases where the taxpayer holds
either section 1256 contracts or other positions before a mixed
straddle is established. In such cases it is intended that the regula-
tions will require the pre-straddle gains and losses accrued at the
time the mixed straddle is created to be recognized at such time.
Such gain or loss from positions not subject to sec. 1256 will be
short-term or long-term, depending on the taxpayer's holding
period when the mixed straddle is created, and gain or loss from
pre-existing section 1256 contracts will receive 60/40 treatment. In
all such cases, appropriate basis adjustments will be made to ex-
clude such pre-existing gains and losses from the mixed straddle
offsetting rules.

If a mixed straddle is terminated without disposing of all posi-
tions, it is contemplated that the regulations will require recharac-
terization of gains and losses from some closed positions. For exam-
ple, if the taxpayer closes a section 1256 contract at a loss of $10
which is offset by an unrealized gain of $10 on an offsetting posi-
tion not subject to section 1256, the loss will be recharacterized as
short-term and will be deferred under sec. 1092 to the extent there
continues to be unrecognized gain on the offsetting position at
year-end. Under the offsetting position rules, if the loss on the sec-
tion 1256 contract in this example were $12, the additional $2 that
is not offset by unrealized gain would receive 60/40 treatment and
would be recognized, assuming it is not offset by unrecognized gain
in the offsetting position at year-end. Similarly, if the taxpayer re-



alized a $12 gain on closing a section 1256 contract offset by an un-
realized $10 loss on an open offsetting position not subject to sec-
tion 1256, the rule would recharacterize $10 of such gain as short-
term, which would be recognized currently since section 1092 does
not defer gains. The remaining gain of $2 would also be recognized
and receive 60/40 treatment. The taxpayer could avoid tax on the
$10 gain converted to short-term by closing out the offsetting posi-
tion at a $10 loss before year-end.

If a mixed straddle is terminated by closing out positions other
than the section 1256 contracts, it is contemplated that the gain or
loss will be offset by the loss or gain with respect to the section
1256 contracts as of the time such positions are closed and any net
gain or loss attributable to the positions other than section 1256
contracts will be short-term. Losses from closing positions other
than section 1256 contracts generally will not be deferred by sec.
1092 but instead will be netted against any offsetting gain on the
section 1256 contracts included in the mixed straddle to the extent
of such gain at the time the loss position is terminated. Adjust-
ments to subsequent gain or loss with respect to section 1256 con-
tracts included in a mixed straddle and retained following its ter-
mination will be made as under sec. 1256(a)(2) to reflect the portion
of such gain or loss absorbed under the offsetting position rules.
For example, if the taxpayer closes a position other than a section
1256 contract at a $12 gain and, on the date of disposition, there is
a $10 loss determined by marking-to-market the offsetting section
1256 contract, the taxpayer will have a $2 short-term gain. If the
taxpayer retains the section 1256 contract at year-end and it is
marked-to-market at the same price that resulted in the offsetting
$10 loss, no further gain or loss is recognized.

The holding period of positions other than section 1256 contracts
included in a mixed straddle will not commence until the mixed
straddle is terminated. In this regard, all post-straddle period gain
or loss, as to amount and treatment as short-term or long term, is
to be determined without regard to gain and loss attributable to
the straddle period.

For mixed straddles with respect to which both section 1256 con-
tracts and offsetting positions remain open at year-end, gain and
loss attributable to positions that are not section 1256 contracts are
not recognized currently. However, gains on section 1256 contracts
are recognized under section 1256 and, to the extent offset by un-
recognized losses on positions that are not section 1256 contracts,
will be recharacterized as short-term gains under the regulations.
Similarly, year-end losses on open section 1256 contracts, to the
extent offset by unrecognized gains on positions that are not sec-
tion 1256 contracts, will be recharacterized as short-term losses and
will be deferred under section 1092.

Mixed straddle account election

The mixed straddle account rules will accommodate taxpayers
who, with respect to a class of trading activities, have such a large
volume of transactions that identification of specific mixed strad-
dles is impractical. The account rules will accommodate, for exam-
ple, market makers in options on XYZ company stock who also
have long and short non-option positions in XYZ company stock in



substantial volume. If the taxpayer is also a market maker in op-
tions on ABC company stock, it is intended that a second account
be established with respect to such options and the underlying
stock. The conferees intend that the Treasury have considerable
flexibility in determining the nature of these accounts, and in
specifying the classes of activities for which separate accounts must
be established.

All gains and losses on positions in the account are to be deter-
mined and offset on a periodic basis which may be a daily or less
frequent basis. Those positions not closed during the period are to
be marked to market as of the close of the period. In determining
how frequently positions in the account are to be marked-to-market
and gains and losses are to be netted, the Secretary is to take ac-
count of recordkeeping and other administrative burdens that
would be imposed on taxpayers.

Gains and losses from positions that are not section 1256 con-
tracts are to be netted for the period and gains and losses from sec-
tion 1256 contracts for the period are separately netted. The gain
or loss from the positions that are not section 1256 contracts are
then offset against the loss or gain from the section 1-256 contracts.
Overall net gain or loss for the period attributable to positions not
subject to section 1256 constitutes short-term gain or loss. Overall
net gain or loss for the period attributable to section 1256 contracts
constitutes 60/40 gain or loss. Net short-term gain and net long-
term loss resulting from applying the rules to any period retain
their character without regard to the results derived from applying
the rules to other periods within the taxable year. If, as a result of
applying these rules, over 50 percent of the aggregate net gain for
the taxable year from the account is long-term, the excess over 50
percent will be converted to short-term gain. Similarly, if over 40
percent of the aggregate net loss for the taxable year from the ac-
count is short-term, the excess over 40 percent will be recharacter-
ized as long-term loss.

Gains and losses with respect to positions entering the account
that have accrued as of the date the account is established will be
recognized at that time and treated as long-term or short-term de-
pending on the taxpayer's holding period as of that date, or as 60/
40 gain or loss for section 1256 contracts. Appropriate basis adjust-
ments will be made to reflect such gains and losses. Similar rules
will apply where positions are transferred to and from the account.

It is intended that, under the regulatory rules prescribed in ac-
cordance with the conference agreement, the Treasury will have
broad authority to place positions held by the taxpayer in the ac-
count and to exclude positions from the account, and otherwise to
prescribe standards with respect to the account to insure that
income is clearly reflected, and the purpose of the mixed straddle
rules is carried out.

Effective date of regulations

The conference agreement adopts with a technical modification
the Senate amendment's prohibition against applying the regula-
tions under section 1092(b) to mixed straddles established prior to
January 1, 1984. Under the House bill and Senate amendment, reg-
ulations under section 1092(b) (including regulations relating to



mixed straddles) are to be prescribed within 6 months after the
date of enactment of the bill. The conference agreement modifies
this requirement so as to apply to the initial regulations. The con-
ferees also intend that the regulations providing for netting of
identified mixed straddles and for a mixed straddle account will
apply to any taxable year, if the taxpayer elects, to the extent that
the amendments applicable to section 1256 contracts under the bill
apply for such taxable year under the effective date provisions of
section 102 (f) and (g) of the bill.

6. Limitation on losses from hedging transactions

The conference agreement adopts the Senate amendment's re-
striction on the application of the rule limiting net hedging losses
to income from the trade or business in which the hedging transac-
tion was entered into to losses allocable to limited partners and
limited entrepreneurs. The taxable income determined without
regard to hedging transactions is to be separately computed for
partners and S corporation shareholders with such limited inter-
ests. The conference agreement adopts a clarifying amendment lim-
iting unrecognized hedging gains resulting in a disallowance of
hedging losses to those relating to the trade or business in which
the hedging losses were incurred.

7. Options on section 1256 contracts

The conference agreement adopts the Senate amendment provid-
ing that gain or loss is recognized on the exercise of an option on a
section 1256 contract. Under this provision, if an option on a sec-
tion 1256 contract is excluded from mark-to-market and 60/40
treatment as a result of a mixed straddle election, the treatment of
gain or loss resulting from exercise of the option will be deter-
mined under the rules of section 1234(a) and (b). In cases in which
an option on a section 1256 contract is not accorded 60/40 treat-
ment (because, for example, a mixed straddle election was made
with respect to the option), gain or loss will not be accorded 60/40
treatment to either holders or grantors of the options. Thus, the
conferees reject the assertion that the "character" of property un-
derlying an option on a section 1256 contract includes the deemed
holding period provided to section 1256 contracts. Similarly, the
grantor's obligation under an option on a section 1256 contract will
not be treated as a section 1256 contract if the option is not direct-
ly accorded section 1256 contract treatment.

8. Wash sale rules to apply to losses on certain short sales and
other transactions

The conference agreement adopts the Senate amendment extend-
ing the wash sale rule to a loss realized on the closing of a short
sale if, within 30 days before or after such closing, the taxpayer
sells, or enters into another short sale of, substantially identical
stock or securities.

Under present law, the wash sale rule does not apply, in the case
of taxpayers other than corporations, if the loss is incurred in a
trade or business while, in the case of a corporation, it is inapplica-



ble only if the taxpayer is a dealer in stocks or securities and the
loss is sustained in a transaction made in the ordinary course of
such business. Under the conference agreement the corporate ex-
clusion is made applicable to all taxpayers so that the wash sale
rule is inapplicable only if the taxpayer is a dealer in stocks or se-
curities and the loss is sustained in a transaction made in the ordi-
nary course of the taxpayer's business of dealing in stocks and se-
curities.

These amendments apply to losses sustained on short sales occur-
ring after the date of enactment. The limitation of the exemption
to dealers in stocks and securities applies to sales after December
31, 1984.

9. Time for identification by taxpayers of certain transactions

The conference agreement adopts the Senate amendment provid-
ing regulatory authority to require identification earlier than the
close of the day on which an acquisition is made with respect to
identified straddles, mixed straddles, the hedging exemption, and
securities held for investment by a dealer. The conference agree-
ment restores the present law requirement applicable to identified
straddles that the straddle must be identified on the taxpayer's
records. This provision applies to positions entered into after the
date of enactment.

10. Treatment of losses from pre-1981 straddles

Present law

Prior to the adoption of rules relating to straddles and marking
RFCs to market by the Economic Recovery Tax Act of 1981
(ERTA), it was unclear whether a claimed loss was allowable on
the disposition of a position in a straddle where offsetting unrecog-
nized gain on another position or positions included in the straddle
was deferred. In Revenue Ruling 77-185, 1977-1 C.B. 48, the Inter-
nal Revenue Service ruled that a loss claimed on disposing of legs
of a silver futures straddle where the straddle was continued was
not deductible because there was no closed and completed transac-
tion and the disposition represented no real economic change. Simi-
lar arguments were rejected by the Tax Court in Smith v. Commis-
sioner of Internal Revenue, 78 T.C. 350 (1982) although the loss
found to have been incurred in that case was disallowed because,
under the facts of the case, it was not incurred in a transaction en-
tered into for profit. The Internal Revenue Service is continuing to
litigate the allowability of pre-1981 straddle losses in accordance
with the position adopted in Rev. Ru. 77-185 and is challenging
such losses where claimed by commodity dealers as well as by in-
vestors with isolated transactions such as those involved in the
Smith case.

House bill

No provision.



Senate amendment
The Senate amendment requires the Secretary of the Treasury to

report to the Committee on Finance and the Ways and Means Com-
mittee before October 1, 1984, with respect to progress made in re-
ducing the backlog of cases involving the treatment, prior to
ERTA, of regulated futures contracts.

Conference agreement
The conferees believe it is inappropriate to prolong the uncer-

tainty with respect to the treatment of losses claimed with respect
to straddle positions for periods prior to 1981. Accordingly, in lieu
of the Senate amendment's requirement of a report with respect to
pre-1981 cases, the conference agreement provides that a loss on
the disposition of a position entered into before 1982 will be al-
lowed, except to the extent nonrecognition is required under any
applicable provision, if the position is part of a transaction entered
into for profit. This treatment applies where the position is part of
a straddle as defined in section 1092 as in effect on the day after
the date of enactment of ERTA (as well as a straddle consisting en-
tirely of RFCs), and is one to which the provisions of Title V of
ERTA did not apply. The loss generally will be allowed for the tax-
able years in which the position is disposed of. Rules affecting the
period within which the loss is recognized, and its treatment as
long-term or short-term, such as sec. 1233 or sec. 1234, are to be
applied without regard to the fact that the position is part of a
straddle.

The provision does not apply to syndicates, as defined in sec.
1256(e)(3)(B). In determining whether the position is part of a trans-
action entered into for profit, it is intended that the provision be
applied by treating the condition as satisfied if there is a reasona-
ble prospect of any profit from the transaction.

In the case of commodity dealers and persons actively engaged in
investing in RFCs, the provision is to be applied by presuming that
the position is held as part of a transaction entered into for profit
unless the Internal Revenue Service establishes to the contrary. In
determining whether a taxpayer is actively engaged in trading in
RFCs with an intent to make a profit, a significant factor will be
the extent of transaction costs. If they are sufficiently high rela-
tively to the scope of the taxpayer's activities that there is no rea-
sonable possiblity of a profit, the presumption will be unavailable.
RFCs for purposes of applying the presumption are regulated fu-
tures contracts as defined in section 1256(b) before its amendment
by the bill.

For purposes of the provision, the term "commodities dealer" has
the same meaning as such term in the amendments by the bill pro-
viding for application the self-employment income tax to such per-
sons.



I. Foreign Provisions

1. Maintaining the source of U.S. source income

Present law

All U.S. source income of U.S. persons is subject to U.S. tax. The
United States also subjects foreign source income of U.S. persons to
U.S. tax, but allows a credit for foreign taxes paid on foreign
source income. U.S. taxpayers can convert the source of some U.S.
source income by paying interest, insurance premiums, or other
amounts to a foreign corporation. When the foreign corporation
distributes dividends or pays interest to its U.S. owners, generally
the dividends or interest are foreign source income. The U.S.
owners may pay no U.S. tax and no foreign tax on this artificially
converted foreign source income. The same conversion of U.S. to
foreign source income can occur when a controlled foreign corpora-
tion earns tax-haven-type income that causes an inclusion in the
income of its U.S. shareholders (under subpart F).

House bill

For purposes of the foreign tax credit limitation, when 50-percent
U.S.-owned corporations whose U.S. source income (including U.S.
business income) is 10 percent or more of gross income over a 3-
year period pay interest or dividends to a U.S. taxpayer, the por-
tion of the payment attributable to U.S. source income will be
treated as U.S. source income. The same result will apply to inclu-
sions under subpart F. The House bill applies to income earned by
paying corporations after the date of enactment, but generally does
not apply to interest earned on term obligations held on March 1,
1984.

Senate amendment

The Senate amendment generally is the same as the House bill,
but it specifies a pro rata method of calculating amounts attributa-
ble to U.S. source income. Its effective date is generally the same
as the House bill. However, two transitional rules are provided.
First, the amendment exempts interest earned by foreign finance
subsidiaries until 1992 if the interest arises from loans whose
source of funds is (1) debt outstanding on March 7, 1984 (or out-
standing on March 81, 1984, pursuant to a binding commitment on
March 7) or (2) its equity on March 31, 1984. Second, for corpora-
tions other than foreign finance subsidiaries, the amendment does
not apply to interest earned on term obligations held on March 7,
1984.

Conference agreement

The conference agreement generally follows the House bill, with
substantial technical modifications. The effective date rules follow
the Senate amendment, with technical modifications.

Explanation of rules

The conference agreement expressly extends the provision to for-
eign personal holding company inclusions (Code sec. 551). The con-
ferees saw no reason to allow conversion of U.S. source income to



foreign source income through the use of this class of incorporated
pocketbooks.

The conference agreement eliminates the 3-year base period pro-
vided in the House bill and the Senate amendment; the provision
operates on a year-by-year basis under the conference agreement.
The agreement makes this change because the 3-year base period
could result in too little or too much U.S. source income.

The conference agreement provides separate rules for application
of the provision to (1) subpart F and foreign personal holding com-
pany income inclusions, (2) interest, and (3) dividends. The confer-
ence agreement provides that subpart F inclusions (Code sec.
951(a)) and foreign personal holding company inclusions will be
treated as derived from U.S. sources to the extent attributable to
U.S. source income of the U.S.-owned foreign corporation with re-
spect to which the inclusions are required.

In general, interest paid or accrued by a U.S.-owned foreign cor-
poration during a taxable year will be treated as derived from U.S.
sources to the extent properly allocable (under regulations pre-
scribed by the Secretary) to U.S. source income of the foreign cor-
poration for that taxable year. Interest is to be allocated for this
purpose using the same method used (pursuant to Code section
954(b)(5)) to compute the amount of any subpart F or foreign per-
sonal holding company inclusion made with respect to the foreign
corporation. The conference agreement applies this rule to interest
paid or accrued to a (10-percent) U.S. shareholder of the foreign
corporation (Code section 951(b)) or to a person related to such a
shareholder (Code section 267(b)). In addition, the Secretary may
prescribe regulations providing that interest paid or accrued to any
person, whether or not the person is a U.S. shareholder, will be
subject to the provision. Such regulations might be necessary in the
case of U.S.-owned foreign corporations only some of whose U.S.
owners are 10-percent U.S. shareholders.

A portion of any dividend paid or accrued by a U.S.-owned for-
eign corporation will be treated as derived from U.S. sources on the
basis of a U.S. source ratio. The "U.S. source ratio" of a dividend
equals the earnings and profits from U.S. sources for the taxable
year out of whose earnings and profits the dividend was paid or ac-
crued, divided by the total earnings and profits for that taxable
year. Thus, while the conference agreement eliminates the 3-year
base period, in determining whether a dividend will be treated as
derived from U.S. sources the source of a prior year's earnings and
profits will control to the extent that the dividend is paid out of
that prior year's earnings and profits.

The provision applies for purposes of the foreign tax credit limi-
tation only. In addition, the conference agreement makes clear that
the provision applies only to subpart F and foreign personal hold-
ing company inclusions, dividends, and interest that would other-
wise be treated as derived from foreign sources.

The conference agreement modifies the exception provided in the
House bill for inclusions with respect to, and payments received
from, U.S.-owned foreign corporations with small amounts of U.S.
source income. Under the conference agreement, the exception will
apply to dividends and interest only. It will not apply to subpart F
and foreign personal holding company inclusions since these provi-



sions do not operate absent threshold amounts of tax-haven type or
passive income. Under the conference agreement, the exception
will apply when a U.S.-owned foreign corporation has earnings and
profits and less than 10 percent of the earnings and profits are at-
tributable to U.S. sources; under the House bill, by contrast, the ex-
ception would have applied when less than 10 percent of a U.S.-
owned foreign corporation's gross income was from U.S. sources.
The agreement adopts this change because of the possibility that
taxpayers could defeat the purpose of the provision if it contained a
gross income test by earning U.S. source gross income (such as in-
terest) offset by few expenses and sheltering that income with for-
eign source gross income fully or nearly offset by expenses. In addi-
tion, under the conference agreement, the 10-percent test will be
applied to earnings and profits on a year-by-year basis rather than,
as under the House bill, to income in a 3-year base period. To pre-
vent manipulation of the 10-percent exception, the conference
agreement provides that, for purposes of the exception, earnings
and profits will be determined without any reduction for interest
paid or accrued by a U.S.-owned foreign corporation to a U.S.
shareholder of the foreign corporation or to a related party, wheth-
er U.S. or foreign.

The term "U.S.-owned foreign corporation" is defined as in the
Senate amendment, with minor technical modifications. The con-
ference agreement specifies that, for purposes of the provision, the
term "dividend" includes any gain treated as ordinary income
under Code section 1246 or as a dividend under Code section 1248.
The conference agreement provides that the provision will apply
before the Code's foreign loss recapture rules.

The conference agreement requires the Secretary to prescribe
such regulations as may be necessary or appropriate for application
of the provision in the case of interest or dividend payments
through one or more entities. For example, a U.S.-owned foreign
corporation that earns gross U.S. source income but that pays in-
terest to a related foreign party might thereby reduce the amount
of income that would otherwise be resourced. The Secretary is to
prescribe rules so that an inclusion in income of a U.S. taxpayer on
account of the related foreign corporation will be subject to re-
sourcing. Such an inclusion could occur, for example, under the
rules of subpart F, on a dividend or interest payment by the relat-
ed foreign corporation, or on an investment by the related foreign
corporation in U.S. property. The following example provides a
more detailed illustration.

Example I
A foreign corporation wholly owned by a U.S corporation ("CFC-

1") earns $100 of gross U.S. source dividends (that is foreign per-
sonal holding company income subject to subpart F) but reduces its
current year earnings and profits to zero by a $100 interest pay-
ment to another foreign corporation wholly owned by the same
U.S. corporation ("CFC-2"). Because of the interest payment, there
is no subpart F inclusion by the U.S. parent corporation on account
of CFC-1 and no dividend payable for the year by CFC-1. Thus, the
U.S. parent has no current income with respect to CFC-1 that could
be subjected to resourcing. Absent the special rule under discus-



sion, the $100 of U.S. source dividends received by CFC-1 would not
give rise to any resourcing of income from CFC-1 or CFC-2 that is
included in the U.S. parent's gross income. To prevent this result,
the regulations to be prescribed by the Secretary will, for example,
subject to resourcing a subpart F inclusion on account of CFC-2 de-
termined with respect to its current year earnings and profits re-
gardless of whether the 10-percent exception from resourcing
would otherwise apply. The regulations will treat as U.S. source
income CFC-1's $100 interest payment to CFC-2. The U.S. parent's
subpart F inclusion on account of CFC-2 consequently will be re-
sourced to the extent of the $100 interest payment (and any other
U.S. source subpart F income of CFC-2).

The application of the resourcing provision is illustrated general-
ly in the following examples:

Example 2

A foreign corporation wholly-owned by a U.S. corporation earns
$100 of net income and pays a $20 dividend. Ninety dollars of the
net income is attributable to the insurance of U.S. risks and $10 is
attributable to the insurance of foreign risks of related parties lo-
cated in other foreign countries. All of the income is subpart F
income to the U.S. parent corporation (under Code section 953, and
Code section 954(e) as amended by the conference agreement).
Since $90 of this $100 subpart F inclusion is attributable to U.S.
source income of the foreign corporation (the $90 of net income at-
tributable to the insurance of U.S. risks), $90 of the inclusion will
be treated as U.S. source income of the parent corporation under
the provision.

As a result of the $100 subpart F inclusion, the $20 dividend is
considered to be paid from previously taxed earnings and profits
and is excluded from the parent corporation's gross income under
Code section 959. The provision, therefore, has no application to the
tax-free $20 dividend.

Example 3
A foreign corporation, 90 percent of the total combined voting

power in which is held by a U.S. corporation, earns net income of
$95 from the sale of personal property in a second foreign country.
The foreign corporation also earns net dividend income (after allo-
cation of expenses) of $5 from a U.S. money market account. All of
the foreign corporation's $100 of net income is foreign base compa-
ny income.

Among the foreign corporation's expenses (deductions from net
income) is a $20 interest payment to its U.S. parent. The foreign
corporation's $95 of net sales income is from foreign sources. Its $5
of net dividend income is from U.S. sources. Assume, for purposes
of this example only, that earnings and profits equal net income
and that $19 of the $20 interest payment was allocated to gross for-
eign sales income and the remaining $1 to gross U.S. dividend
income in computing the respective amounts of net income from
foreign and U.S. sources.

Under subpart F, the U.S. parent corporation must include its
pro rata share of the foreign corporation's $100 of foreign base
company income in its gross income for the taxable year. Assume,



because the U.S. parent controls 90 percent of the voting power in
the foreign corporation, that its pro rata subpart F inclusion is $90.

To determine whether the 10-percent exception from resourcing
may apply (i.e., whether less than 10 percent of the foreign corpo-
ration's earnings and profits for the year are attributable to U.S.
sources), the foreign corporation's earnings and profits are first re-
computed without any reduction for the $20 interest payment to its
U.S. parent. Earnings and profits recomputed in this manner equal
$120. Of this amount, $6, or five percent, is attributable to U.S.
sources (the $5 of net U.S. dividend income plus the $1 of the $20
interest payment previously allocated to gross U.S. dividend
income in computing the amount of net income from U.S. sources).

While less than 10 percent of the foreign corporation's recomput-
ed earnings and profits for the year are, thus, attributable to U.S.
sources, the 10-percent exception does not apply to subpart F
income. The portion of the U.S. corporation's $90 subpart F inclu-
sion attributable to U.S. source income of the foreign corporation is
5/100ths of $90, or $4.50. Therefore, $4.50 of the subpart F inclu-
sion will be treated as U.S. source income of the U.S. parent under
the provision.

The 10-percent exception does, however, apply to interest pay-
ments. Because less than 10 percent of the foreign corporation's re-
computed earnings and profits are attributable to U.S. sources, the
$20 interest payment made by the foreign corporation to its U.S.
parent is not subject to resourcing under the provision.

Example 4
A foreign corporation wholly owned by a U.S. corporation earns

$85 of gross income, consisting of $60 of gross income from manu-
facturing operations in its country of incorporation, $10 of gross
U.S. bank interest, and $15 of gross interest on a loan to a U.S. af-
filiate. The foreign corporation incurs total expenses of $115, con-
sisting of $85 of manufacturing expenses and $30 of interest pay-
ments to its U.S. parent. The foreign corporation, thus, has a net
loss of $30 for the taxable year. Assuming, for simplicity, that earn-
ings and profits equal net income, the foreign corporation also has
a deficit in earnings and profits of $30 for the taxable year. The
foreign corporation pays a $20 dividend out of earnings and profits
for an earlier taxable year. One hundred percent of the earlier
year's earnings and profits were from foreign sources and no inter-
est was paid to U.S. affiliates in the earlier year. The foreign corpo-
ration owns assets with a total fair market value of $500, consisting
of assets used in its manufacturing operations worth $300, a $100
U.S. bank deposit, and a $100 loan to a U.S. affiliate.

To determine whether the 10-percent exception applies to the $30
of interest paid to the U.S. parent, the foreign corporation's earn-
ings and profits for the current year must first be recomputed
without any reduction for this interest paid to a U.S. shareholder.
Earnings and profits recomputed in this manner equal zero ($ -30
+ $30). The 10-percent exception, therefore, does not apply since a
requirement of the exception-that the foreign corporation have
earnings and profits for the year-is not satisfied.

To determine how much of the $30 of interest payments will be
treated as U.S. source income of the U.S. parent under the provi-



sion, the payments must be allocated to gross income of the foreign
corporation from U.S. and foreign sources, respectively. The U.S.
parent corporation uses the asset method (Treas. Reg. sec. 1.861-
8(e)(2)(v)) to allocate interest under the provision. Thus, it allocates
$18 of the interest paid ($30 X ($300/$500)) against the foreign cor-
poration's $60 of gross manufacturing income, $6 ($30 x ($100/
$500)) against the foreign corporation's $10 of gross U.S. bank in-
terest, and $6 ($30 x ($100/$500)) against the foreign corporation's
$15 of gross interest on its U.S. affiliate loan. Since all of the man-
ufacturing income is from foreign sources and of all the interest
income from U.S. sources, a total of $12 ($6 + $6) of the interest
paid is properly allocable under the provision to U.S. source income
of the foreign corporation. Therefore, $12 of the $30 of interest paid
by the foreign corporation to its U.S. parent will be treated as U.S.
source income of the U.S. parent under the provision.

Because the foreign corporation has no earnings and profits for
the current year, the U.S. parent corporation has no subpart F in-
clusion with respect to any separately computed net U.S. interest
income earned by the foreign corporation. Any such income would
otherwise be subpart F income and, because wholly attributable to
U.S. source income of the foreign corporation in this case, would be
treated as U.S. source income of the parent under the provision.

Because the $20 dividend paid to the U.S. parent corporation is
paid out earnings and profits for a year for which all earnings and
profits were from foreign sources, no portion of the dividend will be
treated as U.S. source income of the U.S. parent under the provi-
sion.

Effective date

General rule
Under the Senate amendment, the provision generally will take

effect on the date of enactment. In the case of a taxable year of a
U.S.-owned foreign corporation in which the date of enactment
occurs, only income received or accrued by the U.S.-owned foreign
corporation during that taxable year after the date of enactment
generally will be taken into account for resourcing purposes.
However, the conference agreement makes clear that all income
received or accrued by the U.S.-owned foreign corporation during
that taxable year will be taken into account for purposes of apply-
ing the exception for corporations with small amounts of U.S.
source income (the 10-percent exception).

Transitional rules
The two transitional rules provided in the Senate amendment

are retained in the conference agreement, with some liberalizing
technical modifications.

Under the first transitional rule, certain interest received or ac-
crued by "applicable CFCs" (controlled foreign corporations) will
not be taken into account for resourcing purposes if the interest is
allocable to certain CFC obligations outstanding, or certain CFC
equity, as of March 31, 1984. Interest received or accrued prior to
1992 on U.S. affiliate obligations held by an applicable CFC and al-
locable to that CFC's capitalizations on March 31, 1984 qualifies for



this treatment. For this purpose, an applicable CFC's capitalization
on March 31, 1984 is equal to the sum of the CFC's obligations
(issued by the CFC) and equity outstanding on March 31, 1984. Ob-
ligations outstanding on March 31, 1984 are not counted for this
purpose if they were not issued before March 8, 1984, unless a bind-
ing commitment by the CFC to issue them was in effect on March
7, 1984.

Qualified interest in a given taxable year is determined by multi-
plying the interest received or accrued in that year on an applica-
ble CFC's loans to its U.S. affiliates by a limiting fraction. The lim-
iting fraction is equal to (1) the aggregate principal amount of U.S.
affiliate obligations held by the CFC on March 31, 1984 (but not in
excess of the CFC's March 31, 1984 capitalization), divided by (2)
the average daily principal amount of U.S. affiliate obligations held
by the CFC during the taxable year. In no event may the limiting
fraction exceed one.

The numerator of the limiting fraction is adjusted downward to
reflect (1) retirements in that taxable year of any obligations issued
by the CFC that are included in its March 31, 1984 capitalization,
and (2) a pro rata portion of the CFC's equity allocable to these re-
tired obligations.

The conference agreement makes technical modifications with
respect to the treatment of obligations with original issue discount
(OID) under the first transitional rule. It treats the principal
amount of CFC and U.S. affiliate obligations with OID as including,
as of any day, the aggregate amount of all OID on such obligations
previously includible in gross income as of that day. It also speci-
fies that proper adjustments are to be made in the numerator of
the limiting fraction for OID accruing after March 31, 1984 on CFC
obligations and U.S. affiliate obligations. The latter rule will allow
an upward adjustment in the numerator, where necessary, for OID
accrued after March 31, 1984 on OID-type CFC obligations. Howev-
er, to the extent that the proceeds of OID-type CFC obligations in-
cluded in a CFC's March 31, 1984 capitalization were used, as of
March 31, 1984, to finance non-U.S. affiliate obligations, no special
adjustment in the numerator will be allowed under this rule.

The conference agreement slightly expands the definition of "ap-
plicable CFC." Under the conference agreement, an applicable CFC
is any CFC in existence on March 31, 1984, the principal purposes
of which on that date consisted of issuing obligations (whether
short-term or long-term) and lending the proceeds to affiliates. A
corporation will satisfy this principal purpose test if at least half of
its liabilities on March 31, 1984, were CFC obligations and if at
least half of its assets on that date were loans to affiliates.

The terms "affiliate," "U.S. affiliate," and "U.S. affiliate obliga-
tion" are defined in the same manner as under the Senate amend-
ment. The definition of "CFC obligation" is revised under the con-
ference agreement so that otherwise qualified interest on certain
obligations issued on or before December 31, 1982 will be covered
by the first transitional rule.

The first transitional rule does not apply in determining whether
the 10-percent exception applies. Thus, if an applicable CFC has
$100 of earnings and profits for a given year, $15 of which is attrib-
utable to qualified interest, $5 of which is attributable to other U.S.



source income, and $80 of which is attributable to foreign source
income, the 10-percent exception will not apply for that year: For
purposes of the exception, 20 percent of the applicable CFC's earn-
ings and profits will be attributable to U.S. sources. However, be-
cause, under the transitional rule, qualified interest is not taken
into account for resourcing purposes, only 5/100ths (rather 20/
100ths) of a dividend paid by the applicable CFC out of that year's
earnings and profits will be subject to resourcing.

Under the second transitional rule, interest earned on term obli-
gations held on March 7, 1984 by U.S.-owned foreign corporations
that are not applicable CFCs is not taken into account for resourc-
ing purposes. The conference agreement also extends the applica-
tion of the second transitional rule to certain obligations of applica-
ble CFCs: Interest earned on term obligations of U.S. persons other
than U.S. affiliates that are held by applicable CFCs on March 7,
1984 will not be taken into account for resourcing purposes under
the rule. The liberalizing of the Senate amendment definition of
"applicable CFC" may also alter the applicability of the second
transitional rule in certain cases.

The conference agreement provides that the foreign tax credit
limitation generally will be computed separately (as it is under
present law for certain interest income, for example) for income de-
rived from a U.S.-owned foreign corporation that benefits from
either of the two transitional rules, i.e., is not resourced. Thus, for-
eign taxes paid by the recipient of such income on other income
will not be creditable against the U.S. tax on the income that bene-
fits from either transitional rule. This rule will not apply to certain
income received or accrued before January 1, 1986.

2. Maintaining the character of interest income

Present law

A U.S. taxpayer's foreign source passive interest income cannot
escape both U.S. and foreign tax under the United States' separate
foreign tax credit limitation. This separate limitation prevents for-
eign taxes on non-interest income from offsetting U.S. tax on for-
eign source interest income. U.S. taxpayers seek to circumvent this
rule by having foreign subsidiaries or regulated investment compa-
nies (RICs) earn interest income (for example, by depositing money
in foreign banks). Under regulations, when the U.S. taxpayer is
taxable on the earnings of the foreign subsidiary or RIC, its income
may be foreign source dividend income, not interest income. Thus,
artificially recharacterized "non-interest" income may escape both
U.S. and foreign tax.

House bill
For purposes of applying the separate foreign tax credit limita-

tion on interest, the House bill treats foreign dividends as interest
to the extent that the paying corporation's earnings and profits
arise from passive interest. This rule applies only if 10 percent or
more of the paying corporation's earnings and profits for a 3-year
base period arise from passive interest. It applies only to 50-percent
U.S.-owned corporations. It does not affect interest paid by subsidi-
aries. It applies to distributions after the date of enactment except



distributions attributable to interest earned on term obligations
held on March 1, 1984.

Senate amendment
The Senate amendment is generally the same as the House bill.

It applies to any RIC, whether or not 50-percent U.S.-owned. It ap-
plies to distributions attributable to interest earned by distributing
corporations in taxable years beginning after the date of enact-
ment. Except for foreign finance subsidiaries grandfathered under
the resourcing rule, the amendment does not apply to distributions
attributable to interest earned on term obligations held on March
7, 1984. All payors get a fresh start for the 3-year base-period test
so that the first year that counts under that test is the first taxable
year beginning on or after the date of enactment.

Conference agreement

The conference agreement follows the Senate amendment, with
substantial modifications. In general, the conference agreement
subjects income of a U.S. person that is attributable to separate
limitation interest income of a U.S. owned foreign corporation (sec.
904(d)(2)) or RIC to the separate foreign tax credit limitation for in-
terest.

For purposes of the foreign tax credit limitation, the conference
agreement treats dividends or interest that are paid or accrued by
a designated payor corporation (and attributable to any taxable
year of such a designated payor corporation) as interest income
subject to the separate foreign tax credit limitation for interest to
the extent that the aggregate amount of such dividends and inter-
est does not exceed the separate limitation interest of the designat-
ed payor corporation for the taxable year. For these purposes, a
dividend includes any subpart F (sec. 951) or foreign personal hold-
ing company inclusion (sec. 551) and any gain treated as ordinary
income under section 1246 or as a dividend under section 1248. The
agreement defines the term "separate limitation interest" to mean,
with respect to any taxable year, the aggregate amount of the in-
terest income of the type that is subject to the separate limitation
which is received or accrued by the designated payor corporation
during the taxable year, reduced by the sum of any deductions
properly allocable (under regulations prescribed by the Secretary)
to such income.

This rule maintaining the character of interest income will not
apply to any amount attributable to the taxable year of a designat-
ed payor corporation if the designated payor corporation has earn-
ings and profits for such taxable year, and if less than 10 percent
of those earnings and profits is attributable to separate limitation
interest. The conference agreement eliminates the three-year base
period in order to measure interest that should be subject to the
separate limitation more accurately.

Interest that a designated payor corporation pays or accrues to
any of its U.S. shareholders (a U.S. person who owns or who is con-
sidered to own 10 percent or more of its voting power) or to a
person related to any of its U.S. shareholders will not reduce sepa-
rate limitation interest of the designated payor corporation, and
will not reduce earnings and profits for the purpose of the excep-



tion that applies to designated payor corporations with earnings
and profits less than 10 percent of which is attributable to separate
limitation interest.

Under the agreement, a "designated payor corporation" is any of
three types of corporations (the first two of which were included in
the Senate amendment and are defined in the same manner in the
agreement): any U.S.-owned foreign corporation, any regulated in-
vestment company (RIC), and any other foreign corporation in
which the taxpayer is a U.S. shareholder (a U.S. person who owns
directly, indirectly, or constructively ten percent or more of the
total combined voting power of all classes of stock entitled to vote
of the foreign corporation) at any time during the taxable year of
such foreign corporation. The last category includes any foreign
corporation with a U.S. shareholder whether or not the foreign cor-
poration is a controlled foreign corporation.

The conference agreement specifies rules for treating amounts
included in U.S. taxable income as attributable to the taxable year
of a designated payor corporation. Foreign personal holding compa-
ny and Subpart F inclusions with respect to a designated payor cor-
poration are attributable to the year of inclusion; interest paid or
accrued by a designated payor corporation is attributable to the
year that the designated payor corporation pays or accrues it; and
dividends from a designated payor corporation are attributable to
the year out of whose earnings and profits they are paid.

The order in which the agreement treats amounts attributable to
separate limitation interest as income subject to the separate for-
eign tax credit limitation for interest is as follows. It first treats
foreign personal holding company and Subpart F inclusions on ac-
count of a designated payor corporation as income subject to the
separate foreign tax credit limitation for interest up to the amount
of the separate limitation interest of the designated payor corpora-
tion. If the amounts so treated are less than the separate limitation
interest of the designated payor, then interest paid or accrued by
the designated payor corporation is treated as income subject to
the separate foreign tax credit limitation for interest. If the inter-
est so treated plus the amounts previously so treated are less than
the separate limitation interest of the designated payor corpora-
tion, then any dividend paid out of the earnings and profits of the
designated payor corporation for the taxable year is treated as
income subject to the separate foreign tax credit limitation for in-
terest. The conference agreement treats amounts paid by a desig-
nated payor corporation as first attributable to passive interest
under the theory that it would be as easy for the ultimate interest
recipient to have received the separate limitation interest directly
as to have channeled it through a designated payor corporation. In
addition, this "stacking" of interest prevents avoidance of tax
through the use of back to back loans.

For example, a designated payor corporation that is also a con-
trolled foreign corporation earns $150 of gross active business
income during a year and incurs $125 of expenses in connection
with that active business. In that year, it also earns $15 of separate
limitation interest. There is no subpart F inclusion in the income
of its U.S. shareholders with respect to that year because the for-
eign corporation's gross base-company income ($15) is less than 10



percent of its gross income ($165). The foreign corporation incurs
no interest expense or foreign tax during the year. Its earnings and
profits ($40) consist of $25 of active business income and the $15 of
separate limitation interest. IN pays a dividend with respect to the
earnings and profits of the year of $16.

In this example, the conference agreement treats the dividend as
coming first out of separate limitation interest, so that $15 of the
dividend is income subject to the separate foreign tax credit limita-
tion for interest income, while $1 is not subject to the separate for-
eign tax credit limitation. Any later dividend with respect to that
year's earnings will not be subject to the separate foreign tax
credit limitation, as the $16 dividend has exhausted the pool of sep-
arate limitation interest for that year.

The conference agreement retains the rule of the Senate amend-
ment requiring the Secretary to prescribe such regulations as may
be necessary to carry out the purposes of this provision in the case
of distributions or payments through one or more entities. For ex-
ample, a U.S. owned foreign corporation that earns separate limita-
tion interest but that pays interest to a related foreign party would
reduce the amount of income subject to characterization as sepa-
rate limitation interest. The income of the related foreign corpora-
tion might not be subject to U.S. tax, so the foreign tax credit limi-
tation would not affect the related foreign person. The Secretary is
to prescribe rules so that an inclusion in income of a U.S. taxpayer
on account of the related foreign corporation will be subject to re-
characterization as separate limitation interest. Such an inclusion
could occur, for example, under the rules of Subpart F, on a divi-
dend or interest payment by the related foreign corporation, or on
an investment by the related foreign corporation in U.S. property.

For example, if a controlled foreign corporation ("CFC-I") earns
$100 of gross separate limitation interest (that is foreign personal
holding company income subject to Subpart F) but reduces its cur-
rent year earnings and profits to zero by a $100 interest payment
to a related foreign party ("CFC-2"), there would be no Subpart F
inclusion for the year on account of CFC-1. If there were no Sub-
part F inclusion on account of CFC-2 (for instance, because foreign
base company income made up less than 10 percent of the gross
income of CFC-2), later dividends from CFC-2 would be subject to
recharacterization, whether or not 10 percent of the earnings and
profits of CFC-2 for the year at issue were attributable to the sepa-
rate limitation interest that it received from CFC-1 or to other sep-
arate limitation interest.

For purposes of determining whether any interest received or ac-
crued by the designated payor corporation is separate limitation in-
terest, interest from a related party described in section 1504
(whether or not a foreign person) will be treated as separate limita-
tion interest to the extent that the related payor earns (directly or
indirectly) income that is separate limitation interest or that is at-
tributable to separate limitation interest.

The application of the conference agreement rules is illustrated
in the following example:

A foreign corporation wholly owned by a U.S. corporation owns
assets with a total fair market value of $500, consisting of a $150
loan to its parent, a $100 certificate of deposit with a foreign bank,



and active business assets worth $250. It earns $100 of gross
income, consisting of $75 of gross income from an active business,
$15 of gross bank interest that is not related to its active business,
and $10 of gross interest on a loan to its wholly owned (2d tier) for-
eign subsidiary incorporated in another foreign country and en-
gaged solely in active business. It incurs $50 of expenses in connec-
tion with its active business. It pays $10 of interest to its U.S.
parent corporation and $5 of interest to an unrelated party. Its net
income is $35. It pays no dividend out of this income.

The $15 of bank interest in this example is interest described in
section 904(d)(2), so that, in the hands of the foreign corporation, it
is subject to the separate limitation for interest. To determine that
portion of this interest that is "separate limitation interest" for
purposes of the provision, the interest decreases to the extent of
properly allocable expenses. In determining separate limitation in-
terest in this example, the U.S. owner of the foreign corporation
allocates the $5 of interest expense that the foreign corporation
paid to an unrelated party. The allocation may occur under any
proper method, but the conferees intend that the same method of
allocation apply for all purposes for any particular year. The tax-
payer chooses the asset method (Reg. sec. 1.861-8(f)(1)(v), Reg. sec.
1.861-8(e)(2)(v).) Thus, it allocates $1.50 ($5x($150/$500)) against its
$15 of gross bank interest income. Interest paid to its U.S. share-
holder does not, under the conference agreement, reduce separate
limitation interest. The conference agreement therefore treats
$13.50 ($15 - $1.50) of the income of this foreign corporation as
separate limitation interest.

The conference agreement first treats any Subpart F inclusion
on account of this designated payor corporation as income subject
to the separate foreign tax credit limitation for interest. Because
more than 10 percent of the gross income of the foreign corporation
in this example is foreign base company income, its U.S. owner,
under subpart F, must include the foreign base company income of
its foreign subsidiary in its income. In determining its Subpart F
income, the U.S. owner of the foreign corporation allocates the $15
of interest expense that the foreign corporation incurred under the
asset method, the method it chose for this year for all purposes.
Thus, it allocates $7.50 ($15x($250/$500)) against its $25 of gross in-
terest income, and $7.50 ($15x($250/$500)) against its $75 of gross
active business income. There remain after the allocation of the
$15 of interest expense $17.50 of interest income that is foreign per-
sonal holding company income under the Subpart F rules, so the
Subpart F income that the U.S. owner of the foreign corporation
must include in income for the year is $17.50. The U.S. owner
treats $13.50 of the Subpart F inclusion as income subject to the
separate foreign tax credit limitation for interest income. The $10
of interest that the designated payor corporation pays to its U.S.
parent is not income subject to the separate foreign tax credit limi-
tation for interest income in this example because the full $13.50 of
the designated payor corporation's separate limitation interest has
already been used in recharacterizing a portion of the subpart F
inclusion as separate limitation interest.

Under the conference agreement, dividends and Subpart F inclu-
sions recharacterized as interest for the purpose of the foreign tax



credit limitation will retain their character as dividends and Sub-
part F inclusions for the purpose of determining whether a taxpay-
er is entitled to a deemed-paid foreign tax credit (secs. 902 and 960).
However, the deemed paid taxes attributable to income recharac-
terized as separate limitation interest will be treated as taxes on
separate limitation interest. In addition, any taxes deemed paid on
such dividends and Subpart F inclusions and treated as dividends
for the purpose of the deemed-paid credit (sec. 78), will be charac-
terized in accordance with the income with respect to which the
taxes were paid.

The conference agreement will generally take effect on the date
of enactment. Generally, only interest income received or accrued
by a designated payor corporation in taxable years beginning after
that date will be treated as separate limitation interest. However,
interest income earned by a regulated investment company with
respect to investments by a taxpayer after the date of conference
action, June 22, 1984, will be treated as separate limitation inter-
est. In the case of a designated payor corporation that is not an ap-
plicable CFC (as defined in section 131(b)(2)(d) of the conference
agreement), the agreement will not apply to any interest that the
corporation receives or accrues on a term obligation that it held on
March 7, 1984.

3. Income from factoring trade receivables

Present law

A seller who sells goods for the buyer's receivable (promise to
pay) may sell that receivable to a third party-a factor-at a dis-
count. If a U.S.-owned factor is in a tax haven, it may earn income
free of U.S. tax. That income may be eligible for deferral, and it
may be foreign-source income that is sheltered by excess foreign
tax credits.

When a foreign subsidiary of a U.S. corporation makes a loan to
its U.S. parent (or otherwise invests in "U.S. property"), that in-
vestment is taxable as a dividend to the U.S. parent (to the extent
of the subsidiary's previously untaxed earnings and profits). It is
unclear under present law whether this rule applies to a foreign
factoring subsidiary that buys receivables from its U.S. parent.
Thus, the foreign factoring subsidiary could transfer untaxed cash
to its U.S. parent by buying the parent's receivables.

House bill

The House bill taxes the U.S. owner of a controlled foreign corpo-
ration on income earned when the controlled foreign corporation
collects a receivable that (1) it bought from a related person, and
(2) the related person had taken in exchange for inventory or serv-
ices. There is no tax if factoring income (and other tax-haven type
income) is less than 10 percent of the controlled foreign corpora-
tion's gross income.

The House bill treats income from a related U.S. person's receiv-
ables (from domestic and foreign sales) as U.S. source income.

The House bill treats payments from a foreign subsidiary to a re-
lated U.S. person for receivables (from domestic and foreign sales)
as investments in U.S. property.



The bill applies to transfers after March 1, 1984.

Senate amendment
The Senate amendment generally is the same as the House bill.

However, it taxes the U.S. owner of a controlled foreign corpora-
tion earning factoring income whether or not factoring income and
other tax-haven type income are less than 10 percent of the sub-
sidiary's gross income. It also prevents tax-free factoring by compa-
nies in U.S. possessions.

Its rule for the source of factoring income is the same as that of
the House bill, except that it treats income from factoring a related
U.S. person's export receivables (other than export receivables
from a sale through a DISC or FSC) as 50 percent U.S. source, 50
percent foreign source.

The Senate amendment contains the investment in U.S. property
provision of the House bill, but the Senate amendment does not
treat investments in export receivables (other than export receiv-
ables from a sale through a DISC or FSC) as investments in U.S.
property.

Conference agreement
The conference agreement generally follows the House bill. It fol-

lows the Senate amendment, however, in imposing tax on the U.S.
owner of a controlled foreign corporation earning factoring income
without regard to a 10-percent threshold, and in adopting with
modifications the rules of the Senate amendment that prevent tax-
free factoring by companies in U.S. possessions.

The agreement treats any income (whether in the form of dis-
count, stated interest, or some other form) arising from a trade or
service receivable (defined to mean any account receivable or evi-
dence of indebtedness arising out of the disposition by a related
party of inventory or out of the performance of services by a relat-
ed party) acquired directly or indirectly by a foreign corporation
from a related person as if it were interest on a loan to the obligor
under the receivable. This rule applies only for purposes of the for-
eign personal holding company rules, the Subpart F rules, and the
foreign tax credit limitation. In applying this rule, the conferees
intend that the source rules (Code sec. 861-863) be applied as
though the income from a trade or service receivable were interest
on a loan to the obligor under the receivable.

The application of the rule treating related person factoring
income as interest income also will apply to determine the source
of that income upon eventual inclusion of the income in the gross
income of a U.S. person pursuant to the provision of the conference
agreement that maintains the source of U.S.-source income that
flows through a foreign corporation (Code sec. 904(g)). If the obligor
under a receivable is a U.S. person, the factoring income will be
U.S. source income upon inclusion in the gross income of a U.S.
shareholder of the foreign corporation (unless the obligor pays for-
eign source income under the "80/20" rule (Code sec. 861(a)(1)(B)).

A foreign corporation earning income from a trade or service re-
ceivable of a U.S. obligor will not be taxable currently on that
income (under Code sec. 881). In addition, the agreement does not



allow, for example, the obligor under a receivable to treat any part
of the purchase price of a capital asset as deductible interest.

Income from a receivable will be subject to the rules of the con-
ference agreement whenever the receivable or an interest in the
receivable is assigned to a foreign corporation by a related party.
There will be an acquisition of a receivable, for the purpose of the
rule contained in the conference agreement, whether or not the
person earning the income from the receivable takes title to or
physical possession of the receivable, and whether the related party
that transfers the rights to income from a receivable does so with
or without recourse.

The agreement includes the definition of "related party" con-
tained in the Senate amendment, but expands that definition to in-
clude 10-percent U.S. shareholders and persons related to 10-per-
cent U.S. shareholders. This expansion prevents tax-free related-
person factoring by foreign corporations owned by several U.S. per-
sons.

Related person factoring income under the conference agreement
will be treated as interest described in section 904(d)(2), and there-
fore subject to the separate foreign tax credit limitation for inter-
est. The income will be ineligible for any exception to application
of the separate limitation. The conferees adopted this treatment so
that foreign tax credits on non-interest non-factoring income
cannot offset U.S. tax on related person factoring income. Taxpay-
ers can generally arrange to earn factoring income, like other fi-
nancial income, in tax havens, and the conferees believe that it is
appropriate to collect the full U.S. tax, unreduced by foreign tax
credits on unrelated income, on factoring income.

The conferees intend to subject related person factoring income
to tax in the hands of any controlled foreign corporation with earn-
ings and profits. Therefore, related person factoring income will
not benefit from exceptions to the Subpart F rules. As under the
Senate amendment, it does not benefit from the 10-percent of gross
income exception. In addition, it will not benefit from any banking
and financing exceptions (sec. 954(c)(3)(B) and sec. 954(c)(4)(B)) or
from the same country interest (and dividend) exception (sec.
954(c)(4)(A)).

The agreement modifies the Senate amendment's rules govern-
ing factoring in the U.S. possessions. The possessions tax credit
(sec. 936, whose prime beneficiary is Puerto Rico) and rules allow-
ing the U.S. Virgin Islands to reduce its tax rate on certain income
(sec. 934) will not apply to factoring income unless the income from
the receivable arises within the possession under the rule that
treats the income as income from a loan to the obligor of the re-
ceivable.

The conference agreement provides that a receivable of a U.S.
person that was acquired directly or indirectly from a related
person who is a U.S. person constitutes U.S. property for the in-
vestment in U.S. property rules. Not only does this transaction
makes funds available for use by U.S. shareholders, it is in sub-
stance a wholly domestic transaction. The conferees believe that
this combination of effective repatriation and U.S. nexus makes
this transaction one that should be subject to tax to the extent of
untaxed earnings and profits.



For the purpose of this provision, the conferees intend that the
substitution of any party for the obligor be disregarded. For exam-
ple, if a U.S. purchaser of goods pays for the goods by establishing-
a line of credit with a foreign bank whose note the seller of the
goods takes and sells at a discount to its foreign subsidiary, the
income from the bank's obligation in the hands of the foreign sub-
sidiary will be U.S. source income, and the acquisition of the
bank's obligation will constitute an investment in U.S. property.

The conferees understand that some taxpayers may contend that
they will be able to circumvent the investment in U.S. property
rule of the conference agreement by (1) directly or indirectly trans-
ferring earnings and profits from one foreign subsidiary to another
foreign subsidiary, and (2) having the transferee invest those earn-
ings and profits in U.S. property. The conferees recognize that cur-
rent law imposes tax on the investment in U.S. property by the
transferee, whether the transferee makes a direct or indirect loan
to the transferor (Rev. Rul. 76-192, 1976-1 C.B. 205) or otherwise
shifts earnings and profits to the transferee (such as by a contribu-
tion to the capital of a newly formed subsidiary with no earnings
and profits).

The agreement requires the Secretary to prescribe regulations to
prevent the avoidance of the provision's income inclusion rule and
its investment in U.S. property rule. The conferees intend, for in-
stance, that regulations treat a loan by a foreign corporation to a
purchaser of goods or services of a related party like the acquisi-
tion by the foreign corporation of the purchaser's receivable, where
the seller of the goods or services (or a related party) guarantees or
secures payment to the foreign corporation.

The conference agreement generally applies to accounts receiva-
ble and evidences of indebtedness transferred after March 1, 1984.
However, a special transitional rule applies to certain accounts re-
ceivable held by a certain type of financing entity.

4. Source of transportation income

Present law

Under present law, in general, the United States taxes all U.S.
source income, but not all foreign source income, of U.S. persons.
In general, the United States does not tax the foreign source
income of foreign persons (such as foreign corporations). Under
present law, transportation income can be treated almost entirely
as foreign source income even if the transportation is between two
U.S. points, if the route of transport lies primarily outside the
United States' three mile territorial limit.

House bill

The House bill provides that all transportation income attributa-
ble to transportation which begins and ends in the United States
(including, for this purpose, in any possession of the United States)
is to be treated as U.S. source income. For these purposes, trans-
portation income is defined as any income derived from or in con-
nection with the use, or hiring or leasing for use, of a vessel or air-
craft or the performance of services directly related to the use of
such vessel or aircraft. The bill states that the term "vessel or air-



craft" includes any container used in connection with a vessel or
aircraft.

The new sourcing rule is to be applied in accordance with regula-
tions prescribed by the Secretary of the Treasury.

The new sourcing rule for transportation income will apply to
transportation beginning after the bill's date of enactment in tax-
able years ending after that date.

Senate amendment

The Senate amendment is the same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Senate
amendment, with certain modifications. The conferees also agreed
to certain clarifications of the new sourcing rule's application.

Transportation involving U.S. possessions

The conference agreement generally treats transportation
income attributable to transportation which begins in the United
States and ends in a U.S. possession (or which begins in a U.S. pos-
session and ends in the United States) as 50-percent U.S.-source
income and 50-percent foreign-source income. Those U.S. posses-
sions whose tax laws "mirror" the Internal Revenue Code will, be-
cause of the way the "mirror" Codes operate, treat this transporta-
tion income as 50-percent domestic-source and 50-percent foreign
source. Thus, transportation income attributable to transportation
that begins in the United States and ends in Guam, for example,
will in effect be split between the United States and Guam for tax
purposes. Each will subject to tax no more than half of the income.

Certain transportation income from United States-U.S. posses-
sion (and U.S. possession-United States) routes is not subject to the
50-percent sourcing rule. The agreement treats such transportation
income earned from the leasing of aircraft eligible for the invest-
ment tax credit to U.S. persons (other than a member of the same
controlled group of corporations) who are regularly-scheduled air
carriers as wholly U.S.-source income.

Transportation income from transportation between U.S. posses-
sions or within a possession is excluded from the scope of the new
sourcing rule under the conference agreement and, thus, is not
treated as either wholly U.S.-source income or as 50-percent U.S.-
source income by operation of the new rule.

Regulations

The conference agreement makes clear that the new sourcing
rule will become effective before regulations are issued, in the
event regulations are not issued as of the new rule's effective date.

Clarifications

The conferees agreed to the following clarifications of the new
sourcing rule's application: Transportation of cargo will not be con-
sidered to begin and end in the United States when it involves
transportation from one U.S. point to another intermediate U.S.
point before ultimate delivery of the cargo to a point in a foreign
country, even where the cargo is transported to its ultimate desti-



nation on a different aircraft or vessel from the aircraft or vessel
that carried the cargo to the intermediate U.S. point, if two re-
quirements are met. The requirements are that the same taxpayer
transport the cargo on both legs of the trip and that the cargo not
pass through U.S. customs at the intermediate U.S. point. Similar-
ly, if these requirements are met, transportation of cargo will not
be considered to begin and end in the United States when, en route
to a delivery point elsewhere in the United States, a stop at an in-
termediate U.S. point is made by a transporting aircraft or vessel
which took on the cargo in a foreign country, even where the cargo
is transported to its ultimate destination on a different aircraft or
vessel from the aircraft or vessel that carried it to the intermediate
U.S. point.

Like other round-trip travel from the United States, round-trip
travel by a cruise ship, originating in the United States and calling
only on foreign ports, is not transportation which begins and ends
in the United States for purposes of the new sourcing rule.

The new source rule also does not apply to income for services
performed in a foreign country that are connected indirectly with
transportation beginning and ending in the United States. For ex-
ample, income from the operation of the Panamanian pipeline
(through which oil extracted in Alaska and bound for East Coast
points may pass) will not be treated as U.S. source income under
the new sourcing rule. Income from the operation of foreign stor-
age facilities used to store cargo transported between U.S. points
will not be subject to the new source rule. Income from services,
such as refueling, performed outside the United States in connec-
tion with a trip beginning and ending in the United States also will
not be treated as U.S. source income under the new provision.

5. Application of accumulated earnings tax to certain
distributions received by U.S.-owned foreign corporations

Present law

The accumulated earnings tax may not apply to foreign corpora-
tions forming a two tier structure when the parent corporation is
widely held by U.S. persons and the subsidiary corporation (wholly
owned by the parent corporation) earns U.S. source income or U.S.
business income.

House bill
Under the House bill, if 10 percent or more of the earnings and

profits of a foreign corporation has a U.S. source or is effectively
connected with a U.S. business, its interest payments and a pro
rata portion of its dividends are treated as U.S. source in the hands
of a U.S.-owned foreign corporation for the purpose of the accumu-
lated earnings tax. The bill applies to distributions received by a
U.S.-owned foreign corporation on or after May 23, 1983. For U.S.-
owned foreign corporations in existence on May 23, 1983, the bill
applies to taxable years beginning after 1984.

Senate amendment
The Senate amendment is generally the same as the House bill,

with technical changes.



Conference agreement

The conference agreement follows the House bill, with technical
modifications.

6. Repeal of 30-percent tax on portfolio interest paid to foreign
persons

Present law

Payments of passive income (interest, dividends, royalties, etc.) to
foreign persons generally are subject to a 30-percent U.S. withhold-
ing tax if the payments are not effectively connected with a U.S.
trade or business conducted by the foreign person. Exemptions
from the tax are provided in certain situations. Some U.S. tax trea-
ties reduce the tax. In the case of interest, some treaties eliminate
the tax.

The Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA)
requires registration of debt obligations unless they are sold under
procedures reasonably designed to prevent sale or resale to U.S.
persons, they bear interest payable outside the United States only,
and they indicate that U.S. holders are subject to tax penalties.

The U.S. estate tax applies to obligations of U.S. corporations,
but not to obligations of foreign corporations.

House bill

No provision.

Senate amendment
The Senate amendment phases out the 30-percent withholding

tax on interest paid on portfolio indebtedness by U.S. borrowers to
nonresident alien individuals and foreign corporations. The rate of
tax will be reduced to five percent for interest received after the
date of enactment. The rate of tax will be reduced to four percent
in 1985, three percent in 1986, two percent in 1987, and one percent
for the period January 1 to June 30, 1988. Effective July 1, 1988,
the withholding tax on interest received by nonresident alien indi-
viduals and foreign corporations on portfolio indebtedness will be
repealed.

The phase-out of tax does not apply to interest paid to banks,
controlled foreign corporations, or 10-percent or greater owners of
the payor.

U.S. corporations that assume debt of foreign affiliates pay inter-
est that is eligible for the tax phase-out if they meet compliance
requirements that the affiliate would have had to meet (without
necessarily meeting all the TEFRA requirements that would have
applied to the U.S. corporation).

The Senate amendment also repeals the U.S. estate tax on obli-
gations eligible for the reduced withholding tax rates.

These provisions apply to portfolio interest received after the
date of enactment (and to estates of decedents dying after the date
of enactment).



Conference agreement

The conference agreement repeals the 30-percent withholding tax
on interest paid on portfolio indebtedness by U.S. borrowers to non-
resident alien individuals and foreign corporations, and otherwise
follows the Senate amendment, with the following modifications.

The conference agreement generally repeals the tax, effective on
the date of enactment, rather than phasing out the tax over a four-
year period as the Senate amendment would have. However, unlike
the Senate amendment, the conference agreement repeals the tax
only with respect to interest paid on portfolio obligations issued
after the date of enactment. Thus, the 30-percent tax will continue
to apply to existing obligations currently subject to the tax.

The conference agreement does not repeal the 30-percent tax for
interest paid on obligations assumed by U.S. corporations from
their affiliates or other entities. Since, under the conference agree-
ment, interest on existing obligations is not exempted from the 30-
percent tax, existing obligations of foreign or U.S. affiliates that
U.S. corporations might wish to assume are not eligible for the
repeal in any event.

Like the Senate amendment, the conference agreement provides
that interest paid on an obligation not in registered form will be
exempt from the 30-percent tax when the obligation is exempt
from the TEFRA registration requirements because it is sold under
procedures reasonably designed to prevent sale or resale to U.S.
persons, bears interest payable outside the United States only, and
indicates that U.S. holders are subject to tax penalties. However,
the conference agreement authorizes the Secretary to exclude
future obligations from this exemption from the TEFRA registra-
tion requirements without regard to whether the obligation is de-
termined to be used frequently in avoiding Federal taxes. Thus, the
Secretary has discretion to require registration.

Interest paid on an obligation in registered form will be exempt
from the 30-percent tax under the conference agreement if the obli-
gation satisfies the requirements for registered obligations set forth
in the Senate amendment.

The conference agreement differs from the Senate amendment in
exempting from the 30-percent tax interest otherwise eligible for
the exemption that is paid to a controlled foreign corporation
(unless paid by a related person, within the meaning of new Code
section 864(d)(4)). However, such interest paid to a controlled for-
eign corporation will be includible in the gross income of the con-
trolled foreign corporation's U.S. shareholders under subpart F
(Code section 951) without regard to the 10-percent exception or
any of the other exceptions otherwise provided under the subpart F
rules. The conferees also intend that such interest in the hands of
a controlled foreign corporation retain its U.S. source (under Code
section 904(g), as amended by the conference agreement) upon Sub-
part F or other income inclusion, without regard to any exception
from the Code section 904(g) rule available for other income.

The conference agreement retains the Senate amendment's rule
that imposes tax on interest paid to certain foreign shareholders
and banks. The conferees understand that taxpayers may attempt
to circumvent the foreign shareholder/bank rule of the agreement



by entering into "back to back" loans, wherein a foreign affiliate of
a U.S. taxpayer (or a bank) lends money to an unrelated foreign
party that relends that money at discount to the U.S. taxpayer.
The conferees intend that the Internal Revenue Service, when ap-
propriate, use means at its disposal to determine whether back to
back loans exist.

Like the Senate amendment, the conference agreement elimi-
nates any potential U.S. estate tax liability of nonresident alien in-
dividuals dying after the date of enactment in the case of obliga-
tions the income of which, if received by the decedent at the time
of his death, would be exempt from the 30-percent tax under the
provision. However, under the conference agreement, only obliga-
tions issued after the date of enactment will be eligible for the
estate tax exclusion.

In connection with the repeal of the 30-percent tax, the confer-
ence agreement provides that, if certain requirements are met, in-
terest paid to an "applicable CFC" (within the meaning of Code
section 904(g), as amended by the conference agreement but with-
out regard to the requirement that the CFC be in existence on
March 31, 1984) on a U.S. affiliate obligation will be treated for all
Code purposes as paid to a resident of the country in which the ap-
plicable CFC is incorporated. The requirements are that the payee
was an applicable CFC on or before June 22, 1984, the U.S. affiliate
obligation on which the interest is paid was issued before June 22,
1984, and on the date the interest is paid, the payee satisfies re-
quirements based upon the principles set forth in four revenue rul-
ings issued in connection with the Interest Equalization Tax (Rev.
Rul. 69-377, 69-2 C.B. 231; Rev. Rul. 69-501, 69-2 C.B. 233; Rev.
Rul. 70-645, 70-2 C.B. 273; and Rev. Rul. 73-110, 73-1 C.B. 454). No
inference should be drawn from this rule regarding the proper res-
olution of other tax issues. The conferees do not intend this provi-
sion to serve as precedent for the U.S. tax treatment of other trans-
actions involving tax treaties or domestic tax law.

7. Original issue discount in the case of foreign investors

Present law

Foreign investors are subject to tax on original issue discount
upon receipt of coupon interest or disposition or retirement. Calcu-
lation of accrual and treatment of partnership debt and noncapital
assets are unclear.

House bill

Under the House bill, foreign investors will calculate accrual of
original issue discount like U.S. persons, whoever issued the debt,
and whether or not the debt is a capital asset in the foreign inves-
tor's hands. The bill generally applies to payments made on or
after the 60th day after the date of enactment.

Senate amendment

The Senate amendment is the same as the House bill, with tech-
nical modifications.



Conference agreement

The conference agreement follows the Senate amendment with a
substantial modification. The modification reflects a concern ex-
pressed in the reports of the House Committee on Ways and Means
and the Senate Committee on Finance: the mismatching of (1) an
accrual basis U.S. OID debt issuer's tax deductions and (2) a foreign
investor's income inclusion.

The agreement delays the interest deduction for interest accrued,
but not paid, to related foreign parties with respect to an original
issue discount obligation until actual payment. The conferees be-
lieve that there is no justification for mismatching in the case of
related party OID debt. Such mismatching allows an economic
entity that has divided itself into more than one legal entity to con-
tract with itself at the expense of the U.S. Government.

An example illustrates the operation of the conference agree-
ment. The foreign parent of a U.S. corporation lends the U.S. cor-
poration money in exchange for a noninterest bearing discount
bond that the foreign parent holds until maturity. (The conference
agreement's repeal of the 30-percent withholding tax on interest
paid to certain foreign investors does not apply to interest paid to
foreign shareholders of a U.S. corporation.) Under the conference
agreement, the U.S. corporation cannot deduct interest on the bond
until the foreign parent collects the cash due on the obligation at
maturity.

In the case of a discount obligation bearing stated interest, the
obligor may deduct in a given year only the amount that is paid to
related lender in that year. For example, the foreign parent of a
U.S. corporation has lent the U.S. corporation money in exchange
for an interest bearing discount bond. In a given year, the stated
interest on the bond is $30, while the OID accruing on the bond is
$150. The amount subject to U.S. tax in the hands of the foreign
parent in that year is $100 (rather than $150), the $30 of stated in-
terest plus $70 of accrued OID, because OID (under the conference
agreement) is subject to U.S. tax only to the extent that the tax on
the OID does not exceed the interest payment less the 30-percent
withholding tax (without reduction on account of any income tax
treaty) imposed on the interest payment. The deduction of the U.S.
borrower is $30, whether or not the foreign lender benefits from an
income tax treaty to which the United States is a party.

The conferees understand that the anti-abuse measure in the
conference agreement will not end the abuse of mismatching. For
the time being, however, the conferees have limited the deferral of
deductions to the case of interest accrued to related parties. The
conferees believe that further examination of the deductibility of
OID accrued to foreign parties is appropriate. In addition, the con-
ferees understand that taxpayers may attempt to circumvent the
related party rule of the agreement by entering into "back to
back" loans, wherein a foreign affiliate of a U.S. taxpayer lends
money to an unrelated foreign party that relends that money at
discount to the U.S. taxpayer. The conferees intend that the Inter-
nal Revenue Service, when appropriate, investigate the capitaliza-
tion of foreign-owned U.S. corporations issuing OID debt to unrelat-



ed foreign parties to attempt to determine whether back to back
loans exist.

This anti-abuse measure of the conference agreement applies to
obligations issued after June 9, 1984.

8. Withholding on dispositions by foreigners of U.S. real property

Present law

Under the Foreign Investment in Real Property Tax Act of 1980
(FIRPTA), foreign investors in U.S. real property interests are tax-
able by the United States on the gains realized when they dispose
of these interests, just as are similarly situated U.S. persons. This
rule is to be enforced through information reporting. The legisla-
tion overrides certain nonrecognition provisions of the Code to
insure U.S. taxation of the gain.

House bill

No provision.

Senate amendment
Under the Senate amendment, the taxation of foreign investors

on gains from the disposition of U.S. real property interests gener-
ally will be enforced through withholding. Purchasers of U.S. real
property interests from foreign persons, certain of the purchasers'
agents, and settlement officers will have a duty to withhold, but
only if they have actual knowledge or have received formal notice
that the seller is foreign. U.S. partnerships, trustees, executors, and
certain foreign corporate transferors will have a duty to withhold.

Agents for the transferor of a U.S. real property interest will be
required to withhold if they had reason to believe, or notice, that
the transferor was a foreigner, and failed to notify the transferee.
Transferors' agents have a duty to make reasonable inquiry about
the transferor's status, but reliance in good faith on a transferor's
representation negates the duty to withhold.

Withholding will not apply to a purchaser buying a principal res-
idence for $200,000 or less, or to a sale of stock on an established
U.S. market. Withholding also will not apply to a transferor who
obtains a qualifying statement from the Secretary that he is
exempt from tax, has provided adequate security for payment of
the tax, or has otherwise made arrangements for payment the of
tax.

The amount withheld is the lesser of the capital gains rate times
the amount realized (price paid) for the transferred U.S. real prop-
erty interest; the maximum tax liability on the sale (after proof of
basis); or the amount that the U.S. withholding agent actually con-
trols.

The Secretary can reduce or eliminate withholding on request in
certain cases. The Senate amendment removes current information
reporting obligations where withholding is required unless the Sec-
retary specifically requires continued reporting. Tax imposed under
FIRPTA that is not collected by withholding remains a liability of
the foreign transferor.

The Senate amendment requires withholding for amounts paid
on or after 30 days after enactment.



Conference agreement

The conference agreement follows the Senate amendment with
substantial modifications.

Duty to withhold generally

Following the Senate amendment, the conference agreement gen-
erally imposes a withholding obligation when a U.S. real property
interest is acquired from a foreign person. The conference agree-
ment generally imposes the obligation on the transferee. The con-
ference agreement narrows the circumstances in which an agent of
the transferor or transferee must withhold and generally elimi-
nates any requirement that settlement officers withhold. It clari-
fies the withholding obligations of partnerships, trustees, and ex-
ecutors, and domestic U.S. real property holding corporations with
respect to certain distributions by these entities.

The conference agreement differs from the Senate amendment in
requiring withholding unless one of five exemptions applies. The
Senate amendment generally would have required withholding
only if the would-be withholding agent had actual knowledge or
had received formal notice that the seller was foreign. The Senate
amendment would have imposed a general requirement on the
transferor to notify the transferee (as well as any transferee's
agent or settlement officer) if the transferor was a foreign person.
It also would have imposed a general requirement on any transfer-
or's agent to make a reasonable inquiry concerning the transferor's
status and to notify the transferee if the agent had reason to be-
lieve that the transferor might be a foreign person. The conference
agreement eliminates these two general requirements.

Under the first of the five of exemptions from withholding pro-
vided under the conference agreement, withholding by the trans-
feree generally will not be required if the transferor furnishes to
the transferee, under penalty of perjury, an affidavit stating that
the transferor is not a foreign person and stating the transferor's
taxpayer identification number ("non-foreign affidavit"). The con-
ference agreement authorizes the Internal Revenue Service to pre-
scribe regulations requiring the transferee to furnish a copy of the
non-foreign affidavit to the Internal Revenue Service. The confer-
ees anticipate that any regulations requiring filing of the non-for-
eign affidavit with the Internal Revenue Service will also require
filing of such other information as the Secretary deems appropriate
(for example, a description of the real property interest transferred
and the identity and taxpayer identification number of the buyer).

The receipt of a non-foreign affidavit will not relieve the trans-
feree of withholding responsibility if the transferee has actual
knowledge that the affidavit is false or he receives a notice from
his agent or an agent of the transferor that the affidavit is false. A
transferor's agent or transferee's agent with actual knowledge that
the affidavit is false must give the transferee notice to that effect
at such time and in such manner as the Secretary shall require by
regulations. In the case of a foreign corporate transferor, an agent
of the transferor will be deemed to have actual knowledge that any
non-foreign affidavit is false. In moving to an actual knowledge
test, the conference agreement generally imposes significantly less



potential liability on agents than did the Senate amendment. The
conferees believe that any agent deriving compensation from a for-
eign corporate principal in a real estate transaction will know that
his or her principal is in fact foreign. The chances of ignorance in
such a case are so remote that the conference agreement precludes
a claim of ignorance. A transferor's agent or transferee's agent
that does not give the required notice will be liable for withholding
as if he were the transferee, up to the amount of compensation the
agent receives in connection with the transaction. This liability for
withholding is in addition to any penalties imposed under other
provisions of the Code or other laws (both civil and criminal) in
connection with the failure to give notice.

The receipt of a non-foreign affidavit also will not relieve the
transferee of withholding responsibility if the Internal Revenue
Service by regulations requires the transferee to furnish it with a
copy of the non-foreign affidavit and the transferee fails to do so.

The conference agreement defines the term "transferor's agent"
as any person who represents the transferor in any negotiation
with the transferee or any transferee's agent related to the trans-
action, or in settling the transaction. The conference agreement de-
fines the term "transferee's agent" as any person who represents
the transferee in any negotiation with the transferor or any trans-
feror's agent related to the transaction, or in settling the transac-
tion. A settlement officer will not be treated as a transferor's agent
or transferee's agent merely because he receives or disburses any
portion of the consideration for the transaction or records any doc-
ument in connection with the transaction.

As under the Senate amendment, any tax imposed on a foreign
investor under FIRPTA in excess of amounts withheld will remain
the liability of the foreign investor.

Amount withheld

Under the conference agreement, the amount to be withheld on
the sale by a foreign investor of a U.S. real property interest gener-
ally is 10 percent of the amount realized (sales price). However, the
amount withheld may not exceed the transferor's maximum tax li-
ability, discussed below.

The 10-percent rate replaces the higher capital gains withholding
rates provided in the Senate amendment. The 10-percent rate is ex-
pected to result in the withholding of an amount of tax that more
closely approximates (in many cases) the net tax owed by a foreign
investor on his gain (after basis is deducted) on a U.S. real property
disposition.

The conference agreement eliminates the Senate amendment
provision that limits a withholding agent's withholding liability to
the portion of the sales proceeds within his control. Because with-
holding generally will be at a 10-percent rate only under the con-
ference agreement, transferees will be more likely (than under the
Senate amendment) to have sufficient sales proceeds within their
control to satisfy the full withholding liability. When the initial
cash consideration paid by a transferee in a U.S. real property
transaction is not high enough to cover this withholding liability,
the parties can request a "qualifying statement" from the Internal
Revenue Service authorizing the transferee to withhold a lesser



amount. A qualifying statement is to be issued in this situation if
the requirements for such a statement are otherwise satisfied and
no abuse is involved. (Qualifying statements are discussed in more
detail below). Thus, on a real estate installment sale, for example,
an amount equal to 10 percent of the total sales price (or the maxi-
mum tax liability, if less) is to be withheld at the time of the first
cash payment unless a qualifying statement authorizing the trans-
feree to withhold a lesser amount is obtained.

The "transferor's maximum tax liability" will be determined by
the Secretary in the same manner as under the Senate amend-
ment. The Secretary is to establish the transferor's maximum tax
liability upon request. The conference agreement departs from the
Senate amendment in permitting such a request to be made by the
transferee as well as by the transferor. However, transferees may
request a maximum tax liability determination only to cure over-
withholding errors. The procedure is not intended to be utilized to
relieve transferees from withholding responsibility before a transac-
tion occurs. In many cases, the fact that would establish that the
transferor's maximum tax liability is less than the tax otherwise
required to be withheld (namely, the transferor's basis in the trans-
ferred property) will not be known by the transferee unless and
until the transferor furnishes the information to the transferee.

Transferees may request a determination of maximum tax liabil-
ity before or after a disposition.

The conference agreement, unlike the Senate amendment, pro-
vides that a transferor may seek and obtain an early refund of any
amounts withheld in excess of the transferor's maximum tax liabil-
ity (subject to such terms and conditions as the Secretary may by
regulations prescribe). This provision will allow a transferor to seek
a refund before the transferor might otherwise file a federal
income tax return. No interest will accrue on the amount of any
early refund.

The conference agreement adopts the Senate amendment provi-
sion allowing the Secretary to reduce withholding under certain
circumstances. A request for reduced withholding may be made by
either the transferor or the transferee under the conference agree-
ment.

The conference agreement increases to 90 days the 30-day dead-
line specified in the Senate amendment for action by the Internal
Revenue Service on a request for establishment of the transferor's
maximum tax liability or for reduced withholding. The conferees
extended the deadline to 90 days because they were informed by
the Internal Revenue Service that the 30-day deadline provided in
the Senate amendment was unrealistic; Service resources would
not permit it to complete action on most requests within 30 days.
In some cases, the Service's action in response to these requests
may not establish the amount of tax due.

Other exemptions from withholding

Domestic corporation furnishes non-U.S. RPHC affidavit

Withholding is not required on the disposition of an interest
(other than an interest solely as a creditor) in a domestic corpora-
tion if the corporation furnishes an affidavit to the transferee stat-
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ing, under penalty of perjury, that the corporation is not and has
not been a U.S. real property holding corporation ("U.S. RPHC")
during the base period specified in Code section 897(c)(1)(A)(ii) (the
shorter of (i) the period after FIRPTA's general effective date
during which the transferor held the interest and (ii) the five-year
period ending on the date of disposition of the interest) ("non-U.S.
RPHC affidavit"). The conference agreement authorizes the Inter-
nal Revenue Service to prescribe regulations requiring the trans-
feree to furnish a copy of the non-U.S. RPHC affidavit to the Inter-
nal Revenue Service.

The receipt of a non-U.S. RPHC affidavit will not relieve the
transferee of withholding responsibility if the transferee has actual
knowledge that the affidavit is false or the transferee receives a
notice from his agent or an agent of the transferor that the affida-
vit is false. The rules imposing a duty on agents to give notice in
the case of a false affidavit, including the rule imposing withhold-
ing liability on agents when they fail to give the notice required,
are the same in connection with false non-U.S. RPHC affidavits as
they are in connection with false non-foreign affidavits.

The receipt of a non-U.S. RPHC affidavit also will not relieve the
transferee of withholding responsibility if the Internal Revenue
Service by regulations requires the transferee to furnish it with a
copy of the non-U.S. RPHC affidavit and the transferee fails to do
SO.

This exemption is intended to apply only to dispositions of stock
that is not regularly traded on an established securities market
("non-publicly traded stock"). A separate exemption, discussed
below, is provided for dispositions of publicly traded stock.

Under the conference agreement and the provisions of FIRPTA,
a purchaser of non-publicly traded stock in a domestic corporation
is potentially liable for withholding unless he obtains either a non-
U.S. RPHC affidavit from the corporation or a non-foreign affidavit
from the seller. If the purchaser obtains neither, he will be liable
for withholding if the seller is in fact a foreign person, the domes-
tic corporation was in fact a U.S. RPHC during the base period
specified in Code sec. 897(c)(1)(A)(ii)), and the purchaser does not re-
ceive a qualifying statement.

Transferee receives qualifying statement

The conference agreements, with some modifications, follows the
Senate amendment in exempting from withholding transferees who
receive a "qualifying statement".

The conference agreement defines a qualifying statement as a
statement by the Secretary that the transferor is exempt from tax,
that either the transferor or the transferee has provided adequate
security for payment of the tax, or that either the transferor or the
transferee has made other arrangements for the payment of the
tax. The conference agreement differs from the Senate amendment
in providing expressly that the transferee's, as well as the transfer-
or's, provision of adequate security or making of other arrange-
ments for the payment of the tax may form the basis for issuance
of a qualifying statement. The conference agreement increases to
90 days the 30-day deadline specified in the Senate amendment for



action by the Internal Revenue Service on a request for a qualify-
ing statement.

Purchase price for residence below designated amount

The conference agreement liberalizes in two respects the exemp-
tion from withholding provided in the Senate amendment for sales
of certain residences. The conference agreement requires that the
amount realized by the transferor from the sale of the property not
exceed $300,000; the Senate amendment would have required that
the amount realized not exceed $200,000. The conference agree-
ment requires that the property sold be used by the transferee as
his residence; the Senate amendment would have required that the
property be used by the transferee as his principal residence.

Stock transferred on established securities market
Under the conference agreement, no withholding is required on a

disposition of shares of a class of stock that is regularly traded on
an established securities market. The conference agreement, unlike
the Senate amendment, does not limit the exemption to stock regu-
larly traded on established securities markets located in the United
States.

Partnerships, trusts, estates and corporations
The conference agreement adopts the Senate amendment provi-

sions requiring withholding in certain cases by U.S. partnerships,
trustees, and executors, and certain foreign corporate transferors,
with the following changes: First, for U.S. partnerships, trustees,
and executors, the rate of withholding is reduced to 10 percent
under the conference agreement. (For foreign corporate transferors,
withholding is at the higher capital gains rate provided in the
Senate amendment.) Second, the conference agreement makes
minor technical modifications in the Senate amendment provisions.

In addition, as discussed in greater detail below, the conference
agreement adds two new provisions clarifying that withholding by
domestic U.S. RPHCs and domestic and foreign partnerships,
trusts, and estates, respectively, is required in connection with cer-
tain distributions to foreign persons. The conference agreement
also clarifies that transfers of partnership, trust, and estate inter-
ests may be subject to withholding: it specifies that, to the extent
provided in regulations, transferees of partnership interests and
beneficial interests in trusts and estates will be required to with-
hold.

As discussed in greater detail below, the conferees intend that
foreign corporations be treated as foreign person for withholding
purposes regardless of whether they elect to be treated as domestic
corporations under Code section 897(i).

Distributions by domestic U.S. RPHCs to foreign shareholders
The conference agreement explicitly requires withholding by a

domestic corporation that is (or, at any time during the base period
specified in Code section 897(c)(1)(A)(ii), was) a U.S. RPHC when the
corporation distributes property to a foreign shareholder in a cor-
porate liquidation or in redemption of its stock. In general, the
amount of tax to be withheld is 10 percent of the gross amount of



the distribution received by the foreign shareholder. While the con-
ference agreement's general withholding rule technically requires
withholding by a domestic corporation in this case, the conferees
wished to eliminate any uncertainty on this point.

Withholding by a domestic corporation is appropriate in this case
because any earlier corporate-level dispositions of U.S. real proper-
ty interests by the domestic corporation would have escaped tax
under FIRPTA. This is because such dispositions by a domestic cor-
poration are not by a "foreign person", even if all the domestic cor-
poration's shareholders are foreign persons.

A qualifying statement granting exemption from withholding
may be requested in connection with a liquidating distribution by a
domestic corporation of a non-U.S. real property interest when
Code section 337 nonrecognition treatment was not elected for re-
lated corporate-level dispositions of U.S. real property interests
(made during the base period specified in Code section
897(c)(1)(A)(ii)) by the domestic corporation. If the section 337 elec-
tion was not made, a foreign shareholder's interest in the liquidat-
ing corporation may not be a U.S. real property interest (under the
FIRPTA rule excluding from the definition of a U.S. real property
interest an interest in a corporation that is not currently holding
U.S. real property interests and that was fully taxed on previous
corporate-level dispositions of such interests during the base
period). Thus, the foreign shareholder's surrender of his interest in
the corporation may not be a taxable disposition under FIRPTA.

A qualifying statement granting exemption from withholding
also may be requested in connection with a distribution by a do-
mestic corporation of a U.S. real property interest where the Code
accords the distributee foreign shareholder nonrecognition treat-
ment on the distribution and this nonrecognition treatment is not
overridden by FIRPTA (Code sec. 897(e)).

Taxable distributions by partnerships, trusts and estates to
foreign persons

The conference agreement also explicitly requires withholding by
a foreign or domestic partnership, trust, or estate when it makes a
taxable distribution of a U.S. real property interest to a foreign
person. In general, the amount of tax to be withheld is 10 percent
of the fair market value at the time of the taxable distribution of
the distributed U.S. real property interest. While the conference
agreement's general withholding rule technically requires with-
holding in such a case, the conferees wished to eliminate any un-
certainty on this point.

Under general Code rules, most distributions by partnerships,
trusts, and estates are not taxable. However, FIRPTA authorizes
the Secretary to prescribe regulations under which distributions of
property by these entities (in exchange for the distributees' inter-
ests in these entities) will be taxable for FIRPTA purposes to the
extent attributable to U.S. real property interests (Code sec. 897(g)).

Corporations making section 897(i) election

The conferees intend that foreign corporations electing under
Code section 897(i) to be treated as domestic corporations for pur-
poses of FIRPTA's substantive and reporting provisions continue to



be treated as foreign persons for withholding purposes. This will
simplify the administration of the withholding system, particularly
the exemption procedure for persons who furnish non-foreign affi-
davits.

By treating a foreign corporation as a foreign person for with-
holding purposes despite its having elected to be treated as a do-
mestic corporation for purposes of FIRPTA's substantive provi-
sions, a liquidation-related sale of a U.S. real property interest by
the foreign corporation may be subject to withholding. Because the
corporation is treated as a domestic corporation for substantive
FIRPTA purposes, however, it may elect tax-free treatment of the
liquidation-related sale under Code section 337. The conferees
intend that any tax withheld on such a qualifying section 337 liqui-
dation-related sale be offset by means of a crediting procedure. The
Internal Revenue Service is to prescribe regulations allowing for-
eign shareholders in a foreign corporation electing section 897(i)
treatment to credit against their FIRPTA tax liability on a liqui-
dating distribution any tax withheld on a qualifying section 337 liq-
uidation-related sale of a U.S. real property interest.

Information reporting requirements

The conference agreement generally repeals the information re-
porting requirements of FIRPTA.

However, it authorizes the Secretary to require reporting by for-
eign persons holding direct investments in U.S. real property inter-
ests. For this purpose, a foreign person will be treated as holding
direct investments in U.S. real property interests during any calen-
dar year if the foreign person did not engage in a U.S. trade or
business at any time during the calendar year and the fair market
value of the U.S. real property interests held directly by the person
at any time during the calendar year was $50,000 or more. A
person "directly" holds a U.S. real property interest only if his dis-
position of the interest would be taxable under FIRPTA. Thus, per-
sons not subject to FIRPTA may not be subjected to information
reporting under the conference agreement. The Internal Revenue
Service may not impose look-through or similar rules in connection
with reporting, under which "deemed" or "constructive" holders of
U.S. real property interests are required to report, except to the
extent that those required to report would be subject to tax under
FIRPTA.

The conferees do not believe that requiring reporting by foreign
persons holding direct U.S. real property investments would be
unduly intrusive or burdensome. U.S. law presently requires for-
eign investors in U.S. real property to furnish their names and
countries of residence, as well as certain other information, to the
U.S. Government, in certain circumstances. For example, the Agri-
cultural Foreign Investment Disclosure Act of 1978 (7 U.S.C. secs.
3501-08) generally requires foreign persons who acquire U.S. agri-
cultural land (other than certain parcels of one acre or less which
generate less than $1,000 in annual gross sales) to file detailed re-
ports on such acquisitions with the Department of Agriculture
within 90 days of the transaction. Completed reports are made
available for public inspection. Pursuant to the International In-
vestment Survey Act of 1976 (22 U.S.C. secs. 3101-08), the Depart-



ment of Commerce imposes various reporting requirements on for-
eign investors in U.S. businesses. For example, on the acquisition
by a foreign company of a 10-percent (or more) ownership interest
in a U.S. business with 200 or more acres of U.S. land or $1 million
or more of either assets, gross sales or net income, the Department
generally requires that the name and country of residence of the
foreign company be reported and certain information about the
U.S. business be provided. Information reported pursuant to the
International Investment Survey Act generally may be used for an-
alytical or statistical purposes only.

Effective date

The withholding rules apply to dispositions of U.S. real property
interests that occur on or after January 1, 1985. The date on which
a foreign transferor originally acquired a U.S. real property inter-
est is irrelevant.

The changes in the information reporting requirements are effec-
tive retroactively to calendar year 1980.

9. Excise tax on insurance premiums paid to foreign insurers and
reinsurers

Present law

The United States imposes excise taxes on premiums paid to for-
eign insurers not doing business in the United States. The rates
are (per dollar of premium): four cents for casualty contracts, one
cent for life contracts, and one cent for all reinsurance. The tax is
collected by return. Payments to some insurers are exempt by
treaty, but reinsurance premiums paid by treaty-protected insurers
are subject to the tax (unless the recipient is exempt by treaty).

House bill

No provision.

Senate amendment
The Senate amendment makes the excise tax rate on casualty re-

insurance equal to that on casualty insurance (four percent). In ad-
dition, the amendment adopts a new withholding mechanism for
collecting the insurance excise taxes.

These provisions will apply to premiums paid after the date of
enactment.

Conference agreement
The conference agreement does not include the Senate amend-

ment. The conferees have decided not to restructure the insurance
excise tax, to increase the tax on casualty reinsurance premiums,
or to establish a new withholding mechanism at this time in the
belief that further study of these proposed changes is in order.

In coming to their decision the conferees were not pursuaded by
the argument that the Senate amendment would violate the
income tax treaty between the United States and the United King-
dom. Rather, it is the conferees' view that the Senate provision
would not violate any U.S. income tax treaty. It would have only
collected a tax that the United States has the power to impose and



collect under any U.S. income tax treaty and thus, would have
been fully consistent with all U.S. treaty obligations.

In addition, the conferees are aware of assertions that negotia-
tors for the United States and the United Kingdom, in connection
with the negotiation of the existing income tax treaty between the
two countries, may have reached an unwrittten understanding that
the United States would not impose its insurance excise tax on pre-
miums for the reinsurance of U.S. risks paid by U.K. insurers to
reinsurers in other foreign countries. Unwritten understandings do
not bind Congress. Only open covenants normally warrant Congres-
sional recognition. The conferees do not agree with the suggestion
that understandings unknown to Congress and not part of the
public record during the ratification process become law in the
United States.

However, the conferees recognize that close ties exist between
the United States and the United Kingdom, and the conferees be-
lieve that Congress, as a matter of comity, should allow our treaty
partner and ally every opportunity to establish that internal U.S.
law should remain as it is. This concern is an important reason for
the conference agreement's omission of the Senate amendment pro-
vision at this time. In light of this incident and other experiences,
however, the conferees express concern over waiver of U.S. taxing
jurisdiction by treaty. The conferees believe that, while income tax
treaties provide benefits to U.S. business and U.S. tax administra-
tion, they have also caused substantial problems for our tax
system, and they sometimes create opportunities for tax avoidance
that Congress-in a spirit of comity-is reluctant to close. There-
fore, the conferees urge further study of changes in the insurance
excise tax, and urge those who support retention of the current
system to develop additional reasons-beyond comity-to support
their position.

10. Use of territories to avoid U.S. tax on foreign investors

Present law
Payments of U.S. source interest, dividends, and other passive

income to foreign investors are generally subject to a 30-percent
U.S. withholding tax. The United States does not tax payments of
passive income to corporations organized in Guam, the Northern
Mariana Islands, or the U.S. Virgin Islands. Some argue that for-
eigners who wish to invest in the United States may avoid both
U.S. and territorial tax by channeling their investments through
conduit corporations in these territories. Temporary Treasury regu-
lations subject dividends and interest paid by territorial conduit
corporations to territorial withholding tax. Guam is contesting
these regulations in court.

House bill
The House bill (which differs substantially from the provision

that the Committee on Ways and Means reported because of a
technical Committee amendment to the provision on the House
floor) provides that interest, dividends, and other passive income
paid from U.S.- sources to a corporation organized in Guam, the
Marianas, or the Virgin Islands will not be subject to U.S. tax if



the recipient corporation meets two requirements: first, that at all
times during the taxable year less than 25 percent in value of the
stock of the corporation be owned directly or indirectly by foreign
persons and second, that at least 20 percent of its gross income be
shown to the satisfaction of the Secretary to have been derived
from local sources for the three-year period ending with the close
of the preceding taxable year of the corporation (or for such part of
the three-year period as the corporation has been in existence).

For the purpose of the ownership requirement, the term foreign
person means any person other than either a U.S. person or a
person who would be a U.S. person if the general Internal Revenue
Code definition of the United States included references to the U.S.
possessions. That is, residents of the possessions will not be foreign
persons for this purpose. In determining whether stock of a corpo-
ration that belongs to another corporation is owned indirectly by
foreign persons, only foreign persons who own five percent or more
in value of the corporate shareholder are considered as owning
stock in the underlying corporation. This last rule will allow terri-
torial subsidiaries of publicly traded U.S. corporations many of
whose stockholders are nominees (but with less than 25 percent in
value of their stock held by foreign persons owning 5 percent or
more in value) to meet the ownership requirement for reduced
withholding.

The 20-percent of gross income requirement makes it clear that a
corporation formed in a possession of the United States is not eligi-
ble for reduced U.S. withholding tax on any U.S. source income if
it could make payments of interest or dividends that are free of
withholding tax in the possession. The purpose of this requirement
is to assure collection of one tax on foreigners who invest in the
United States. If 20 percent or more of the gross income of a corpo-
ration organized in Guam, the Marianas or the Virgin Islands
during the applicable period were local source income, payments
from its U.S. parent would not be subject to U.S. tax, but its pay-
ments to foreign investors would be subject to territorial withhold-
ing tax. On the other hand, U.S. withholding tax will apply to pay-
ments to a Virgin Islands corporation chartered in such posses-
sions, unless its payments of interest and dividends to foreigners
are subject to territorial tax. This rule will apply to payments after
March 1, 1984.

The bill makes it clear that the Revised Organic Act of the
Virgin Islands does not override its rules.

The House bill contains provisions that allow payment of divi-
dends and interest from territorial corporations to U.S. persons
without withholding tax whether or not the U.S. recipient of the
payment meets either the ownership test or the gross income test.

The bill applies not only to Guam and to the Virgin Islands, but
also to other territories (such as the Marianas) whose tax rules op-
erate by reference to U.S. law or to territorial law.

Senate amendment

No provision.



Conference agreement

The conference agreement follows the House bill, with a techni-
cal correction. The correction makes it clear that the imposition of
tax on certain Guamanian corporate recipients of U.S. source
income does not have any effect on the Guamanian tax liability of
U.S. recipients of Guamanian source income.

The conferees do not intend that any interplay of the tax laws of
the United States and the territories allow foreign investors not
resident in the territories to earn, directly or indirectly, U.S.
income that escapes both U.S. and territorial tax. If Congress de-
cides to allow use of the territories as conduits for foreign inves-
tors, or to allow other tax avoidance at variance with tax policy
that Congress has expressed, Congress will do so specifically, and
not by indirect application of U.S. tax rules that apply automatical-
ly in the territories.

The conferees believe that the relationship between the tax sys-
tems of the United States and those U.S. territories whose tax sys-
tems depend on the U.S. tax Code has created great uncertainty
and possible opportunities for taxpayers to take positions that, if
sustained, would result in tax avoidance. The conferees did not ad-
dress this problem in the conference report because neither House
of Congress addressed the problem in the legislation that the Con-
gress considered. Neither taxpayers nor the courts, however, should
construe the action of the conferees with respect to the specific
problem of territorial conduit entities as indicating that any other
tax avoidance device that depends on the laws of the territories
whose tax laws generally depend on U.S. tax law as it changes
(from time to time) yields the result that avoidance-seeking taxpay-
ers seek.

11. Taxation of certain transfers of property outside the United
States

Present law

Certain transfers of appreciated property to a foreign corporation
can be made without recognition of gain to the transferor if the
transferor establishes to the satisfaction of the Internal Revenue
Service ("IRS") that the transfer did not have the avoidance of Fed-
eral income taxes as one of its principal purposes.

Transfers for use in a trade or business

Under IRS ruling guidelines (the "guidelines"), ordinarily, a fa-
vorable ruling is issued if the foreign transferee devotes the proper-
ty to the active conduct of a trade or business, and has need for a
substantial investment in fixed assets or will be engaged in the
purchase and sale abroad of manufactured goods.

Tainted assets

Transfers of certain "tainted" assets are treated as taxable ex-
changes, regardless of whether the transfer is made for use in an
active trade or business.



Incorporation of foreign loss branches

The guidelines require the recognition of gain on the transfer of
the assets of a foreign branch to a foreign corporation, to the
extent of previously deducted losses. See Rev. Rul. 78-201, 1978-1
C.B. 91. If the losses of the foreign branch contributed to an overall
foreign loss that reduced U.S.-source income, a statutory provision
may require not only recognition of gain but also recharacteriza-
tion of the gain as U.S.-source income (sec. 904(f)). In the case of an
overall foreign loss, the amount of gain required to be recognized
under the guidelines is reduced by the amount of income required
to be recognized by the statutory rule.

Declaratory judgment procedure

In the case of an actual controversy involving a determination or
a failure to make a determination by the IRS as to whether a
transfer had tax avoidance as a principal purpose, a taxpayer can
litigate the determination in the Tax Court. In addition, the Tax
Court is empowered to review any terms and conditions that the
IRS seeks to impose upon a taxpayer in making the determination.

Excise tax on certain transfers not subject to section 367

An excise tax is imposed on certain transfers of property to for-
eign transferees in transactions that are not described in section
367(a). The excise tax is not imposed if the transferor establishes,
before (sec. 1492) or after (sec. 1494) the transfer, to the satisfaction
of the IRS that the transfer is not in pursuance of a plan having as
one of its principal purposes the avoidance of Federal income taxes.

Treatment of liquidating distributions by a domestic corpora-
tion

A liquidating distribution of appreciated property by an 80-per-
cent owned domestic subsidiary into its foreign parent corporation
(under sec. 332) is subject to the ruling requirement that is general-
ly applicable to transfers of appreciated property to foreign corpo-
rations. The only statutory sanction for the failure to obtain the re-
quired ruling is the denial of the exception to the recapture rules
(for depreciation, investment credits, and other items) that would
otherwise be available.

House bill

The House bill eliminates the ruling requirement for transfers of
appreciated assets abroad. Except as otherwise provided, transfers
of appreciated property to foreign corporations are subject to tax.

Exception for property transferred for use in an active trade
or business

Except as provided in regulations, no gain is recognized on the
transfer of property to a foreign corporation for use in the active
conduct of a trade or business abroad. The House bill contemplates
that, prior to January 1, 1985, the Secretary will issue regulations
prescribing the standards to be used in determining whether prop-
erty is transferred for use in an active trade or business.



Tainted assets
Transfers of "tainted assets" (defined in a manner similar to that

of the IRS guidelines) are ineligible for the trade or business excep-
tion. The House bill creates a new category of tainted assets: for-
eign currency or property denominated in a foreign currency.

Treatment of stock or securities
Transfers of stock or securities that fall within the active trade

or business exception can be made without the recognition of gain.
In the case of other transfers, the House bill contemplates that the
present-law exceptions to the treatment of stock or securities as
tainted assets will continue to apply.

Partnership interests
Except as provided in regulations, a transfer of an interest in a

partnership is treated as a transfer of the transferor's pro rata
share of the assets of the partnership.

Special rule for transfers of intangibles
Transfers of intangible assets in transactions that would other-

wise qualify for nonrecognition of gain are treated as transfers for
payments contingent on productivity, use, or disposition of the
property. The transferor is treated as receiving payments over the
useful life of the intangible property on an annual basis. Amounts
included in gross income by reason of the special rule are treated
as ordinary income from sources within the United States.

Incorporation of foreign loss branch
The active trade or business exception is inapplicable to certain

transfers in connection with the incorporation of a foreign branch
that has operated at a loss. Under the House bill, a tax is imposed
on the lesser of (1) the excess of pre-incorporation losses incurred
by the foreign branch with respect to which a deduction was al-
lowed to the taxpayer over the amount of such losses recaptured
under section 904(f), or (2) the gain on the transfer.

Declaratory judgment procedure
The House bill repeals the declaratory judgment procedure for

Tax Court review of section 367 rulings and ruling requests.

Excise tax rules
To preserve consistency between section 367 and the excise tax

rules, the House bill provides that the excise tax will not be im-
posed if the taxpayer establishes to the satisfaction of the IRS that
gain should not be recognized on the transfer under principles
similar to the principles of section 367.

Treatment of liquidating distributions
To the extent provided in regulations to be prescribed by the Sec-

retary, a domestic corporation recognizes gain on liquidating distri-
butions of appreciated property to foreign persons.



Notification requirement

The House bill provides a notification requirement for section
367(a) transfers and a set of penalties for failures to comply.

The bill also extends the general three-year statute of limitations
on assessment and collection of tax with respect to any tax imposed
under section 367 where the taxpayer fails to give the required
notice.

Effective date

The provisions of the House bill apply to transfers or exchanges
made after December 31, 1984.

Senate amendment
The Senate amendment generally is the same as the House bill

with technical modifications.

Special rule for transfers of intangibles

If, subsequent to a transfer of an intangible to a foreign corpora-
tion, the U.S. transferor disposes of its stock in the foreign-transfer-
ee corporation, then part of the gain on disposition of the stock is
treated as being U.S.-source ordinary income attributable to the
disposition of the intangible. Similarly, if the foreign-transferee
corporation disposes of the intangible, the U.S. transferor is
deemed to receive a U.S.-source payment of ordinary income with
respect to the intangible at that time.

Incorporation of foreign loss branch

The Senate amendment clarifies that, in the case of an overall
foreign loss, the amount of gain required to be recognized is re-
duced by the amount of income required to be recognized by sec-
tion 904(f)(3) in the current taxable year, but not amounts that
were simply recharacterized as U.S.-source income by section
904(f)(1).

Treatment of liquidating distributions

Under the Senate amendment, a domestic corporation recognizes
gain on liquidating distributions of appreciated property to foreign
persons, except as otherwise provided in regulations to be pre-
scribed by the Secretary.

Effective date

The Senate amendment provides a transition rule for transfers
with respect to which a ruling request under section 367(a) was
filed with the IRS before March 1, 1984.

Conference agreement

The conference agreement generally follows the Senate amend-
ment with technical modifications.

Transfers for use in a trade or business

The conference agreement generally follows the Senate amend-
ment.



Transfers of appreciated property of a domestic branch.-The con-
ferees intend that regulations to be prescribed by the Secretary
will require gain recognition on the transfer of assets that were
used in the United States, to the extent of depreciation deductions
previously claimed by the taxpayer with respect to the transferred
property. This result is consistent with the treatment of transfers
of property of a foreign branch that has operated at a loss (dis-
cussed below).

Tainted assets
The conference agreement follows the Senate amendment.
Except as provided in regulations, gain is recognized on the

transfer of (1) property described in section 1221 (1) or (3) of the
Code (relating to inventory, copyrights, etc.), (2) installment obliga-
tions, accounts receivable, or similar property, (3) foreign currency
or other property denominated in a foreign country, (4) intangible
property (as defined for purposes of the special rules relating to in-
tangibles), and (5) property with respect to which the transferor is
a lessor at the time of the transfer, except where the transferee is
the lessee.

Treatment of stock or securities
The conference agreement follows the Senate amendment.
The conference agreement contemplates that certain transfers of

stock or securities will fall within the exception for transfers for
use in an active trade or business.

With respect to stock that is transferred to a foreign corporation
in a transaction that constitutes a section 351 exchange as well as
a type B reorganization, the conferees expect that, in developing
regulations, the Secretary will carefully consider whether there are
cases where the transfer should be treated as a section 351 ex-
change.

Treatment of partnership interests
The conference agreement follows the Senate amendment.

Special rules for transfers of intangibles
The conference agreement follows the Senate amendment.
The conferees intend that disposition of (1) the transferred intan-

gible by a transferee corporation, or (2) the transferor's interest in
the transferee corporation will result in recognition of U.S.-source
ordinary income to the original transferor. The amount of U.S.-
source ordinary income will depend on the value of the intangible
at the time of the second transfer.

The conferees wish to clarify that, as under present law, gain
will generally be recognized under section 367(a) on tranfers of
marketing intangibles (such as trademarks or trade names) for use
in connection with a U.S. trade or business, or in connection with
goods to be manufactured, sold, or consumed in the United States.

Incorporation of foreign loss branch
The conference agreement follows the Senate amendment with

two technical modifications. First, in applying the rule requiring
gain recognition, a pre-incorporation loss is reduced by taxable



income derived by the foreign branch in a taxable year after the
taxable year in which the loss was incurred and before the close of
the taxable year of the transfer. Second, the conference agreement
provides for the characterization of the recognized gain (as ordi-
nary income or capital gain) by reference to the character of the
previously incurred losses. For example, if a branch incurred a cap-
ital loss (or a foreign oil extraction loss) in an earlier year, its later
incorporation would yield capital gain (or foreign oil extraction
income). The conferees intend that, on incorporation of a loss
branch with appreciated intangibles, the transfer of intangibles
will generally be subject to the special rule for intangibles, not the
loss branch rule. In all other respects, the conferees intend that the
provision for transfers of foreign loss branches be applied in a
manner consistent with the IRS s published rulings under present
law. Thus, for example, losses that result in gain recognition on in-
corporation include expenses directly related to a branch's property
that was not transferred but abandoned as worthless. See Rev. Rul.
80-247, 1980-2 C.B. 127. Similarly, in applying the statutory provi-
sion, the profits and losses of divisions that are separate business
operations cannot be combined. See Rev. Rul. 81-82, 1981-1 C.B.
127. As under current law, the basis of transferred assets will be
the same as the basis of the assets in the hands of the transferor
immediately prior to the exchange, increased by the amount of
gain recognized to the transferor on the exchange. See Rev. Rul.
78-201, 1978-1 C.B. 91.

Declaratory judgment procedure

The conference agreement follows the Senate amendment.

Excise tax rules

The conference agreement follows the Senate amendment with
modifications. First, the conference agreement clarifies that, as
under present law, the taxpayer is to make the showing required
under section 1492 before the transfer. Second, the conference
agreement makes clear that ali of the principles of section 367 (in-
cluding the special rule for intangibles) are applicable for purposes
of the excise tax rules.

Treatment of liquidating distributions

The conference agreement follows the House bill. Present law
will continue to apply until regulations are promulgated.

Notification requirement

Under the conference agreement, the notification requirement is
extended to liquidating distributions to foreign persons.

Effective date
The conference agreement follows the Senate amendment with

two modifications.
Ruling requests under the excise tax rules.-The conference

agreement expands the scope of the transition rule for transfers
with respect to which a ruling request was filed before March 1,
1984 to cover ruling requests under sections 1492 and 1494 of the
Code.



Special rule for certain transfers of intangibles.-The conference
agreement provides a special rule for transfers of intangibles that
occur after June 6, 1984 (the date of conference action) and before
January 1, 1985 (the general effective date). Transfers of intangi-
bles during this period will be treated as made for tax avoidance
purposes. Subject to terms and conditions prescribed by the Secre-
tary, however, the Secretary is authorized to waive the application
of the special rule. The conferees anticipate that the Secretary will
waive application of the rule if taxpayers agree to apply to the
transfer the rules applicable to post-December 31, 1984, transfers
under the bill. The Secretary may also waive application of the
rule in other cases under the existing guidelines. The conferees
intend, however, that the Secretary carefully examine transfers of
intangibles before giving such a waiver. Transfers of intangibles
that are not fully developed or that are not essential to the active
conduct of a trade or business should not be given a waiver. This
rule will not apply to transfers with respect to which a ruling re-
quest was filed before March 1, 1984, or with respect to which a
ruling was obtained before June 6, 1984.

12. Amendments relating to foreign personal holding companies

Present law
To determine whether a foreign corporation is a foreign personal

holding company, a U.S. person is considered to own the stock of
his nonresident alien spouse, blood relative, or partners. Interposi-
tion of a foreign entity between a U.S. taxpayer and a foreign per-
sonal holding company arguably prevents application of the foreign
personal holding company rules.

House bill
The House bill ends attribution of ownership of stock owned by a

nonresident alien to the alien's U.S. brothers and sisters (whether
by the whole or half blood), ancestors, and lineal descendants
("blood relatives"). It disregards the interposition of foreign part-
nerships and other foreign entities between U.S. taxpayers and for-
eign personal holding companies. It generally applies to taxable
years beginning after December 31, 1983. It provides a transitional
rule to allow certain existing structures until the end of 1984 to
unwind.

Senate amendment
The Senate amendment includes the House family attribution

provision; it also ends attribution of stock owned by a nonresident
alien to the alien's U.S. partners who are not shareholders (or rela-
tives of shareholders) in the foreign corporation. It includes the
House provision that disregards the interposition of foreign entities
between U.S. taxpayers and foreign personal holding companies. It
generally applies to taxable years begining after March 15, 1984,
and includes the same transitional rule as the House bill.

Conference agreement
The conference agreement generally follows the Senate amend-

ment with respect to attribution of stock ownership from nonresi-



dent alien individuals, but limits the application of the provision
ending attribution from nonresident aliens who are blood relatives
of U.S. persons. In cases where a U.S. person is a blood relative of
the nonresident alien individual who owns stock, the conference
agreement will attribute the stock of the nonresident alien to his
or her U.S. blood relatives. For example, under the conference
agreement, as under current law, a foreign corporation 40 percent
of whose shares belong to a U.S. citizen and 60 percent of whose
shares belong to the nonresident alien sister of the U.S. citizen
may be a foreign personal holding company. The conferees see the
possibility of significant abuse in such a case, and whenever a non-
resident alien's U.S. blood relative owns stock in a foreign corpora-
tion, but do not believe that such a strong possibility exists when
none of the nonresident alien's blood relatives owns stock in a for-
eign corporation. The conference agreement follows the Senate
amendment with respect to attribution from nonresident aliens
who are partners of U.S. persons.

The conference agreement includes the provision in the House
bill and the Senate amendment that disregards the interposition of
foreign entities between U.S. taxpayers and foreign personal hold-
ing companies. The managers intend that, as under current law, to
the extent that the grantor of (or a transferor to) a trust is taxable
on its income, then that person (and not a beneficiary of the trust)
will be treated as the owner of the trust for the purposes of the
foreign personal holding company rules. For example, the grantor
of a revocable trust is taxable on its income (sec. 674); the grantor
will be considered its owner for the purposes of the foreign person-
al holding company rules.

These foreign personal holding company provisions apply to tax-
able years beginning after December 31, 1983, and include the tran-
sitional rule contained in the House bill and the Senate amend-
ment.

13. Coordination of Subpart F with foreign personal holding com-
pany provisions

Present law

When the foreign personal holding company rules and the con-
trolled foreign corporation rules (of Subpart F) overlap, the foreign
personal holding company rules take priority. Taxpayers have con-
tended that being subject to foreign personal holding company tax
for a year exempts them from tax under Subpart F that year, even
on an investment of (previously untaxed) earnings and profits in
U.S. property. Foreign personal holding company income includes
dividends and interest from a related corporation that operates a
trade or business in the recipient's country, but the controlled for-
eign corporation rules (of subpart F) do not taint this kind of
income.

House bill

The House bill repeals the rule that taxation under the foreign
personal holding company rules precludes taxation under the Sub-
part F rules. It provides a new rule for coordination of the two sets
of provisions: a controlled foreign corporation's Subpart F income



is taxed under Subpart F-but not under the foreign personal hold-
ing company rules-to the extent that it would otherwise be tax-
able under both Subpart F and the foreign personal holding compa-
ny rules. This provision of the House bill applies to taxable years of
U.S. shareholders beginning after the date of enactment.

Senate amendment

The Senate amendment includes the House provision coordinat-
ing the foreign personal holding company rules and the Subpart F
rules. In addition, the Senate amendment removes dividends and
interest from a related corporation that operates its trade or busi-
ness in the recipient's country from the foreign personal holding
company income calculation. This provision of the Senate amend-
ment applies to taxable years of foreign corporation beginning
after March 15, 1984.

Conference agreement

The conference agreement includes the provision in the House
bill and the Senate amendment coordinating the foreign personal
holding company rules and the Subpart F rules. This provision is
effective for taxable years of foreign corporation beginning after
date of enactment.

The conference agreement includes the provision in the the
Senate amendment that removes dividends and interest from a re-
lated corporation that operates a trade or business in the recipi-
ent's country from the foreign personal holding company income
calculation, but adds a technical amendment. The technical amend-
ment specifies that the provision will not apply to dividends or in-
terest from a corporation that is a foreign personal holding compa-
ny. This provision is effective for taxable years of foreign corpora-
tions beginning after March 15, 1984.

14. Gain from sale or exchange of stock in certain foreign corpo-
rations

Present law

Gain recognized on the sale or exchange of stock in a foreign cor-
poration by a U.S. person owning ten percent or more of the corpo-
ration's voting stock may be treated as a dividend (sec. 1248(a)).
Gain is recharacterized as dividend income to the extent of the cor-
poration's post-1962 earnings and profits attributable to the period
the stock sold was held by the shareholder while the corporation
was a controlled foreign corporation. Similarly, a U.S. corporation
that disposes of stock in a transaction governed by section 311, 336,
or 337 (by distributing the stock as a dividend-in-kind or in the
course of liquidation) is required to recognize its pro rata share of
post-1962 earnings and profits as dividend income. The amount of
dividend income required to be included in the U.S. corporation's
income is equal to the difference between the fair market value of
the stock and its basis, subject to the post-196 2 earnings and profits
limitation.



House bill

Under the House bill, if shareholders of a U.S. corporation ex-
change stock in the U.S. corporation for newly issued stock (or
treasury stock) of a foreign corporation ten percent or more of the
voting stock of which is owned by the U.S. corporation, the transac-
tion is recast. For purposes of applying section 1248, the foreign
corporation is viewed as having issued the stock to the U.S. corpo-
ration and the U.S. corporation is treated as having distributed
that stock to its shareholders. Under the rules of section 1248 pro-
vided in present law, the U.S. corporation is thereby required to
recognize dividend income. The amount of dividend income is equal
to the difference between the fair market value of the stock re-
ceived by the shareholders of the U.S. corporation and the U.S. cor-
poration's basis for its stock in the foreign corporation, subject to
the post-1962 earnings and profits limitation.

Under an amendment to section 959 (relating to the exclusion of
gross income of a controlled foreign corporation's previously taxed
earnings and profits) in a different section of the House bill, the
foreign corporation's earnings and profits that are recognized by
the U.S. corporation as dividend income under section 1248 are
treated as previously taxed income.

The provision is effective for exchanges after the date of enact-
ment.

Senate amendment

The Senate amendment generally is the same as the House bill,
except that no provision is made for the treatment of the earnings
and profits of the foreign corporation as previously taxed income.

Conference agreement

The conference agreement follows the House bill.

15. Technical amendments to section 1248 (ordinary income
treatment on disposition of stock of certain foreign corporations)

Present law

When a U.S. person disposes of stock of a controlled foreign cor-
poration, some of his gains may be taxed as ordinary income, not
as a capital gain (Code section 1248). There may sometimes be
double counting of ordinary income and foreign tax credits. There
may be different treatment of a U.S. person's indirect ownership of
a controlled foreign corporation and a U.S. person's direct owner-
ship.

House bill

The House bill prevents double counting of ordinary income and
foreign tax credits on account of the disposition of stock in a for-
eign corporation. This provision applies to transactions occurring
after the date of enactment (or after October 9, 1975, at taxpayer's
election). The bill also treats a U.S. person's indirect ownership of
a controlled foreign corporation like direct ownership. This provi-
sion applies to transactions occurring after the date of enactment.



Senate amendment
No provision.

Conference agreement
The conference agreement follows the House bill.

16. Foreign investment companies

Present law
More than fifty-percent U.S.-owned foreign companies registered

under the Investment Company Act or engaged primarily in invest-
ing or trading in securities (with certain exceptions) are defined as
foreign investment companies, sales of whose shares are taxed at
ordinary income rates.

House bill
The bill redefines foreign investment companies as companies en-

gaged primarily in investing or trading in securities or commod-
ities (or interests in either), and changes the ownership test to 50-
percent or more U.S. ownership. This new definition applies to
sales and exchanges on or after September 29, 1983. For stock held
on that date, it applies to sales and exchanges more than one year
after date of enactment.

Senate amendment
The Senate amendment is the same as the House bill except that

the Senate amendment has a different effective date. The redefini-
tion of foreign investment companies in the Senate amendment ap-
plies to sales and exchanges on or after October 31, 1983. For stock
held on that date, it applies to sales and exchanges more than one
year after date of enactment.

Conference agreement
The conference agreement follows the House bill.

17. Foreign collapsible corporations

Present law

Overview
The collapsible corporation rules of section 341 are designed to

prevent the use of a specific tax-avoidance device: the use of a cor-
poration to convert business profits that would otherwise be taxed
as ordinary income to capital gain. Under present law, Congres-
sional intent underlying section 341 may be circumvented in some
circumstances by use of a foreign corporation.

Background
The reports of the Committee on Ways and Means and the Com-

mittee on Finance that accompanied the 1950 legislation enacting
section 341 describe a collapsible corporation as "a device ... used



in an attempt to convert ordinary income into long-term capital
gain by use of a temporary corporation." 1

Because U.S. persons are subject to Federal income tax on their
worldwide income, there is an incentive to make use of collapsible
corporations to engage in activities conducted abroad, as well as ac-
tivities conducted within the United States.

Statutory rules and legislative history

General rules.-The efficacy of the collapsible corporation as a
tax-avoidance device depends on the combination of two tax re-
sults: (1) avoiding a tax at the corporate level and (2) obtaining cap-
ital gain treatment at the shareholder level. In 1950, Congress
acted to prevent taxpayers from obtaining the combination of tax
results that underlies the utility of a collapsible corporation.

Section 341(a) generally treats a shareholder's gain on the sale or
exchange of stock in a collapsible corporation as ordinary income.
Section 341(b)(1) defines the term collapsible corporation to include
a corporation that is formed or availed of principally for the manu-
facture, construction, or production of property, with a view to a
sale or exchange of stock by its shareholders before the realization
by the corporation of a substantial part of the taxable income to be
derived from the property, and the realization by the shareholders
of the gain attributable to the property. Thus, the statutory defini-
tion of collapsible corporation looks to whether a corporation can
be expected to realize the gain inherent in its property in the
normal course of business.

The provisions of section 341 make no distinction between domes-
tic corporations and foreign corporations. Thus, the collapsible cor-
poration rules are applicable to a foreign corporation that is used
as the vehicle for the proscribed tax avoidance scheme. Rev. Rul.
56-104, 1956-1 C.B. 178.2

Section 341(e) exceptions for nonabusive situations.-In 1958, Con-
gress refined the collapsible corporation rules to provide exceptions
for situations that were not intended to be covered by the initial
legislation. The report of the Senate Finance Committee acknowl-
edges that "the purpose of [section 341] . . . is to prevent income
which would otherwise be taxed at ordinary income rates from
being converted into income taxable at capital gain rates merely by
use of the corporate entity." 3 The statutory definition of collapsi-
ble corporation, however, by its terms and as interpreted, could
result in the application of section 341 to tax a shareholder's gain
as ordinary income even if the corporation's property would consti-
tute a capital asset in the hands of the shareholder. 4 The 1958 leg-

1 H.R. Rept. No. 2319, 81st Cong., 2d Sess. 196 (1950); S. Rept. No. 2375, 81st Cong., 2d Sess. 88
(1950).

2 Congress has addressed the issue of the extent to which U.S. taxpayers can use foreign cor-

porations to defer U.S. tax on foreign-source income in sections 951-964 ("Subpart F") and 1248
of the Code. Under these provisions, the earnings and profits of certain foreign corporations are
taxed as ordinary income to U.S. shareholders who own ten percent or more of the corporation's
stock. Because the classic collapsible corporation has insignificant earnings and profits, neither
Subpart F nor section 1248 prevents the use of a foreign corporation for the proscribed device.
3 S. Rept. No. 1983, 85th Cong., 2d Sess., 31 (1958).
4 See Braunstein v. Commissioner, 347 U.S. 65 (1963) (holding that there is no implied excep-

tion for this situation).



islation, which added section 341(e) to the Code, was designed, in
part, to reverse this result.

The facts of Revenue Ruling 72-24, 1972-1 C.B. 103, disclosed
that a foreign corporation was a collapsible corporation within the
meaning of section 341(b). Section 341 was not applied, however, be-
cause of the application of section 341(e). In applying section 341(e),
the Internal Revenue Service treated the foreign corporation as if
it were a domestic corporation.

Section 341(f) consent to recognize gain at the corporate level.-
Section 341(f)(1) permits capital gain treatment on disposition of
stock in a collapsible corporation if the corporation consents to rec-
ognize gain on the disposition of its "subsection (f) assets" (general-
ly, assets other than capital assets) when realized, even in a trans-
action that would otherwise qualify for nonrecognition of gain. Sec-
tion 341(f)(3) provides an exception to the requirement of corporate-
level gain recognition for certain tax-free corporate organizations,
reorganizations, and liquidations, if the transferee gives a section
341(f)(1) consent.

The theory of section 341(f) is that section 341 should not apply if
the corporation continues in existence and realizes the gain on its
property. 5 To insure the result on which section 341(f) is premised,
the statute mandates recognition of gain on dispositions that would
otherwise be tax-free.

Treasury regulations provide that, in the case of a foreign corpo-
ration that gives a section 341(f) consent, any gain on the corpora-
tion's disposition of a subsection (f) asset is considered gross income
that is effectively connected with a U.S. trade or business (Treas.
Reg. sec. 1.341-7(e)(3)). A foreign corporation is subject to the regu-
lar corporate income tax with respect to income that is effectively
connected with a U.S. trade or business. The regulatory provision
may have no practical effect, however, where the foreign corpora-
tion's income is not subject to U.S. tax (because the corporation has
no U.S.-source income and is not engaged in a U.S. trade or busi-
ness) and the stock is sold to a foreign person.

House bill

Under the House bill, to the extent provided in regulations pre-
scribed by the Secretary, a foreign corporation will be prohibited
from making a section 341(f) consent.

The provision is effective on the date of enactment.

Senate amendment

The Senate amendment is the same as the House bill, with a
technical modification. Under the Senate amendment, to the extent
provided in regulations prescribed by the Secretary, a section 341(f)
consent will not be given effect where the consent is given by a for-
eign corporation.

Conference agreement

The conference agreement follows the Senate amendment with
one modification. Under the conference agreement, by statute, a

5 H.R. Rept. No. 1308, 88th Cong., 2d Sess., 3 (1964).



section 341(f) consent will not be given effect where the consent is
given by a foreign corporation.

There is no policy reason to allow the use of the collapsible cor-
poration device by U.S. taxpayers simply because the corporation is
organized under the laws of a foreign country to engage in an ac-
tivity abroad. This result may occur, however, where the stock of a
foreign collapsible corporation is sold to a foreign person and the
section 341(f) consent procedure is used. The conferees intend that
a section 341(f) consent given by a foreign corporation will not be
given effect if the consenting corporation is not engaged in a U.S.
trade or business and stock in the corporation is sold to a foreign
person. The conferees recognize that there may be cases in which a
section 341(f) consent given by a foreign corporation should be
given effect. Accordingly, the conference agreement authorizes the
Secretary to prescribe regulations setting forth circumstances in
which it would be appropriate to give effect to a section 341(f) con-
sent given by a foreign corporation.

The conferees are informed that taxpayers have taken the posi-
tion that section 341 should not apply to a foreign corporation that
derives no U.S.-source income, and that section 341(0 properly pro-
vides a means to accomplish this result. This position is premised
on the notion that the primary purpose of section 341 is to insure
the collection of a Federal corporate income tax. To the contrary,
the legislative history makes clear that section 341 is designed to
prevent the conversion of ordinary income to capital gain by use of
a corporation; the avoidance of tax at the corporate level is inciden-
tal to the conversion technique. Thus, the fact that the income of a
foreign collapsible corporation is not subject to U.S. tax does not
present a reason to permit the corporation's shareholders to cir-
cumvent section 341 by use of a section 341(f) consent. 6

18. Stapled stock; stapled entities

Present law

Shares in one corporation may be transferable only in tandem
with shares of a "sister" corporation. These shares are "stapled." A
U.S. corporation owning a foreign corporation may avoid the con-
trolled foreign corporation rules and the anti-boycott rules by spin-
ning off the foreign corporation. Management may retain control if
the stock of the two corporations is stapled. In addition, U.S. corpo-
rations may avoid restrictions on RICs and REITs by stapling their
stock with stock of other U.S. entities. In addition, U.S. corpora-
tions may seek multiple surtax exemptions, accumulated earnings
tax credits, etc., by stapling.

House bill

Under the House bill, new rules apply to entities 50 percent or
more of which can be transferred only in tandem with interests in
another entity. Generally, where a foreign and a domestic corpora-
tion are stapled entities, the foreign corporation will be treated as
domestic. A foreign entity stapled on June 30, 1983, can elect to be

6 The conferees acknowledge that it may be appropriate for Congress to review the relation-
ship between the Subpart F provisions, section 1248, and section 341.



treated as the subsidiary of its U.S. sister rather than as a U.S. cor-
poration; stapled entities cannot claim non-U.S. status by virtue of
a treaty unless they were entitled to treaty benefits on June 30,
1983. All stapled entities will be treated as one in determining
whether any one is a REIT or RIC.

In determining controlled corporation status or stock ownership,
one stapled corporation will be treated as owning the other. In ad-
dition, the Secretary may prescribe regulations to prevent tax
avoidance or evasion through stapling. Generally, the provision is
effective on the date of enactment. However, for interests stapled
on June 30, 1983, the provision will not apply until January 1, 1985
(January 1, 1987, in the case of a stapled foreign corporation). This
provision will not apply to certain Puerto Rican corporations or
REITs whose interests were-stapled on June 30, 1983.

Senate amendment

No provision.

Conference agreement

The conference agreement generally follows the House bill, but
adds a special effective date for certain purposes for certain stapled
mortgage REITs.

19. Insurance of related parties by a controlled foreign
corporation

Present law

Income of a controlled foreign corporation from the performance
of services for a related person outside the country of its incorpora-
tion is currently taxable to its U.S. shareholders. Treasury Regula-
tions may deem the place of performance of insurance services to
be the location of the insurance company's office so that income
from insuring related parties' risks may not be currently taxable to
the insurer's U.S. shareholders.

House bill

No provision.

Senate amendment
The Senate amendment specifies that income from the perform-

ance of insurance services by a controlled foreign corporation for a
primary insured who is related to the insurer arises in the country
where the risk is located. This income will be taxable currently to
the corporation's U.S. taxpayers.

This provision will apply to taxable years of controlled foreign
corporations beginning after the date of enactment.

Conference agreement
The conference agreement follows the Senate amendment but ex-

pands the definition of "related party" for purposes of the provi-
sion to include 10-percent U.S. shareholders (and persons related to
them) of a controlled foreign corporation performing insurance
services. The purpose of the expansion is to impose tax on an insur-
ance company owned (directly or indirectly) by a relatively small



number of U.S. shareholders that use it in whole or in part to
insure their foreign risks or foreign risks of parties related to
them.

20. Definition of resident alien

Present law

All individuals who are not U.S. citizens are either resident
aliens or nonresident aliens of the United States. Residence de-
pends on an alien's subjective intent. Resident aliens, like U.S. citi-
zens, are subject to U.S. tax on worldwide income (although the for-
eign tax credit may reduce or eliminate U.S. tax on foreign source
income). Nonresident aliens are generally subject to U.S. tax only
on income that arises in the United States and on income from
U.S. businesses.

When an individual changes his status from resident alien to
nonresident alien (or vice versa), his or her taxable year consists of
two separate periods. During one period, the United States will tax
worldwide income; during the other period, the United States will
normally tax only U.S. source income.

House bill

Under the House bill, an alien will be a resident if either (1) he
is a lawful permanent resident of the United States (the "green
card test"), or (2) the sum of (a) the days present during the cur-
rent year, (b) one-third times the days present during the preceding
year, and (c) one-sixth times the days present during the second
preceding year equals or exceeds 183 (the "substantial presence
test"). Presence as a commuter from Canada or Mexico will not
count. Residence for fewer than 31 days in a year precludes resi-
dence under the substantial presence test for that year.

The substantial presence test will not count days of diplomats or
certain other representatives of foreign governments (indefinitely),
teachers or trainees (generally for 2 years only), or students (gener-
ally for 5 years only). The test will not apply to an individual who
is unable to leave the United States because of a medical condition
that arose while he or she was present in the United States.

There is an exception to the substantial presence test for individ-
uals present for fewer than 183 days during the year who establish
closer connections with a foreign country than with the United
States and a tax home there for the year. This closer connections/
tax home exception will not be available for any applicant for an
immigrant visa.

Residence under the green card test will begin on the day the
alien entered the United States. De minimis presence before start
or after termination of substantial presence will generally be disre-
garded under the substantial presence test.

A taxpayer who has not established a taxable year for any period
prior to the time he becomes taxable in the United States will be
taxed on a calendar year basis.

The bill applies to taxable years beginning after December 31,
1984. For the substantial presence test, days of presence in 1983
will count only for aliens who had been residents (under existing



law) in 1983 and 1984; days of presence in 1984 will count only for
residents (under existing law) in 1984.

Senate amendment

No provision.

Conference agreement

The conference agreement follows the House bill, with modifica-
tions. First, if an individual is a resident of the United States for
three consecutive years under the new statutory definition and is a
resident of the United States during one of the next three years,
then he or she will be subject to U.S. tax for all intermediate years
on the same items of income that would be taxed to a U.S. citizen
who renounced U.S. citizenship for the principal purpose of avoid-
ing U.S. tax (sec. 877). This rule will apply regardless of the subjec-
tive intent of the alien. The conferees adopted this modification be-
cause of a concern that, under the mechanical tests for residence
that the conference agreement provides, long-time U.S. residents
may leave the United States for a short period, dispose of assets
free of U.S. tax, and resume U.S. residence. The conferees have
adopted for this purpose the rules that tax certain U.S. citizens
who renounce U.S. citizenship because of the clarity of that body of
law, although the conferees believe that those rules merit reexam-
ination (especially to the extent that those rules allow disposition
of foreign assets held during U.S. citizenship or residence free of
U.S. tax).

Second, days that an alien is present in transit without visa for
24 hours or less (for example, in a U.S. airport en route from
Canada to South America) would not count as days of U.S. pres-
ence for the purpose of the substantial presence test.

Third, the substantial presence test will not count days of an in-
dividual who is unable to leave the United States because of a med-
ical condition that arose while he or she was present in the United
States.

The conferees do not intend that the conference agreement over-
ride treaty obligations of the United States. For example, an alien
who is a resident of the United States under the new statutory def-
inition but who is a resident of a treaty partner of the United
States (and not a resident of the United States) under a United
States income tax treaty will be eligible for the benefits that the
treaty extends to residents of the treaty partner. However, notwith-
standing the treatment of the alien as a resident of the other coun-
try for treaty purposes, the conference agreement will treat the
alien as a U.S. resident for purposes of the internal tax laws of the
United States. For example, if the alien owns more than 50 percent
of the voting power of a foreign corporation, the foreign corpora-
tion will be a controlled foreign corporation (sec. 957).

The conferees do not intend that the definitions of resident alien
and nonresident alien in the conference agreement affect the deter-
mination whether a trust or an estate is a U.S. or a foreign trust or
estate (secs. 7701(a)(30) and (31)) except insofar as that determina-
tion itself turns on the residence or nonresidence of particular
alien individuals.



The conference agreement allows the Secretary to prescribe regu-
lations to carry out the purpose of this subsection. In particular,
the conferees understand that regulations may be necessary to co-
ordinate U.S. taxing jurisdiction with the taxing jurisdictions of
U.S. possessions the basis of whose tax law is the Internal Revenue
Code.

21. Treatment of community property income of nonresident
aliens

Present law

A married couple both of whom are nonresident aliens may use
foreign community property laws to split the U.S. earned income of
one spouse for computing U.S. tax liability. A similar couple resid-
ing in a common law country could not split income in this way.

House bill

The House bill ends the ability of nonresident alien individuals
to use foreign community property laws to split the U.S. earned
income of one spouse.

The bill applies to taxable years beginning after December 31,
1984.

Senate amendment

No provision.

Conference agreement

The conference agreement follows the House bill.

23. Foreign sales corporations

Present law

In general

Present law provides tax deferral for the exporting income of Do-
mestic International Sales Corporations (DISCs) and their share-
holders. A DISC typically is a domestic subsidiary of a U.S. compa-
ny engaged in exporting property produced in the United States.

The amount of the deferral is limited generally to 42.5 percent of
DISC income that exceeds the average DISC income in a base
period. (Most recent data show that the average DISC deferral for
all DISCs is 34 percent of DISC income or 17 percent of the com-
bined taxable income of the DISC and its parent.) Deferral is pro-
vided for both export profits and export investment income. The
tax on accumulated DISC income may be deferred indefinitely
until the income is actually distributed or the DISC fails to qualify
as a DISC.

Deferred income

Under the DISC rules, deferral of tax is provided for income
from (1) the sale or lease for use outside the United States of
export property, (2) services related or subsidiary to the sale or
lease of export property, (3) certain engineering and architectural
services, (4) certain managerial services, including managerial serv-



ices provided to unrelated DISCs to aid them in deriving export re-
ceipts, provided that at least 50 percent of the gross receipts of the
DISC that provides the services are from exporting, (5) interest on
any obligation that is a qualified export asset, (6) certain dividends,
and (7) the sale of export assets.

Export property

DISC benefits are provided for export property, which generally
includes property manufactured, produced, grown, or extracted in
the United States. DISC benefits are not allowed, however, for
property leased by a DISC for use by any member of a controlled
group that includes the DISC, patents or intangibles, subsidized
property, property in short supply, or oil, gas, coal, uranium, and
other depletable minerals. The amount of the deferral on the sale
of military goods is half the amount otherwise allowed.

Transfer pricing

DISC deferral is available on a percentage of income allocated to
it under special transfer pricing rules. Transfer prices are based on
either special rules or arm's-length pricing under Code section 482.
Under the special rules, transfer prices are based on either 50 per-
cent of combined taxable income of the DISC and its related party,
or 4 percent of gross receipts from the transaction; in either case,
the DISC also earns 10 percent of export promotion expenses.

Amount of benefit

The amount of the DISC benefit depends on the method used to
determine transfer prices. If transfer prices are based on 50 per-
cent of combined taxable income, deferral is no more than 21.25
percent of income earned by DISC and parent on the transaction. If
transfer prices are based on 4 percent of gross receipts, total defer-
ral is no more than 1.7 percent of gross receipts. If transfer prices
are based on arm's-length rules, deferral is no more than 42.5 per-
cent of DISC income.

Incremental rules limit the tax deferral to income attributable to
export gross receipts that exceed 67 percent of the average gross
receipts in a 4-year base period. The incremental rules do not apply
to small DISCs with adjusted taxable income of $100,000 or less.

Qualifications
To qualify for the deferral, a DISC must be incorporated under

the laws of any of the States or the District of Columbia, have only
one class of stock, have outstanding capital stock with a par or
stated value of at least $2,500, elect to be treated as a DISC, and
satisfy the gross receipts and gross assets tests.

The gross receipts test requires that at least 95 percent of the
corporation's gross receipts consist of qualified export receipts. In
general, qualified export receipts are receipts, including commis-
sion receipts, derived from the sale or lease for use outside the
United States of export property, or from the furnishing of services
related or subsidiary to the sale or lease of export property. The
gross assets test requires that at least 95 percent of the corpora-
tion's assets qualify as export assets. Qualified export assets in-
clude inventories, export property, necessary operational equip-



ment and supplies, trade receivables from export sales (including
certain commissions receivable), producers' loans, working capital,
obligations of domestic corporations organized solely to finance
export sales under guaranty agreements with the Export-Import
Bank, and obligations issued, guaranteed, or insured by the Export-
Import Bank or the Foreign Credit Insurance Association.

A DISC's taxable year need not conform to the taxable year of
any of its shareholders. A wholly owned DISC will frequently have
a taxable year ending one month after its parent's taxable year
ends. This difference in taxable years allows an additional 11
months of deferral of income that is deemed distributed to the
parent.

If a DISC fails to meet the qualifications for any reason, the
DISC provisions provide for recapture of the DISC benefits received
in previous years. Recapture of accumulated DISC earnings (be-
cause the DISC has become disqualified) is spread over a period
equal to 2 years for each year that the DISC was in existence (up to
a maximum of 10 years).

Source of income from export sales

The United States taxes U.S. taxpayers on their U.S. and foreign
source income, but allows a foreign tax credit for foreign taxes on
foreign source income. The foreign tax credit limitation reflects the
principle that the credit cannot exceed U.S. tax on foreign source
income. In general, in calculating the limitation, most foreign
source income is grouped together in a general category known as
the "all other" category; a separate limitation or "basket" applies
to certain income from deemed DISC distributions (and, separately,
to certain interest). In most cases, an export sale will not attract
foreign tax so long as the U.S. seller does not maintain a fixed
place of business or perform substantial activities in the country of
destination. The separate limitation is designed to prevent taxpay-
ers from reducing U.S. tax on low or untaxed distributions from
DISCs by crediting foreign taxes on non-DISC income against the
U.S. tax on distributions from DISCs.

Cooperatives

A cooperative is allowed to be a shareholder of a DISC. However,
farmers who are members of cooperatives do not generally benefit
directly or indirectly from DISC deferral. The farmers do not bene-
fit directly because if the deferred income is distributed to the co-
operative, it must be distributed currently (and taxed) to the
farmer. Also, the cooperative does not benefit from the deferral be-
cause a cooperative must distribute its income to its members and
patrons to benefit, under the rules for cooperatives, from the ex-
emption from tax. Thus, deferred DISC income (or other pre-tax
income) is generally not available to satisfy the particular working
capital requirements of the cooperative.

Export Trade Corporations

Export trade corporations (ETCs) are controlled foreign corpora-
tions that are allowed to defer a portion of their income from ex-
porting. In 1971, the ETC provisions were replaced by DISC. Only



those ETCs in existence at that time are allowed to continue oper-
ating as ETCs.

If an ETC fails to meet the requirements to continue operating
as an ETC, the previously untaxed income will continue to be de-
ferred provided the income is invested in export assets.

House bill

No provision.

Senate amendment

In general

The Senate amendment exempts from tax a portion of the export
income of a Foreign Sales Corporation (FSC) if certain foreign pres-
ence and economic process tests are met. Generally, 17 percent of
export income will be exempt from tax if the optional administra-
tive pricing rules are used to allocate income to the FSC, or 34 per-
cent of FSC income if FSC income is based on arm's-length (sec.
482) transfer pricing rules. Exemption is provided for export profits
but not for export investment income.

A FSC will generally be a foreign subsidiary (a corporation orga-
nized outside the U.S. customs area) that meets certain foreign
presence tests.

Exempt income

Exemption from tax is provided on a portion of the income from
(1) sale or lease of export property for use outside the United
States, (2) services related or subsidiary to the sale or lease of
export property, (3) certain engineering and architectural services,
and (4) export management services, including services provided to
unrelated FSCs or DISCs, even if the FSC providing the services is
not itself engaged in exporting.

The Senate amendment does not provide exemption from tax on
investment income and carrying charges. Investment income in-
cludes dividends, interest, royalties, rents, and certain other pas-
sive income. Carrying charges include any amounts in excess of the
price for an immediate cash sale and any other unstated interest.

Export property

FSC benefits are provided for property manufactured, produced,
grown, or extracted in the United States. Unlike DISC, FSC bene-
fits are allowed for coal and uranium products and other depletable
products (other than oil and gas). FSC benefits are not allowed for
property leased by a FSC for use by any member of a controlled
group of which the FSC is a member, patents or other intangibles,
subsidized property, property in short supply, and oil and gas prod-
ucts. The exemption on the sale of military goods is half the
amount otherwise allowed (same as DISC).

Transfer pricing
FSC exemption is available for income allocated to it under spe-

cial transfer pricing rules. Transfer prices are based on either op-
tional administrative rules or arms length pricing under section
482. Under the administrative pricing rules, transfer prices are



based on either 23 percent of the combined taxable income of the
FSC and its related supplier, or 1.83 percent of gross receipts de-
rived from the transaction.

The administrative pricing rules may be used only if the FSC (or
its agent) perform all the activities of the economic processes test.

Amount of benefit

Generally, the Senate amendment provides an exemption of tax
on 17 percent of export profits with no exemption on nonexport
profits or passive income. The amount of the FSC benefit depends,
however, on the method used to determine transfer prices. If trans-
fer prices are based on 23 percent of combined taxable income, the
exemption is 17 percent of combined taxable income (17/23 of FSC
income). If transfer prices are based on 1.83 percent of gross re-
ceipts, the exemption is 1.35 percent of gross receipts (17/23 of FSC
income). If transfer prices are based on the arm s length pricing
rules (sec. 482), exemption is limited to 34 percent of FSC income.

A FSC's nonexempt export income (generally 6 percent of FSC
income) will be subject to U.S. tax unless it is determined without
reference to an administrative pricing rule, in which case it will be
taxed in the same manner and to the same extent as income
earned by a foreign corporation that is not a FSC. Interest, divi-
dends, royalties, other investment income and carrying charges
will be subject to U.S. tax.

A FSC will not be allowed an investment tax credit or certain
other credits. A foreign tax credit will not be allowed with respect
to foreign taxes on export income (other than nonexempt export
income determined without reference to an administrative pricing
rule), but will be allowed with respect to other foreign taxes.

Qualifications

To qualify as a FSC, the corporation must meet the following re-
quirements: (1) a FSC must be organized outside the U.S. customs
area. If a FSC is organized in a foreign country, that country must
be either a party to an exchange of information agreement with
the United States, or an income tax treaty partner if the Treasury
certifies that the exchange of information program under the
treaty is satisfactory; (2) a FSC may have no more than 25 share-
holders; (3) a FSC may not have preferred stock; (4) a FSC must
maintain an office outside U.S. customs territory and maintain a
set of the permanent books of account at that office; (5) a FSC
must have at least one director who is not a U.S. resident; (6) a
FSC may not be a member of a controlled group of which a DISC is
a member; (7) a FSC must elect to be a FSC; and (8) the taxable
year of a DISC or FSC must conform to the taxable year of the ma-
jority shareholder.

A FSC that elects to be a small FSC must also satisfy all these
requirements.

Foreign presence and economic processes

FSC benefits are provided only if (1) the management of the cor-
poration takes place outside the United States and (2) if the eco-
nomic processes with respect to each transaction take place outside
the United States.



The management of the corporation is treated as outside the
United States if all meetings of the board of directors and share-
holders are outside the United States, the principal bank account is
outside the United States, and all dividends and certain expenses
are paid out of this bank account.

Economic processes are treated as outside the United States if (1)
the FSC (or its agent) participates outside the United States in the
solicitation, negotiation, or making of the contract, and (2) if the
foreign direct costs of the transaction incurred by the FSC equal or
exceed 50 percent of the total direct costs (or 85 percent of direct
costs of 2 activities). For purposes of this test, the costs of 5 activi-
ties are considered: advertising or sales promotion, processing cus-
tomer orders and arranging for delivery, transportation, determi-
nation and transmittal of a final invoice or statement of account
and the receipt of payment, and assumption of credit risk.

Burden of proof

The burden of proof that the foreign presence and economic proc-
esses tests are satisfied will be shifted to the Secretary of the
Treasury if an officer of the corporation signs an affidavit stating
that the requirements have been met (and how they have been
met). The officer must be a citizen and resident of the United
States, and the statement must be made under penalty of perjury.

Distributions to shareholders

A FSC will not be required or deemed to make distributions to
its shareholders. Actual distributions to shareholders must be made
first out of export income; the FSC may have income that is not
export income, for example, investment income. Distributions will
be treated as being made first out of earnings and profits attributa-
ble to export income, and then out of any other earnings and prof-
its. Any distribution made by a FSC which is made out of earnings
and profits attributable to export income to a shareholder which is
a foreign corporation or a nonresident alien individual will be
treated as a distribution which is effectively connected with the
conduct of the trade or business conducted through a permanent
establishment of the shareholder within the United States, and as
U.S. source income. Thus, such distributions will be subject to Fed-
eral income tax.

Export income and investment income of a FSC will not be sub-
ject to the rules of subpart F. In addition, the Secretary of the
Treasury is authorized to exclude property related to the export ac-
tivities of the FSC from the subpart F rules relating to investments
by controlled foreign corporations in U.S. property.

Dividends received from a FSC
A domestic corporation will generally be allowed a 100 percent

dividends-received deduction for amounts distributed from a FSC
out of earnings and profits attributable to export income. However,
a 100 percent dividends-received deduction will not be allowed for
nonexempt export income determined without reference to an ad-
ministrative pricing rule (sec. 923(a)(2) nonexempt income) or a div-
idend received by a cooperative with respect to export income that
is treated as exempt income.



Source of income from export sales

Income (other than nonexempt export income determined with-
out reference to an administrative pricing rule) will be taken into
account under a separate imitation for purposes of determining the
foreign tax credit limitation of a FSC.

Foreign taxes on FSC dividends paid to the FSC's shareholders
that are attributable to export income (other than nonexempt
export income determined without reference to an administrative
pricing rule) will be treated as noncreditable foreign taxes. In addi-
tion, such dividend income will be taken into account for purposes
of the foreign tax credit limitation under a separate limitation.

The bill provides a special rule governing the source of income
earned by a person related (within the meaning of sec. 482) to a
FSC from transactions giving rise to export gross receipts of a FSC.
That related person's foreign source income from such a transac-
tion may not exceed the amount which would be treated as foreign
source income earned by that person if the analogous DISC pricing
rule applied.

Small business

Small FSC.-FSC benefits are available for the export income
(up to $5 million of export gross receipts) of a corporation that
elects to be a small FSC. A small FSC must be a foreign corpora-
tion that meets the requirements to be a FSC. However, a small
FSC is not required to satisfy the foreign presence and economic
process tests. A FSC may not elect to be a small FSC if it is a
member of a controlled group that includes a FSC (unless the other
FSC also elects to be a small FSC).

Small DISC.-A small DISC may continue to defer income attrib-
utable to $10 million or less of export gross receipts. The incremen-
tal rules would not apply. An interest charge that is tied to the T-
bill rate is imposed on the amount of tax deferred.

Deferred DISC income

Under the Senate amendment, tax is forgiven on accumulated
DISC income. This forgiveness will apply only to actual distribu-
tions made after December 31, 1984, by a DISC (or former DISC)
that is a qualified DISC on December 31, 1984.

Export Trade Corporations (ETC's)

Tax is forgiven on the previously untaxed income of an export
trade corporation if the company elects to discontinue operating as
an ETC. Tax is not forgiven on the previously untaxed income of
an ETC that does not qualify as an ETC on December 31, 1984,
even though the income is invested in qualified assets.

Cooperatives

The Senate amendment provides indirect benefits to farmers who
are members of cooperatives that export agricultural products.
Farmers will not be taxed on exempt income until it is actually dis-
tributed. Thus, the cooperative may use the exempt income as
working capital. (Normally, a cooperative must use income that
has been taxed (at the farmer level), but not distributed, as work-



ing capital). Farmers will be taxed currently, however, on the non-
exempt income (generally 6 percent of FSC income).

Special rules

A FSC may not claim benefits under an income tax treaty be-
tween the United States and a foreign country. No tax may be im-
posed on foreign trade income by a possession of the United States.

Transition rules

The taxable year of any DISC which includes January 1, 1985,
will close on December 31, 1984, at which time there will be a
deemed distribution of DISC income that normally would be
deemed distributed at the end of the DISC's taxable year. Thus,
shareholders may be including in income almost 2 years of DISC
earnings in the current year. These distributions will be spread
over 4 years. Special transition rules are provided for taxpayers
with long-term contracts. Assets of a DISC (or ETC) generally may
be transferred tax-free to a FSC.

Effective date

The provisions generally apply to transactions after December
31, 1984.

Conference agreement
The conference agreement follows the Senate amendment, with

modifications. The conferees agreed to reduce the percentage of
export income which will be exempt from tax and to clarify (in con-
nection with the factoring provision) that income of a controlled
foreign corporation from loans to finance the purchase of its relat-
ed party's goods is Subpart F income subject to the separate foreign
tax credit limitation for interest.

The conference agreement does not contain the Senate amend-
ment's provision expanding the benefits for managerial services
beyond those available under DISC. Thus, the agreement requires
that a FSC or DISC have at least 50 percent of its income from ex-
porting before income from managerial services provided to an un-
related party will be accorded beneficial treatment.

The exemption for the combined taxable income method under
the conference agreement is 16 percent of combined taxable
income. The exemption for the gross receipts method is 16/23ds of
1.83 percent, or approximately 1.27 percent of gross receipts (not to
exceed 32 percent of FSC income). The limit on the exemption
using sec. 482 rules is 32 percent of FSC income. The provision of
the conference agreement that decreases the benefits for certain
corporate preference items reduces the exemption by an additional
1/17th for corporate shareholders.

The conference agreement adopts the Senate amendment's spe-
cial rules for small businesses which allow exporting companies
with relatively small export gross receipts to elect to be a small
DISC with an interest charge or a small FSC. The conferees wish to
express concern that without a special effort by the Administration
many small businesses which wish to export property will avoid
making an election to become a FSC or a small DISC because they
fear that such an election will lead to undue complexity and a



large administrative burden. Consequently, the conferees hope that
small business will be given special encouragement and assistance
by the Commerce Department in establishing and operating small
FSCs and small DISCs.

The agreement requires tax records (including invoices) to be
kept in an office in a country which is either a party to an ex-
change of information agreement with the United States or an
income tax treaty partner, which the Treasury certifies as having
an acceptable exchange of information program under the treaty.
The conferees intend that a foreign country, to qualify for this
treatment, not be a country that has a statute (or other stated
policy) which denies the IRS access to the home office of the FSC
for audit purposes. Therefore, the conferees intend that the Treas-
ury assure itself of access to the home office of a FSC before certi-
fying a treaty partner or before entering into an exchange of infor-
mation agreement.

The agreement requires any DISC established after Senate com-
mittee action to conform its taxable year to that of its majority
shareholder.

The agreement deletes the rule of the Senate amendment that
shifts the burden of proof to the IRS on certain issues upon a tax-
payer affidavit. The conference agreement does not include the
Senate provision shifting the burden of proof to the IRS in connec-
tion with enforcement of the foreign presence requirements. The
conferees agree with the Senate's rationale for this provision which
is to avoid uncertain application of the detailed and technical for-
eign presence rules thereby reducing administrative burdens on
both the IRS and taxpayers. Nevertheless, the conferees believe
that the Senate provision created an undesirable precedent. The
conferees, however, intend for the IRS to administer the foreign
presence provisions of FSC in a manner which facilitate the estab-
lishment of FSC and carry out the objectives of the statute.

The agreement modifies the rule governing benefits for sales of
military property and services related to such sales to conform to
the DISC rule and allow such income one-half of the benefits other-
wise allowable.

The conferees agreed to ask the Treasury Department for a study
on services. Neither the present DISC provisions nor the FSC bene-
fits allowed under the conference agreement give special tax bene-
fits for the export of services performed in the United States. The
conferees think that this policy should be reviewed so that an in-
formed decision can be made regarding the appropriate treatment
of income from the export of services in the future. In particular,
the conferees expect the study to consider the revenue impact of
FSC benfits for services. The conferees direct the Secretary of the
Treasury, in consultation with the office of the United States Trade
Representative, to undertake a study of the advisability of provid-
ing the benefits allowed under the FSC election for profits from
services performed in the United States and sold outside the
United States. The Treasury Department is to report on the results
of this study to the Senate Committee on Finance and the House
Committee Ways and Means no later than six months after enact-
ment.



The conference deletes the present law requirement for DISC re-
ports after 1984 and substitutes a requirement for FSC reports.

The conference agreement will allow U.S. territories to impose
tax on income of FSCs that arises after January 1, 1987, and in-
cludes a technical correction that would prevent FSCs established
in the U.S. Virgin Islands from arguably escaping all tax on non-
exempt income. The agreement makes it clear that the so-called
"mirror Code" tax rules in place in certain U.S. possessions will
not apply for purposes of denying the United States taxing jurisdic-
tion under the FSC legislation.

The agreement contains a technical amendment that insures
that the provision forgiving the tax on accumulated DISC income
will not allow forgiveness of tax on accumulated DISC income that
was subject to tax because of a revocation or disqualification prior
to requalification and prior to the earning of income that is eligible
for forgiveness.

The agreement contains a technical amendment conforming the
treatment of second-tier Export Trade Corporations for purposes of
the transition rule to that of first-tier Export Trade Corporations.

In view of the rule that a FSC cannot be a member of a con-
trolled group of corporations of which a DISC is a member, the
agreement contains a provision that, under regulations to be pre-
scribed by the Secretary, a FSC election will automatically termi-
nate an inconsistent DISC election.

The agreement treats deemed distributions for taxable years of
DISCs that begin in 1984 as occurring over 10 years rather than
over four years as contemplated in the Senate amendment. The
conferees expect that regulations will allow taxpayers to accelerate
this inclusion if taxpayers elect to do so.

The provision that clarifies present law to make it clear that a
resident of a treaty partner country cannot avoid tax (under sec.
996(g)) on DISC distributions is effective on June 22, 1984.

The provision allows regulatory authority to extend rules allow-
ing waiver of foreign presence requirements in the case of certain
contracts entered into before January 1, 1985.

J. Compliance Provisions

1. Provisions relating to tax shelters

a. Registration of tax shelters

Present law

There is no requirement that tax shelters register with the Inter-
nal Revenue Service. As a result, the Internal Revenue Service
lacks complete and systematic information on which to base its de-
cisions about which shelters should be audited.

House bill

No provision.

Senate amendment

The Senate amendment provides that anyone who organizes a
tax shelter must register the shelter with the Internal Revenue



Service by supplying information that briefly describes the invest-
ment and identifies the promoter. A tax shelter is defined as any
investment with respect to which representations are made that
the investment will result in deductions in excess of income, or
credits in excess of half the income attributable to the investment,
in any of the first 5 years. The shelter also must either be required
to register with a Federal or State agency or be offered to "sophis-
ticated investors" (i.e., when the aggregate amount invested ex-
ceeds $200,000 and there are 10 or more investors). The Secretary
can prescribe regulations to provide exemptions from the registra-
tion requirement. The registration form must be filed with the In-
ternal Revenue Service by the earlier of 15 days after the shelter is
first offered for sale or December 31 of the year it is first offered
for sale.

Once the tax shelter registration form is filed with the Internal
Revenue Service, the Internal Revenue Service will provide a tax
shelter identification number to the promoter. The promoter must
furnish the number to each investor, and the investor must furnish
the number on its tax return.

The penalty for failure to register is $500 plus 1 percent of the
amount invested that exceeds $1 million. The penalty for each fail-
ure by the promoter to furnish the number to investors is $100.
The penalty for each failure by the investor to furnish the number
on its tax return is $50, unless the failure is due to reasonable
cause.

The provision is generally effective on September 1, 1984, with
respect to interests sold on or after that date. The Secretary may
postpone the date these provisions take effect by regulations.

Conference agreement
The conference agreement follows the Senate amendment with

modifications. Under the agreement, anyone who organizes a tax
shelter must register the shelter by completing a registration form
prescribed by the Internal Revenue Service, on which information
that briefly describes the investment and identifies the promoter
must be supplied. A tax shelter is considered registered when the
registration form is mailed to or otherwise filed with the Internal
Revenue Service in the manner required. This must be done not
later than the day on which the first offering for sale of interests
in the tax shelter occurs.

A tax shelter is required to be registered by the person having
principal responsibility for organizing the tax shelter. In many
cases, the tax shelter organizer will be the tax shelter promoter.
The tax shelter organizer need not, however, be the promoter or
general partner. For example, if a person structures or develops a
series of related schemes from which he or a related party will ben-
efit through service contracts or asset purchases, that person will
be treated as the tax shelter organizer, even though each of the dif-
ferent arrangements is managed or promoted by a different indi-
vidual.

If the person principally responsible for organizing the tax shel-
ter fails to register the shelter as required, then any person who
participates in the organization of the shelter must register the
shelter. Such a person who is secondarily liable for registering the



shelter must do so not later than the day on which the first offer-
ing for sale of any interest in the shelter is made. Requiring regis-
tration before this date will enable State securities regulators to
prohibit offerings of unregistered shelters in their States. In the
event that persons who are principally and secondarily liable for
registering a shelter fail to do so, any person participating in the
management or sale of the investment must register the shelter.
Registration by the manager or seller does not relieve the organiz-
er or promoter of liability for the penalties for failure to register.

Ordinarily, the rendition of professional advice by an unrelated
attorney or accountant would not constitute the organization of a
tax shelter. However, if, for example, the attorney's or accountant's
fee is based, either in part or in whole, upon the number or value
of units sold, the Internal Revenue Service might reasonably con-
clude that the attorney or accountant is an organizer, promoter, or
seller of a tax shelter, since he participates in the entrepreneurial
risk borne by other promoters.

A tax shelter is defined as any investment (including service con-
tracts and leasing contracts) with respect to which a person could
reasonably infer from the representations made or to be made in
connection with any offer for sale of any interest that, as of the
close of any of the first 5 years, the ratio with respect to any inves-
tor of (A) the aggregate of deductions and 200 percent of the credits
potentially allowable to (B) the aggregate of the cash invested and
the adjusted basis of other property contributed by the investor (re-
duced by any liability to which that property is subject) is greater
than 2 to 1. For purposes of computing this ratio, amounts bor-
rowed from a participant in the organization, sale, or management
of the shelter or a related person to a participant are not consid-
ered to be cash invested. The Secretary is given authority to pre-
scribe regulations that include or exclude amounts in the aggregate
of cash invested and the adjusted basis of contributed property. In
addition, for registration to be required, a tax shelter must be (1)
required to register under a Federal or State law regulating the of-
fering or sale of securities, (2) offered for sale pursuant to an ex-
emption from registration requiring the filing of a notice with a
Federal or State agency regulating securities, or (3) a substantial
investment.

An investment is a substantial investment if the aggregate nomi-
nal amount that may be offered for sale to all investors exceeds
$250,000 and 5 or more investors are expected. The aggregate nomi-
nal amount offered for sale includes all cash, all contributions of
property, and all loans, whether recourse or nonrecourse. The ag-
gregate nominal amount offered for sale is not the same as the in-
vestment amount used to compute the tax shelter ratio.

For purposes of this definition, similar investments organized by
the same person are aggregated. For example, assume a sponsor of
tax shelters develops generally similar investment plans or ar-
rangements involving 8 different partnerships, each investing in a
different item (such as a separate master recording or film), each
with a different general partner, and each with 3 limited partners.
If each partner invests $1,000 cash and $10,000 in nonrecourse obli-
gations, there will be 32 investors (1 general partner plus 3 limited
partners times 8 partnerships) and an aggregate investment of



$352,000 (32 partners times $11,000). Thus, each partnership will
constitute part of a substantial investment. If, in this example, rep-
resentations are made that $1,000 in tax credits and $3,000 in de-
ductions are available to each limited partner in the first year, the
sponsor will be required to register all of the partnerships.

The Secretary is given authority to issue regulations to provide
exemptions from registration. The conferees intend that this au-
thority be exercised to exclude only transactions with respect to
which registration would not be useful to the Internal Revenue
Service. The Secretary is also given authority to provide necessary
and appropriate rules to carry out the purposes of this provision
with respect to foreign tax shelters.

The conferees emphasize that none of the terms used in this new
provision is intended necessarily to be limited to the meaning as-
cribed to it under Federal or State laws regulating securities. For
example, the term "offered" as used in this provision refers to any
representation, whether oral or written, relating to the tax shelter;
it includes any advertisement relating to the tax shelter. An act
may constitute an offer for sale under this provision which does
not constitute an offer under Federal or State securities laws. Simi-
larly, the term "filing of a notice" refers to any provision of a docu-
ment to any Federal or State agency regulating securities in con-
nection with offerings or sales of investments even if provision of
the document is not required by the agency.

The conferees anticipate that the Internal Revenue Service will
provide for registration using a form which will require that infor-
mation such as the following be provided: identifying information
relating to the tax shelter and the organizer, the type of business
organization of the shelter and its accounting method, information
concerning the business activities and principal asset of the shelter,
the form and source of financing, information regarding Federal or
State securities registration, the tax shelter ratio, the number and
cost of investment units available, the acquisition cost per unit,
and the date the first unit may be offered for sale. The conferees
anticipate that the Secretary will require this form to be filed in
machine-readable format under his present law authority to re-
quire that returns be filed on magnetic media or in another ma-
chine-readable format. The conferees believe that registration will
become a routine task during the organization of tax shelters.

The conference agreement also provides that the Secretary may
require that, when a promoter discloses to potential investors the
fact of registration with the Internal Revenue Service, the promot-
er and seller must also indicate that this registration does not
imply approval of the investment or of the claimed tax benefits by
the Internal Revenue Service.

Any person who claims any deduction, credit, or other tax bene-
fit by reason of a tax shelter that is required to register must in-
clude the tax shelter identification number on the return claiming
the benefit in the manner the Secretary requires. This could be
done, for example, by requiring that the number be included next
to the location on the return where the benefit was claimed, or by
requiring that it be included on a separate form to be attached to
the return. It can also be required to be attached to an application
for a tentative refund ("quickie refund").



The penalty for failure to register is the greater of $500 or 1
percent of the aggregate amount invested in the shelter, up to a
maximum of $10,000 with respect to any one shelter. The maximum
does not apply in cases of intentional disregard of the registration
requirement. No penalty is imposed if the failure to register is due to
reasonable cause. Reasonable cause for failure to register not later
than the day on which the first offering for sale of interests in the
shelter occurs would generally exist with respect to a person who
participates in the sale of an investment and who is required to
register the investment under new section 611 1(d)(1)(C) if this person
registered the shelter as soon as practicable after discovering that
the investment had not been registered under new section 6111(d)(1)
(A) or (B). Persons (such as promoters) required to furnish an
identification number and who fail to do so are subject to a penalty of
$100. The penalty for each failure by the investor to furnish the
number on its tax return is $50, unless the failure is due to
reasonable cause.

Registration is required for any tax shelter with respect to which
any interest is first sold to an investor on or after September 1,
1984. Only the aggregate of interests which may be offered for sale
on or after September 1, 1984, must be considered in determining
whether a substantial investment would be required to register.
This will occur when there are expected to be 5 or more investors
on or after September 1, 1984, and the aggregate amount which
may be offered for sale on or after September 1, 1984, exceeds
$250,000. If a shelter is required to be registered, the tax shelter
identification number must be furnished to all investors, regardless
of whether they invested before, on, or after September 1, 1984.
With respect to interests sold before September 1, 1984, however,
the number must be furnished by December 31, 1984. The Secre-
tary would not have authority to postpone the effective date.

b. Promoter lists

Present law
There is no specific requirement that promoters and sellers of

tax shelters maintain lists of investors that are available for in-
spection by the Internal Revenue Service. Thus, when the Internal
Revenue Service identifies an abusive tax shelter, it may be able to
identify taxpayers who invested in the shelter only through en-
forcement of summonses or not at all.

House bill
The House bill provides that anyone who organizes or sells an in-

terest in a tax shelter must keep a list, in the manner and to the
extent provided in regulations, of each person who was sold an in-
terest in the shelter. A tax shelter is defined as any plan or ar-
rangement that the Secretary determines (by regulations) has the
potential for tax avoidance or evasion. The organizer or seller of
the shelter is subject to a penalty of $50 for each failure to include
a person on a list, up to a maximum of $50,000 in any calendar
year. The provision is effective on the date of enactment.



Senate amendment

The Senate amendment provides that tax shelter promoters must
maintain lists of investors in each separate promotion. Exceptions
are provided from the listing requirement for promotions of part-
nerships or S corporations. Also, the Secretary is to provide regula-
tions to eliminate duplicative lists. A tax shelter is defined as any
plan or arrangement with respect to which representations of tax
benefits are made. The penalty provision is the same as that of the
House bill. The provision is effective with respect to sales and orga-
nizations occurring after December 31, 1984.

Conference agreement

The conference agreement contains a modified form of the House
bill and the Senate amendment. Thus, any person who organizes
any potentially abusive tax shelter or who sells any interest in
such a shelter must maintain lists of purchasers. The list will in-
clude the name, address, and taxpayer identification number of the
purchaser, as well as any other information that the Secretary
may, by regulations, require.

In particular, the conference agreement requires that any pro-
moter or seller of a tax shelter for which registration is required
must maintain lists of the persons purchasing an interest in the
tax shelter and must make these lists available to the Internal
Revenue Service when requested. The agreement also permits the
Secretary to require (by regulations) that organizers and sellers of
other tax shelter arrangements that have a tax avoidance potential
maintain customer lists, regardless of whether the Secretary also
extends the registration requirement. In designating these other
arrangements, the Secretary may, for example, specifically identify
types of investments, or he may provide that any investment fall-
ing within a modified form of the definition of tax shelter for regis-
tration purposes is subject to the listing requirement. The Secre-
tary may exercise this authority by requiring, for example, that
any plan or arrangement that would be subject to tax shelter regis-
tration if the tax shelter ratio were 1 to 1 rather than 2 to 1 must
maintain lists of investors.

If a potentially abusive tax shelter is sold in a series of transac-
tions, a list of customers must be maintained at each level in the
series. For example, if a tax shelter organizer develops several
types of tax shelters which he sells to several promoters, the orga-
nizer must maintain lists identifying the promoters. When the pro-
moters sell the tax shelters to investors, the promoters must simi-
larly maintain lists identifying the investors. If an investor sells
his interest to another investor, the selling investor must maintain
information identifying the purchasing investor. The Secretary
may provide that the selling investor may obtain less identifying
information than would otherwise be required on the buying inves-
tor or may maintain that information for a shorter period of time
than 7 years, so long as those rules also prevent abuse by taxpayers
attempting to avoid the purpose of this provision, which is to facili-
tate clear identification of all purchasers of potentially abusive tax
shelters.



The provision is effective with respect to any interest sold for the
first time to an investor on or after September 1, 1984. Thus, if an
investor sells an interest he bought before September 1, 1984, to
another investor on or after September 1, 1984, the seller is not re-
quired to maintain lists. If a promoter sells some interests to inves-
tors before September 1, 1984, and other interests on or after that
date, the promoter must maintain lists of all sales occurring on or
after September 1, 1984. The sale of an entity by an organizer to
another organizer or promoter is not considered to be a first sale.
Thus, if an organizer sells an entity before September 1, 1984, to
another organizer or promoter ("the buyer"), and the buyer sells
interests in the entity on or after September 1, 1984, the buyer
must maintain lists of customers.

No inference should be drawn from the conference action that
there is any restriction placed on the authority of the Secretary
under present law to require that books and records be kept, to
prescribe the form in which those books and records must be kept,
or to obtain customer lists through use of administrative summons-
es.

c. Increase in penalty for promoting abusive tax shelters

Present law

A promoter who, in connection with the organization or sale of a
tax shelter, makes false or fraudulent statements or gross valu-
ation overstatements is liable for a penalty of the greater of $1,000
or 10 percent of the income derived or to be derived from the orga-
nization or sale.

House bill

The House bill increases the penalty from 10 percent to 20 per-
cent of the income derived or to be derived from the organization
or sale. The increase is effective on the date of enactment.

Senate amendment
The Senate amendment increases the penalty to the greater of

$2,000 or 20 percent of the income derived or to be derived from
the activity. It also provides that making or furnishing a statement
or a gross valuation overstatement incidental to the activities or
operation of an abusive tax shelter is subject to this penalty. This
change will make these activities subject to injunction under sec-
tion 7408. These changes are effective for actions occurring after
the date of enactment.

Conference agreement
The conference agreement follows the House bill with respect to

the increase in the penalty from 10 to 20 percent. With respect to
statements incidental to the operation of an abusive tax shelter,
the conference agreement provides that activities subject to the
penalty for aiding the understatement of tax liability under section
6701 will be subject to injunction under section 7408. The conferees
believe that this more directly accomplishes the intention of the
Senate amendment without limiting injunctive relief solely to pro-
moter activities. Injunctive relief can be granted with respect to ac-



tivities subject to penalty under either section 6700 or section 6701,
or both, as appropriate. Both amendments take effect on the day
after the date of enactment.

No inference should be drawn that the general injunctive power
of the district courts under section 7402(a) is, in any way, limited
by the action to enjoin promoters of abusive tax shelters (sec. 7408)
or the action to enjoin income tax return preparers (sec. 7407). This
is in accordance with US. v. Landsberger, 692 F.2d 501 (8th Cir.,
1982).

d. Increased rate of interest for tax shelter cases

Present law

Interest must be paid by the taxpayer on underpayments of tax
and by the United States on overpayments of tax at the statutory
rate (generally, the prime rate, compounded daily). There is no dif-
ferent interest rate for tax shelter cases.

House bill

No provision.

Senate amendment

In the case of tax shelter items, the rate of interest paid to tax-
payers on refunds or due the IRS on underpayments is 150 percent
of the statutory rate (generally, the prime rate, compounded daily).
This rule applies to items arising from any plan or arrangement
the principal purpose of which is the avoidance or evasion of tax in
which more than 34 persons participate. The provision is effective
for interest accruing after December 31, 1984.

Conference agreement

The conference agreement contains a modified form of the
Senate amendment, which increases the interest rate on tax shel-
ter underpayments to 120 percent of the otherwise applicable rate
and modifies the definition of tax shelter in the Senate amend-
ment.

The increased interest rate applies to an underpayment of tax at-
tributable to one or more tax motivated transactions, if the amount
of the underpayment exceeds $1,000. A tax motivated transaction is
(1) any valuation overstatement of 150 percent or more, (2) any ac-
tivity with respect to which a loss or an investment tax credit is
disallowed by reason of the at-risk rules, (3) any tax straddle, or (4)
any use of any accounting method specified in regulations as poten-
tially resulting in a substantial distortion of income. The conferees
anticipate that the following deductions and other claimed tax ben-
efits might be considered by the Secretary to arise from accounting
methods that may result in a substantial distortion of income:

(1) Deductions disallowed under section 464, relating to farm-
ing syndicates;

(2) In the case of a cash method taxpayer, interest deductions
disallowed under section 461(g), relating to prepaid interest;

(3) Interest deductions disallowed because they exceed the ef-
fective rate of interest, such as under the rule of 78's;

(4) Improper deductions for syndication expenditures;



(5) Deductions disallowed under section 267(a)(2), relating to
transactions between related taxpayers with different account-
ing methods;

(6) Failure to take into account deferred rental payments in
accordance with the principles section 467, as added by this
Act; and

(7) Deductions disallowed under the principles of section
461(i), as added by this Act, relating to prepayments of ex-
penses by tax shelters.

In addition, the Secretary is given regulatory authority to specify
other types of transactions that will be treated as tax motivated.
He shall take into account the ratio of tax benefits to cash invest-
ed, the method of promoting this type of transaction, as well as
other factors he considers relevant.

The provision is effective with respect to interest accruing after
December 31, 1984, regardless of the date the return was filed.

The conferees note that a number of the provisions of recent leg-
islation have been designed, in whole or in part, to deal with the
Tax Court backlog. Examples of these provisions are the increased
damages assessable for instituting or maintaining Tax Court pro-
ceedings primarily for delay or that are frivolous or groundless
(sec. 6673), the adjustment of interest rates (sec. 6621), the valu-
ation overstatement and substantial understatement penalties
(secs. 6659 and 6661), and the tax straddle rules (secs. 1092 and
1256). Additionally, the conference agreement did not follow the
provision of the House bill permitting certified public accountants
and enrolled agents to represent a taxpayer in a small tax case be-
cause the Tax Court stated that permitting this would jeopardize
the integrity of the small tax case process, which is working well.

The conferees believe that, with this amendment, the Congress
has given the Tax Court sufficient tools to manage its docket, and
that the responsibility for effectively managing that docket and re-
ducing the backlog now lies with the Tax Court. The positive re-
sponse that the Court has made to several recent GAO recommen-
dations is encouraging and the conferees expect the Court to imple-
ment swiftly these and other appropriate management initiatives.
The conferees also note favorably the steps the Court has begun to
take in consolidating similar tax shelter cases and dispensing with
lengthy opinions in routine tax protester cases. The Court should
take further action in these two areas, as well as to assert, without
hesitancy in appropriate instances, the penalties that the Congress
has provided.

The Internal Revenue Service also has significant responsibilities
in reducing the Tax Court backlog. The Service's settlement policy
should be fair and flexible, and only appropriate cases should be
litigated. Although in the recent past the Service has offered to
settle many tax shelter cases by permitting taxpayers to deduct out
of pocket expenses, the Service no longer routinely offers this as a
settlement. This is a constructive change in policy, in that a tax-
payer should not expect to be able to deduct out of pocket expenses
regardless of the circumstances of his case. The Service should
assert, without hesitancy in appropriate circumstances, the penal-
ties that the Congress has provided. In particular, the negligence
and fraud penalties are not currently being applied in a large



number of cases where their application is fully justified. The con-
ferees note with approval the steps the Service has recently taken
to eliminate the backlog in the Appeals Division.

2. Information reporting provisions

a. Returns relating to mortgage interest received in a trade or
business

Present law

There is no requirement that recipients of mortgage interest
report interest received to the Internal Revenue Service.

House bill

A person who, in the course of his trade or business, or a govern-
mental agency that receives interest on obligations secured by real
property must report to the Internal Revenue Service payments
from a payor aggregating $600 or more and provide a copy of that
report to the payor. Present law penalties for other failures to file
information returns and furnish statements apply (generally, $50
per failure except in cases of intentional disregard). The provision
is effective with respect to amounts received after December 31,
1984, except that no penalty is imposed on persons reporting for
failure to furnish identification numbers with respect to an obliga-
tion in existence on December 31, 1984, for amounts received before
January 1, 1986.

Senate amendment

The Senate amendment generally is the same as the House bill,
except that the reporting threshold is $2,300 and the provision is
effective with respect to amounts received after December 31, 1984,
and except for technical differences.

Conference agreement
The conference agreement follows the House bill, with modifica-

tions. Thus, recipients of $600 or more of mortgage interest with
respect to any obligation secured by real property will be required
to report that interest to the Internal Revenue Service. The confer-
ees choose the lower reporting threshold of the House bill because
more complete reporting reduces the likelihood that the Internal
Revenue Service will have to contact a taxpayer concerning
claimed deductions.

At the same time, the agreement seeks to eliminate any unneces-
sary burden to interest recipients. The agreement provides that re-
porting is required only on payments received from an individual.
Under the agreement, the $600 aggregate annual reporting thresh-
old will apply on an obligation by obligation basis. Interest received
on two different obligations secured by the same real property does
not have to be aggregated into one report; thus, interest on each
obligation may be reported separately. The agreement also pro-
vides that the Secretary may provide exceptions from this report-
ing requirement where such exceptions are consistent with effec-
tive reporting of mortgage interest and the matching of these re-
ports with a specific line on the tax return. Therefore, the Secre-



tary may, if he considers it appropriate, provide for an exception
from reporting for interest paid on credit cards that are secured by
real property. This exception would be appropriate if the Secretary
determines that such interest is most likely to show on returns as
interest on credit cards rather than home mortgage interest. The
conferees do not intend that the Secretary except from reporting
interest that is reported on Schedule A as home mortgage interest.
The agreement also provides the Secretary with authority to issue
regulations to eliminate duplicative reports.

The conferees anticipate that recipients of mortgage interest will
require the payor to furnish his taxpayer identification number as
part of the mortgage loan approval or closing process for mortgage
loans entered into after December 31, 1984.

With respect to mortgage loans in existence on December 31,
1984, the conferees anticipate that the Secretary will require recipi-
ents of mortgage interest to request, at least once a year, from each
payor the payor's taxpayer identification number, unless the recipi-
ent already has the payor's number in its accounting system. The
conferees anticipate that the Secretary will permit these requests
for a payor's taxpayer identification number to be included in the
recipient's regular mailings of either payment coupon booklets or
annual statements to the payor. Recipients will not be required to
make separate mailings of these requests, unless the recipient does
not otherwise contact the payor at least once each calendar year.
The conferees anticipate that the first request will be made as soon
as practicable, but in no event later than with the first mailing by
the recipient to the payor in 1985. The conferees also anticipate
that recipients will notify payors that the Internal Revenue Service
requires the payor to furnish its taxpayer identification number in
order to verify the payor's deduction for mortgage interest and that
the payor is subject to a $50 penalty by the Internal Revenue Serv-
ice if the payor fails to furnish its taxpayer identification number.
If the interest recipient makes the annual requests described
above, and properly and promptly processes the responses, it will
not be subject to any penalty for failure to include a TIN on its
information return to the Internal Revenue Service because the
payor's failure to supply the requested number will constitute rea-
sonable cause for failure to supply the number to the Internal Rev-
enue Service.

The conferees intend that the Secretary coordinate the require-
ment that a statement be furnished to the payor under this provi-
sion with other requirements, such as those of Federal mortgage
programs, that similar statements be furnished, so that duplicative
reporting is minimized.

b. Returns relating to cash received in a trade or business

Present law

Under the Bank Secrecy Act, certain banks and other financial
institutions are required to report cash transactions of more than
$10,000.

House bill

No provision.



Senate amendment

A person engaged in a trade or business who receives, in the
course of the trade or business, $10,000 or more in cash or foreign
currency in one or more related transactions must report it to the
Internal Revenue Service and provide a statement to the payor.
Amounts required to be reported under the Bank Secrecy Act are
excepted from this reporting requirement. Present law penalties
for other failures to file information returns and statements apply
(generally, $50 per failure except in cases of intentional disregard).
The provision is effective for amounts received after December 31,
1984.

Conference agreement

The conference agreement generally follows the Senate amend-
ment. Thus, reporting is required only for payments of more than
$10,000 that are received by a person in the course of his trade or
business. Reporting is not required on payments (a) that are re-
ceived in a transaction reported under the Bank Secrecy Act if the
Secretary determines that the report under this provision would
duplicate the report under Bank Secrecy, or (b) that are received
by certain specified financial institutions within the meaning of
the Bank Secrecy Act.

With respect to these specified financial institutions, the confer-
ees do not intend to affect the detailed reporting rules and excep-
tions which Treasury has developed. The other categories of finan-
cial institutions that are not specified as exempt from reporting
under this provision have generally been exempted by Treasury
from Bank Secrecy reporting. Examples of these other entities are
certain dealers in precious metals, stones, or jewels, pawnbrokers,
loan or finance companies, insurance companies, and travel agen-
cies. These entities are required to report under this new provision.
To the extent that Treasury also requires that they report transac-
tions under Bank Secrecy, the Secretary can provide that duplica-
tive reports that would be made on those transactions pursuant to
this provision need not be made.

The conferees understand that the Treasury is considering ex-
tending certain Bank Secrecy Act reporting to casinos and other es-
tablishments. To avoid duplicative reporting requirements, the Sec-
retary has discretion under the conference agreement and the
Bank Secrecy Act to review the obligations imposed under the
Bank Secrecy Act and to eliminate any reporting required under
the conference agreement if the Bank Secrecy reporting, in sub-
stance, provides for the reporting of transactions required to be re-
ported under the conference agreement with respect to the infor-
mation that must be provided to the Treasury.

Under this provision, any taxpayer required to report under this
provision who is in a trade or business and who, in the course of
the trade or business, receives more than $10,000 in cash in one or
more related transactions must report those transactions. For ex-
ample, assume that an individual purchases a $8,000 item and a
$1,500 item at an auction. The auction house adds a 10% buyer's
premium and the local sales tax, at a 5% rate. The taxpayer pays
his $10,972.50 bill in cash. The auction house must report on that



transaction. The auction house could not avoid the reporting re-
quirement by presenting two separate bills of $9,240 and $1,732.50.

c. Provisions relating to individual retirement accounts

Present law
The trustee of an IRA is required to report to the IRS and to the

owner of the IRA on contributions or withdrawals made. Each fail-
ure to provide a report on a contribution or withdrawal is subject
to a $10 penalty. Contributions must be made by the due date (in-
cluding extensions) of the return for the year to which the contri-
butions relate.

House bill

The report must identify the years to which IRA contributions
relate, effective for contributions made after April 15, 1984, relat-
ing to years beginning after December 31, 1983. The penalty is in-
creased to $50 for each failure to provide a report on contributions
or withdrawals, effective on the date of enactment.

Senate amendment
The report must identify the years to which IRA contributions

relate effective for contributions made after 30 days after enact-
ment for taxable years beginning after December 31, 1983. The
penalty is increased to $50 for each failure to provide a report on
contributions or withdrawals, effective on the date of enactment.
Contributions must be made by the due date of the return (without
extensions), effective for contributions made more than 30 days
after the date of enactment, for taxable years beginning after De-
cember 31, 1983.

Conference agreement
The conference agreement follows the Senate amendment, except

that the provision is effective for contributions made after Decem-
ber 31, 1984. The conferees wish to clarify that the trustee may re-
quire that the owner of the IRA certify as to which year a contri-
bution relates and that, except in unusual circumstances, the trust-
ee may rely on that certification.

The date by which this report must be provided to the Internal
Revenue Service and the periods to which the report relates are to
be specified by the Secretary in regulations. The conferees intend
that generally trustees will be required to report only once a year
on the cumulative total of contributions relating to a particular
taxable year. The Secretary may, however, provide for more fre-
quent reporting if he determines that it is appropriate to do so. As
to the date by which the report must be provided to the Internal
Revenue Service, the Secretary could, for example, require report-
ing by the end of May on all IRA contributions relating to the tax-
able year with respect to which the individual's tax return was due
on the preceding April 15.



d. Returns relating to foreclosures and abandonments of security

Present law

There is no specific requirement of reporting on foreclosures and
abandonments of security.

House bill

Under the House bill, any person who, in connection with a
trade or business, or any government agency that acquires in full
or partial satisfaction of indebtedness any interest in property that
is security for the indebtedness or has reason to know that the
property that is security for the indebtedness is abandoned, must
report the foreclosure or abandonment to the IRS and the payor.
No reporting is required if the indebtedness is less than $15,000 or
arises from consumer loans for personal property. Present law pen-
alties for other failures to file information returns and statements
apply (generally, $50 per failure except in cases of intentional dis-
regard). The provision is effective for foreclosures and abandon-
ments after December 31, 1984.

Senate amendment

The Senate amendment is generally the same as the House bill,
except that there are no exceptions for consumer loans or loans of
less than $15,000. Additionally, the Senate amendment requires
that a taxpayer allowed a bad debt deduction or an addition to a
reserve for bad debt must report the deduction or addition to the
Internal Revenue Service and to the payor.

Conference agreement
The conference agreement follows the House bill, except that the

exception from reporting for indebtedness of less than $15,000 is re-
moved. The exception for consumer loans is retained.

e. Returns relating to exchanges of partnership interests

Present law

A sale or exchange of a partnership interest generally is treated
as a sale or exchange of a capital asset. However, sales or ex-
changes of partnership interests involving unrealized receivables or
appreciated inventory will result in ordinary income (to the extent
of the receivables and inventory) to the transferor. There is no re-
porting required on exchanges of partnership interests.

House bill

The transferor partner must notify the partnership of the sale or
exchange of a partnership interest involving unrealized receivables
or appreciated inventory. Once the partnership has been so noti-
fied, it must report to the IRS, the transferor, and the transferee
on the sale or exchange. Present law penalties for other failures to
file information returns with the IRS and to furnish statements to
taxpayers apply to failures by the transferor partner to report to
the partnership and to failures by the partnership to report to the
IRS, the transferor, and transferee. The provision is effective for
exchanges after December 31, 1984.



Senate amendment
No provision.

Conference agreement
The conference agreement follows the House bill.

f. Statements required in the case of certain substitute payments

Present law
There is no reporting required on substitute payments if a broker

lends securities of a customer held in street name in connection
with a short sale. If in a short sale there is a payment of interest
or dividends on the borrowed obligation, the borrower generally is
required to make a payment to the lender of the obligation in lieu
of the interest or dividends (a "substitute payment"). Absent re-
porting, the dividends received deduction or an interest exclusion
may be claimed twice, even though only the purchaser in the short
sale is entitled to the deduction or exclusion.

House bill
A broker is required to furnish a statement to the taxpayer if the

broker lends securities for use in a short sale and the broker re-
ceives a dividend payment relating to the securities on behalf of
the customer. The provision is effective for payments made after
December 31, 1984.

Senate amendment
A broker is required to furnish a statement to the taxpayer if the

broker lends securities for use in a short sale or similar transaction
and the broker receives a dividend payment, tax-exempt interest,
or other items that the Secretary prescribes by regulations, relat-
ing to the securities on behalf of the customer. The Secretary is
given regulatory authority to require that a copy of the statement
be furnished to the Secretary. The conferees expect the Secretary
to exercise this authority for all types of payments with respect to
which such a copy could be useful to the Secretary. The Secretary
should also provide that no return regarding payments of dividends
(sec. 6042(b)(1)(B)) need be made if it unnecessarily duplicates any
return required to be made under this provision. This provision is
effective for payments after December 31, 1984.

Conference agreement
The conference agreement follows the Senate amendment.

g. Reporting of State and local tax refunds

Present law
State and local governments must report to the IRS all tax re-

funds greater than $10. In addition, they must furnish a statement
reporting the amount of the refund to the taxpayer in January of
the year following the year of the refund.



House bill

The House bill codifies existing regulations by providing that no
reporting to the Internal Revenue Service or the taxpayer is re-
quired if the taxpayer did not itemize deductions. Reports relating
to itemizers must be furnished in January of the year following the
year of the refund. The provision is effective for payments of re-
funds made after December 31, 1982.

Senate amendment

The Senate amendment provides that statements to taxpayers
can be provided with the payment of the refund rather than in
January of the year following the year of the refund and maintains
the present law requirement of reporting to the Internal Revenue
Service and the taxpayer of all tax refunds. It also provides penal-
ties parallel to present law penalties for failures to furnish other
statements to taxpayers (generally, $50 per failure except in cases
of intentional disregard). The provision is effective for payments of
refunds made after the date of enactment.

Conference agreement

The conference agreement follows the House bill, with a techni-
cal modification providing that no statement is required to be fur-
nished to the taxpayer if the taxpayer did not itemize deductions.
All refunds, whether made to itemizers or non-itemizers, however,
still must be reported to the Internal Revenue Service. The confer-
ees anticipate that reporting to the Internal Revenue Service will
not be burdensome on the States since most States have entered
into exchange of information agreements that already provide that
this information is to be furnished to the Internal Revenue Service.
The conferees emphasize their belief that reporting by the State
and local governments to the taxpayer in January is a significant
compliance tool. The conferees anticipate that the Secretary would
seriously consider terminating any exchange of returns or return
information under section 6103 with a State that does not report
refunds to the taxpayer.

The provision is effective with respect to payments of refunds,
and credits and offsets made, after December 31, 1982. However,
the conferees expect that no punative action will be taken against
any State or local government or any officer or employee of a State
or local government who failed to provide, before January 1, 1985,
to taxpayers a statement required to be made under this provision.

h. Furnishing of TIN under backup withholding

Present law

Under the Interest and Dividend Tax Compliance Act of 1983,
backup withholding applies unless a taxpayer's identification
number is supplied "in the manner required."

House bill

No provision.



Senate amendment
The Senate amendment codifies existing regulations by providing

that the Secretary's authority to require that a TIN be furnished
under penalties of perjury is restricted to interest, dividends, pa-
tronage dividends, and amounts subject to broker reporting. The
provision is effective on the date of enactment.

Conference agreement
The conference agreement follows the Senate amendment.

3. Other compliance provisions

a. Modifications to charitable contribution rules and incorrect
valuation penalties

Present law

Substantiation requirements
Present law provides expressly that a charitable contribution is

deductible only if verified in the manner required by Treasury reg-
ulations (sec. 170(a)(1)). There are no specific statutory require-
ments that donors must obtain appraisals to verify the fair market
value of donations of property, or that donees which resell donated
property must furnish information reports to the IRS and the
donor.

Overvaluation penalties
Present law imposes a graduated penalty for valuation overstate-

ments on income tax returns (sec. 6659), including overvaluations
of charitable donations, as follows-

(1) for claimed valuations of 150 percent or more, but not
more than 200 percent, of the correct value, 10 percent of the
tax liability understatement;

(2) for claimed valuations of 200 percent or more, but not
more than 250 percent, of the correct value, 20 percent of the
tax liability understatement; and

(3) for claimed valuations exceeding 250 percent of the cor-
rect value, 30 percent of the tax liability understatement.

The penalty does not apply if the tax liability underpayment is
less than $1,000, or if the overvalued property had been held by the
taxpayer for more than five years. (The penalty does apply in in-
stances where a value is claimed for a charitable donation of prop-
erty but in fact no property was actually contributed.) The IRS
may waive the penalty for good faith valuations having a reasona-
ble basis. The penalty does not apply to undervaluations for estate
and gift tax purposes.

House bill
No provision.



Senate amendment

Substantiation requirements

Section 170 is amended to provide that individual (and certain
corporate) donors must obtain an independent appraisal, and
attach a summary of the appraisal to the return, where the
claimed value of donated property exceeds $2,000 ($5,000 under an
aggregation rule). The appraisal requirement does not apply for do-
nations of securities for which market quotations are readily avail-
able on an established securities market.

For failure to comply with the appraisal requirements, the tax-
payer's deduction is reduced under the Senate amendment by the
greater of (i) the amount of appreciation or (ii) 10 percent of the
deduction otherwise allowable. However, the IRS, in its discretion,
could waive this disallowance if the taxpayer establishes that there
was reasonable cause for failure to comply.

If the donee charity sells property for which an appraisal is re-
quired within two years after receipt, the donee must file an infor-
mation report on such sale with the IRS and provide a copy to the
donor.

These provisions are effective for contributions made after 1984.

Modifications to incorrect valuation penalty

The section 6659 penalty is modified by deleting the exception for
property held for more than five years, and by extending the penal-
ty to incorrect valuations for estate and gift tax purposes, effective
for returns filed after 1984.

The penalty is extended to undervaluations for estate and gift
tax purposes by providing that if the claimed value of any property
is 66% or less of the correct value, a graduated penalty applies as
follows-

(1) For claimed valuations of 662/3 or less, but not less than
50 percent, of the correct value, 10 percent of the tax liability
understatement;

(2) For claimed valuations of less than 50 percent but not
less than 40 percent of the correct value, 20 percent of the tax
liability understatement;

(3) For claimed valuation of less than 40 percent of the cor-
rect value, 30 percent of the tax liability understatement. The
penalty does not apply if the tax liability underpayment is less
than $1,000. The IRS may waive the penalty for good faith
valuations having a reasonable basis.

Disallowance rule for charitable deduction overvaluations

Under the Senate amendment, a sliding-scale charitable deduc-
tion disallowance rule applies (in addition to the overvaluation pen-
alty) if the claimed value of donated property that is subject to the
appraisal requirement exceeds the correct value by at least 50 per-
cent, as follows-

(1) for claimed overvaluations of 150-175 percent of the cor-
rect value, one-half of the appreciation is disallowed;

(2) for claimed overvaluations of 175-200 percent of the cor-
rect value, all the appreciation is disallowed; and



(3) for claimed overvaluations exceeding 200 percent of the
correct value, no deduction is allowed.

This provision applies to returns filed after 1984.

Conference agreement

Substantiation requirements

The conference agreement follows the Senate amendment, with
the following modifications:

(1) In lieu of amending section 170 to set forth therein the sub-
stantiation requirements and to provide a special sanction for fail-
ure to comply, the conference agreement requires (by statutory pro-
vision outside the Code) that the Treasury Department must issue
temporary or final regulations under section 170 before January 1,
1985 incorporating the substantiation requirements as set forth in
this section of the conference agreement. Accordingly, pursuant to
present law (sec. 170(a)(1)), which expressly allows a charitable de-
duction only if the contribution is verified in the manner specified
by Treasury regulations, no deduction is allowed for a contribution
of property for which an appraisal is required under the conference
agreement unless the appraisal requirements are satisfied.

(2) The conference agreement increases the dollar threshold for
the appraisal requirements from $2,000 to $5,000 for a single item
of property ($10,000 in the case of stock), and deletes the aggrega-
tion rule in determining dollar thresholds except for similar items
of property donated to one or more charities.

(3) The conference agreement limits applicability of the donee re-
porting requirement to dispositions of donated property where the
claimed value of such property (or of all similar items of donated
property) exceeds $5,000, whether donated to one or more charities.

Under the conference agreement, the substantiation require-
ments which must be set forth in Treasury regulations are as fol-
lows. These requirements apply to charitable contributions made
after December 31, 1984.

General rule
The statute imposes appraisal and information reporting require-

ments where the amount claimed as a charitable deduction exceeds
certain dollar amounts for a charitable contribution of property,
other than contributions of securities for which (as of the date of
the contribution) market quotations are readily available on an es-
tablished securities market (referred to as "publicly traded securi-
ties"). These requirements apply to charitable deductions claimed
under section 170 by an individual, a closely held corporation, or a
personal service corporation. In the case of partnerships or S corpo-
rations, the requirements apply where a partner or S corporation
shareholder includes a deduction on his or her return on account of
a charitable contribution of such property by the partnership or S
corporation.

The donor appraisal requirements apply if the amount claimed
as a charitable deduction by the taxpayer on his or her return for a
year exceeds $5,000 for any single item of such property ($10,000 in
the case of a donation of stock other than publicly traded securi-
ties), or in the aggregate for similar items of property (such as a



group or number of stamps or coins, lithographs, or books), wheth-
er donated to one or more donees. For example, the substantiation
requirements apply if the taxpayer claims on his or her return for
the year a deduction of $2,000 for rare books given to College A,
$2,500 for rare books given to College B, and $900 for rare books
given to College C. The donee information reporting requirements
apply if the amount claimed as a charitable deduction by the tax-
payer on his or her return for a year exceeds $5,000 for any single
item of such property (with no higher amount in the case of dona-
tions of stock) or in the aggregate for similar items of property do-
nated to one or more donees.

Deductions for cash donations or for donations of property not
subject to the substantiation rules of the bill remain subject to any
substantiation requirements prescribed pursuant to regulations
under section 170.

Appraisal

For donations of property as to which the donor appraisal re-
quirements apply, the donor must obtain and retain a qualified
written appraisal by a qualified appraiser for the property contrib-
uted and must attach a signed appraisal summary to the return on
which the deduction is first claimed (with such other information
as prescribed by regulations).

The appraisal must be made by a person who is qualified to
make appraisals of the type of property donated. (The conferees
expect that in developing the substantiation regulations, the Treas-
ury will consult, to the extent practicable, with charitable organi-
zations, appraisers and appraisal associations, and others.) The ap-
praisal cannot be made by the taxpayer, a party to the transaction
in which the taxpayer acquired the property, the donee, or any
person related to or regularly employed by any of the foregoing.
Thus, for example, a taxpayer who acquired a painting from an art
dealer could not use an appraisal from that dealer, persons regular-
ly employed by the dealer, or related persons (within the meaning
of sec. 267(b)). In appropriate circumstances, an appraiser who is
regularly retained by a party could be considered, pursuant to
Treasury regulations, as an employee of that party for purposes of
this appraisal requirement where a longstanding relationship with
the appraiser would cause a reasonable person to question the inde-
pendence of the appraiser.

Appraisals for which the fee is based on a percentage of the ap-
praised value cannot qualify. However, appraisals are not disquali-
fied where all or a portion of the fee is based on a sliding scale if
the portion of the fee based on a sliding scale is paid to a generally
recognized association which regulates appraisers. This exception
applies only if no persons have a beneficial interest in the associa-
tion.

The appraisal must include a description of the donated proper-
ty, the fair market value of the property on the date of contribu-
tion, the specific basis for the valuation (e.g., comparable sales),
and the qualifications of the appraiser. Also, the appraisal must
state that it is being prepared for tax purposes, and must be signed
by the appraiser, whose tax identification number must be listed.
Accordingly, the appraiser is a person to whom the civil tax penal-



ty for aiding and abetting an understatement of tax liability (sec.
6701) could apply.

The appraisal must be received by the donor before the due date
(including extensions) of the return on which the deduction is
claimed. The donor must attach to the return on which the deduc-
tion is claimed a summary of the written appraisal, with such in-
formation and in a form prescribed by the Treasury Department.
The appraisal summary must be signed by the appraiser and list
the appraiser's tax identification number, and must be acknowl-
edged by the donee (see discussion below under "Information report
by donee on disposition"). The donor must retain the appraisal
itself.

In addition, the, donor must include in the return statements of
the cost basis and the acquisition date of the donated property, and
any other information to the extent required by Treasury regula-
tions. If there is reasonable cause why the donor does not have in-
formation on the cost basis or acquisition date, the donor may sub-
stitute an explanatory statement, pursuant to Treasury regula-
tions, with the return.

Under the conference agreement, the IRS is authorized and di-
rected by the Congress to revise the individual income tax return
for 1985 to add a separate line for claiming deductions for dona-
tions of property as to which a qualified appraisal is required. The
instructions for the return are to include instructions as to the ap-
praisal requirement. If the IRS, in processing returns as filed, finds
that the taxpayer claimed deductions on the separate line relating
to donations of property for which a qualified appraisal is required
but failed to attach the summary appraisal, then the IRS (to the
extent administratively practicable) is to so notify the taxpayer and
request the filing of the summary. The deduction is not disallowed
for a good faith failure to comply with the substantiation require-
ments if the taxpayer in fact had timely obtained a qualified ap-
praisal and furnishes the IRS with an appraisal summary.

Information report by donee on disposition
If the donee charity sells, exchanges, or otherwise transfers

within two years of the date of receipt certain donated property,
the donee must furnish an information report to the IRS (with a
copy to the donor) setting forth the donor's name, address, and tax
identification number, a description of the property, the date of
contribution, the amount received on the disposition, and the date
of disposition.

The donee information reporting requirements apply if the
amount for which a deduction was claimed under section 170 by
the taxpayer on his or her return for a contribution of property
(other than publicly traded securities) exceeds $5,000 for any single
-item of such property or in--the aggregate for similar items of such
property donated to one or more donees. (There is no higher
threshold with respect to stock donations.) Penalties under section
6678 apply for failure to comply with the information reporting re-
quirements.

To facilitate the donee's carrying out of the information report-
ing requirement, which is based on the amount claimed by the
donor on his or her return for donations of property, the regula-



tions are to provide that the donor (as part of the donor appraisal
requirements) must (1) submit the appraisal summary to the donee
for the donee's acknowledgment signature and (2) inform the donee
of any donations of similar items made during the same year. The
donee's acknowledgment signature on the summary appraisal
solely represents acknowledgment of receipt of the items described
in the summary appraisal, and in no way is to be construed as indi-
cating the donee's agreement with or acceptance of the amount
claimed for the donated property on the appraisal summary. The
regulations are to provide appropriate rules for situations where
the donor is unable to obtain acknowledgment by the donee.

Modifications to incorrect valuation penalty

The conference agreement follows the House bill, with two fur-
ther modifications (in addition to deletion of the five-year excep-
tion, and extension of the penalty to incorrect valuations for estate
and gift tax purposes). The additional modifications (unlike the
general modifications adopted by the conference agreement) apply
only in the case of an underpayment attributable to overvaluing
any property for which a deduction is claimed under section 170
other than securities for which (as of the date of the contribution)
market quotations are readily available on an established securi-
ties market.

Under the first additional modification, the section 6659 penalty
is increased to a flat 30 percent of the tax liability understatement
where the claimed valuation is 150 percent or more of the correct
value.

Under the second additional modification, the IRS may not waive
any portion of the penalty unless (1) the taxpayer shows (as re-
quired under the present-law waiver provision) that there was a
reasonable basis for the claimed valuation and that the claim was
made in good faith, and (2) the IRS determines both that the
claimed value of the property was based on a qualified appraisal
made by a qualified appraiser and that, in addition to obtaining
such appraisal, the taxpayer made a good faith investigation of the
value of the contributed property.

Disallowance rule for charitable deduction overvaluations

The conference agreement does not include the special disallow-
ance rule in section 154(b) of the Senate amendment.

The conferees understand that the Treasury Department re-
mains concerned whether the substantiation and penalty provi-
sions of the bill will prove sufficient to preclude taxpayers from
overvaluing charitable donations of property. This concern relates
both to tax shelter promotions which exploit the deductibility of
appreciation in capital-gain assets, and to other situations where
individuals buy items on their own initiative specifically for contri-
bution after expiration of the capital gains holding period, or over-
value items which they have held for long periods before donating
them to a charity.

The conferees expect the Treasury and IRS to monitor the effec-
tiveness of the new provisions and to notify the tax-writing com-
mittees if there are any continuing valuation problems which
should be addressed by legislation. In this connection, the conferees



note that the Treasury has authority under section 170(a)(1) to
specify by regulations the manner in which charitable contribu-
tions must be substantiated in order to be deductible. The conferees
encourage the Treasury and IRS to utilize fully the compliance
tools available under present law with respect to improper or over-
valued claims of charitable deductions, such as negligence and
fraud penalties, and other administrative procedures such as the
findings of the Art Advisory Panel. Also, the conferees expect the
Treasury and IRS to call the attention of the tax-writing commit-
tees to any other compliance problems relating to charitable deduc-
tions-for example, where the taxpayer or return preparers may
claim a deduction based on records of checks drawn in the name of
a charity, but where in fact the checks represented payments for
goods (purchased directly from the charitable organization or at a
fund-raising auction or bazaar) rather than charitable contribu-
tions-and to recommend any appropriate legislative solutions.

b. Authorization to disregard appraisals of persons penalized for
aiding in understatements of tax liability

Present law

The Secretary of the Treasury may prescribe rules governing the
admission of lawyers and accountants to practice before the Inter-
nal Revenue Service and may bar individuals from practice if he
finds them to be incompetent, disreputable, or grossly negligent.
Present law does not provide any comparable authority with re-
spect to the appearance of professional appraisers in proceedings
before the Internal Revenue Service.

House bill
The Secretary of the Treasury is authorized to bar from appear-

ing before the Internal Revenue Service or the Treasury Depart-
ment, for the purpose of offering opinion evidence on the value of
property or other assets, any individual against whom a civil penal-
ty for aiding and abetting the understatement of tax (sec. 6701) has
been assessed. Thus, an appraiser who aids or assists in the prepa-
ration or presentation of an appraisal in connection with the tax
laws will be subject to disciplinary action if the appraiser knows
that the appraisal will be used in connection with the tax laws and
will result in an understatement of the tax liability of another
person. The Secretary is also given authority to provide that the
appraisals of an appraiser who has been disciplined have no proba-
tive effect in any administrative proceeding before the Department
of the Treasury or the Internal Revenue Service. The provision ap-
plies to appraisers with respect to whom penalties are assessed
under section 6701 after the date of enactment.

Senate amendment

The Senate amendment is the same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Senate
amendment.
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c. Mailing of deposits of taxes

Present law

Employers are required to deposit taxes in any designated finan-
cial institution. They may treat a deposit as timely made if it is
mailed as required 2 days prior to the due date. The mailing of de-
posits to remote depositories by certified or registered mail can
result in delays in depositing of up to 2 weeks.

House bill

No provision.

Senate amendment

Deposits in excess of $20,000 by large employers must be made
by the due date, regardless of the method of delivery. A large em-
ployer is any employer required to deposit tax more than once a
month. The Senate amendment is effective for deposits required to
be made after June 30, 1984.

Conference agreement

The conference agreement follows the Senate amendment, effec-
tive for deposits required to be made after July 31, 1984.

d. Interest on certain additions to tax

Present law

Interest on penalties and additions to tax is generally imposed
only for the period from the date of notice and demand to the date
of payment. An interest-like element is added to the negligence
and fraud penalties for the period from the last day prescribed for
payment of the tax to the date of assessment (or payment, if earli-
er). No comparable element is added to the failure to file, gross
valuation overstatement, and substantial understatement penalties.

House bill

No provision.

Senate amendment

Interest is imposed on the amount of the following penalties as of
the due date of the return:

(1) failure to file (sec. 6651(a)(1));
(2) gross valuation overstatement (sec. 6659);
(3) valuation understatement for purposes of the estate or

gift taxes (sec. 6660); and
(4) substantial understatement (sec. 6661).

The Senate amendment is effective for interest accrued after the
date of enactment with respect to penalties assessed after the date
of enactment.

Conference agreement

The conference agreement follows the Senate amendment.
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e. Penalty for fraudulent withholding exemption certificate or
failure to supply information

Present law

An individual who supplies false or fraudulent withholding infor-
mation or willfully fails to supply information is subject to a crimi-
nal penalty, which is in lieu of any other penalty (except a civil
fine).

House bill

No provision.

Senate amendment

The Senate amendment provides that the criminal penalty for
supplying false or fraudulent withholding information or willfully
failing to supply information is in addition to any other penalty.
Thus, for example, prosecution for willful evasion (sec. 7201) is not
barred where prosecution for a false certificate (sec. 7205) is also
possible. The Senate amendment is effective for acts and failures to
act occurring after the date of enactment.

Conference agreement

The conference agreement follows the Senate amendment. No in-
ference should be drawn with respect to the correct interpretation
of prior law on this issue; however, to the extent that United States
v. Williams, 644 F. 2d 696 (8th Cir., 1981)) might be considered au-
thority to the contrary, the rationale of that decision no longer ap-
plies.

f. Penalty for frivolous proceedings before the Tax Court

Present law

Prior to the enactment of TEFRA, the Tax Court had discretion-
ary authority to award damages of up to $500 for proceedings insti-
tutedmerely for delay. TEFRA raised the maximum to $5,000 and
expanded the basis of the-award to include proceedings maintained
for delay. These changes were not effective for cases pending in the
Tax Court at the time of TEFRA's enactment.

House bill

No provision.

Senate amendment

The Senate amendment provides that expanded damages can
also be awarded against taxpayers with proceedings pending before
the Tax Court as of 120 -days after the date of enactment, regard-
less of when instituted.

Conference agreement

The conference agreement follows the Senate amendment.
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g. Failure to request change of method of accounting

Present law

A taxpayer is not permitted to change its accounting method
without the consent of the Secretary. Some taxpayers using an im-
proper method argue there is no requirement to request permission
to change from an improper to a proper method. They assert the
failure of the Secretary to consent to a change in method as a de-
fense to any penalty arising from use of the improper method.

House bill

No provision.

Senate amendment

The Senate amendment provides that if the taxpayer does not re-
quest a change in accounting method, the absence of the Secre-
tary's consent cannot be asserted as a defense to any penalty or ad-
dition to tax. The provision is effective for taxable years beginning
after the date of enactment.

Conference agreement

The conference agreement follows the Senate amendment. No in-
ference should be drawn with respect to the validity of the defense
asserted by some taxpayers under present law.

The conferees understand that the Internal Revenue Service's
general practice is to permit a taxpayer who has not been notified
that its return is going to be examined and who wishes to change
from an improper method of accounting to a proper method for its
taxable year that includes the date of enactment, but is precluded
from doing so because the deadline for requesting a change in ac-
counting method for its current taxable year has passed, is general-
ly not subject to a penalty arising from use of the improper method
in the current taxable year, provided that the taxpayer files a re-
quest for permission to change methods as soon as practicable, but
in no event later than the due date (with extensions) of the taxpay-
er's return for its current taxable year.

h. Clarification of change of venue for certain tax offenses

Present law

There is a conflict among the United States courts of appeal re-
garding the availability of transfer of venue when the mails are
used as part of the offense being prosecuted. Some hold that trans-
fer is required only when the sole basis for venue in a particular
district is receipt by the Internal Revenue Service of mailed mate-
rials. Others hold that transfer is permitted when the mails are
used as part of the offense, even though venue is not based on the
mailing.

House bill

No provision.
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Senate amendment
The Senate amendment provides that transfer of venue is re-

quired only when the sole basis for venue in a particular district is
receipt by the Internal Revenue Service of mailed materials. The
provision is effective on the date of enactment.

Conference agreement
The conference agreement follows the Senate amendment. Thus,

defendants will not be able to force transfer of venue to an incon-
venient forum solely because the mails were used as part of the al-
leged offense. The conferees note that the Internal Revenue Service
and the Department of Justice generally attempt to establish
venue for a criminal tax prosecution in the judicial district of the
taxpayer's residence or principal place of business, because pros-
ecution in that judicial district usually has the most significant de-
terrent effect. The conferees do not intend a change in that general
policy. The conferees also note, however, that the Service and the
Department may have valid reasons for bringing a prosecution in
another district. Examples of this are multiple defendant cases or
cases where venue for non-tax charges is established in a district
other than the place of residence or business. The conferees do not
intend to restrict the Service and the Department in instances such
as these.

i. Statute of limitations relating to contributions to the capital of
a corporation

Present law
A contribution in aid of construction to a regulated public utility

that is not included in the utility's rate base, and that is expended
before the end of the second taxable year following the year of re-
ceipt, is not included in the utility's gross income. If it is not ex-
pended by the end of the second year, it is includible in the utility's
income in the year of receipt. The statute of limitations is 3 years
(absent fraud) from the filing of the return.

House bill
No provision.

Senate amendment
The Senate amendment extends the statute of limitations for the

year of receipt with respect to the issue of the inclusion of the con-
tribution in income and related adjustments to 3 years from the
end of the second year following the year of receipt. The provision
is effective for failures to meet the expenditure rule occurring after
December 31, 1984.

Conference agreement
The conference agreement follows the Senate amendment with

modifications. It provides that the statute of limitations for the as-
sessment of any deficiency (and any ancillary adjustments) attrib-
utable to any contribution to the capital of a corporation does not
expire before the expiration of 3 years from the date the Secretary
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is notified by the taxpayer that the contribution has been expended
in the required manner, that the taxpayer intends not to make the
required expenditure, or that the taxpayer has failed to make the
required expenditure. This provision is similar to the rule that ap-
plies in the case of rollovers of gain on the sale of a principal resi-
dence (sec. 1034(j)).

j. Disclosure of returns and return information to certain cities

Present law

Disclosure of returns and return information can be made to
States for tax administration purposes provided that appropriate
safeguards against disclosure are provided. Disclosures to cities are
not permitted.

House bill

No provision.

Senate amendment

The Senate amendment provides that any city with a population
in excess of 2,000,000 that imposes a wage or income tax may, if
the Secretary in his sole discretion so provides, receive returns and
return information for the same purposes for which States may
obtain information under present law, subject to the same safe-
guards as apply to States under present law. Cities that receive in-
formation must reimburse the Internal Revenue Service for its
costs in the same manner as a State must under present law. Popu-
lation is determined on the basis of the most recent decennial
United States census data available. The Senate amendment is ef-
fective on the date of enactment.

Conference agreement

The conference agreement does not include the Senate amend-
ment.

k. Tax shelter study

Present law

There is no specific provision in present law requiring the Secre-
tary to study various aspects of tax shelters.

House bill

No provision.

Senate amendment

The Senate amendment requires the Secretary to submit a report
to Congress by December 1, 1984, on various aspects of tax shelters,
including a minimum tax imposed on investments, at-risk and re-
capture rules, basis adjustment for tax credits, and deductibility of
artificial accounting losses.

Conference agreement

The conference agreement does not include the Senate amend-
ment. The conference agreement provides that the Secretary will
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include the substance of the Senate amendment's report in the
Treasury study of alternative tax systems. (See also item XI.1.
"Study of alternate tax systems.")

K. Depreciation and Related Provisions

1. Depreciation of real property

Present law
With certain exceptions, most real property placed in service by

the taxpayer after 1980, can be depreciated under ACRS over as
short as 15 years. In general, components of a building qualifying
as recovery property must be depreciated in the same manner as
the building itself. However, under section 168(e)(4), certain build-
ings placed in service by taxpayers after 1980, do not qualify as re-
covery property.

House bill

No provision.

Senate amendment
The minimum recovery period for real property (other than low-

income housing) eligible for a 15-year recovery period under
present law is increased. For recovery property placed in service by
the taxpayer after March 15, 1984, and before January 1, 1985, the
minimum recovery period is 20 years. For recovery property placed
in service by the taxpayer after December 31, 1984, and before Jan-
uary 1, 1986, the minimum recovery period is 19 years. For recov-
ery property placed in service by the taxpayer after December 31,
1985, the minimum recovery period is 18 years. Recovery allow-
ances are to be determined in accordance with tables to be pre-
scribed by the Treasury. Any property covered by the provision can
also be recovered on the straight-line method over the minimum
recovery period.

Numerous conforming changes are made. In addition, rules are
provided relating to the depreciation of components added to build-
ings previously placed in service.

The provision is effective for property placed in service by the
taxpayer after March 15, 1984. However, the provision does not
apply to property the construction of which was commenced by the
taxpayer on or before March 15, 1984. Nor does the provision apply
to property that the taxpayer was under a binding contract, en-
tered into before March 16, 1984, to construct or acquire. Further-
more, if the taxpayer transfers his rights in any such property
under construction or such contract to construct or acquire proper-
ty to another taxpayer, the provision does not apply to the proper-
ty in the hands of the transferee-taxpayer so long as the property
was not placed in service before the transfer by the transferor-tax-
payer. None of the transitional rules applies unless the property is
placed in service before January 1, 1987.

Conference agreement
The conference agreement generally follows the Senate amend-

ment except that for all real property subject to the conference
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agreement, the minimum recovery period is 18 years. In addition,
technical amendments are made in the rules regarding new compo-
nents added to buildings previously placed in service.

Under the conference agreement, the recovery allowance tables
to be prescribed by the Treasury under the provision are to adopt a
mid-month convention. That is, real property placed in service by
the taxpayer during a month is to be treated as placed in service in
the middle of such month. A similar convention is to be applied for
the month of disposition.

The conferees wish to clarify certain transitional rules of the
Senate amendment. Assume, for example, that taxpayer A signed a
binding contract on March 10, 1984 to have a building constructed.
On December 1, 1984, A assigns the contract to B. On March 15,
1985, B assigns the contract to C. The building is originally placed
in service by C, on November 1, 1985. It is the conferees' intent
that, since neither A nor B placed the property in service, the pro-
vision not apply to the building in C's hands. Furthermore, the con-
ferees intend that demolition is to be treated as commencement of
construction if both the demolition and the formally approved plan
of construction are consistent with the recommendations of a feasi-
bility study evidenced by internal documents of the taxpayer in ex-
istence when demolition commenced.

A partnership may have commenced construction of, or signed a
binding contract to acquire or construct, real property on or before
March 15, 1984. Subsequently, but prior to the time the property is
placed in service, interests in the partnership may be sold or ex-
changed. If, by reason of such sales or exchanges, there is a termi-
nation of the partnership and the creation of a new partnership
under section 708(b)(1)(B) (relating to sales or exchanges of 50 per-
cent or more of the total interests in a partnership's capital and
profits), the partnership is to be treated as having transferred its
rights in its contract or the property to the new partnership
(through its partners) for purposes of the transitional rule.

In addition, the conferees anticipate that the Treasury will pro-
mulgate regulations applying the provision in the case of transfers
of partnership interests after a partnership has placed property in
service. It is contemplated that, in the case of a termination of the
partnership under section 708(1)(B), the regulations will provide
that the new 18-year recovery period applies to the property in the
hands of the new partnership. If there is no such termination but
the partnership has a section 754 election (relating to optional
basis adjustments) in effect, it is contemplated that the regulations
will provide that any increase in the basis of the partnership's real
property will be subject to the new 18-year recovery period (other
than in cases where the anti-churning rules of section 168(e)(4)
apply).

Under the conference agreement, for purposes of the transitional
rules, property will not be treated as placed in by a taxpayer hold-
ing such real property as section 1221(1) property (relating to in-
ventory and similar property) merely because the property is held
for rental or rented for a short period prior to the time it is sold.
However, that rule will cease applying under the provision to any
such property of the taxpayer held by it on January 1, 1985. No
such taxpayer is entitled to take depreciation deductions with re-
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spect to such property. No inference is intended as to whether
property held by a taxpayer as section 1221(1) property depreciated
by the taxpayer.

The conferees also intend that, for purposes of the transitional
rules, a contract with respect to the property is to be treated as
binding only if it is enforceable under State law and does not limit
damages to a specified amount that is relatively minor. A contract
that limits damages to an amount equal to at least 5.0 percent of
the total contract price will not be treated as limiting damages in
an amount that is relatively small. A contract is binding even if
subject to a condition, so long as the condition is not within the
control of either party. For purposes of the transitional rule, a con-
tract will not be treated as ceasing to be binding merely because
any term is to be determined by a standard beyond the control of
either party or there is a bilateral agreement to reduce the pur-
chase price of the property by no more than 20 percent or change
the financing terms.

Under the conference agreement, property contracted for by the
taxpayer before May 1, 1984, will not be subject to the provision if
bonds to finance the property were issued before 1984, and an ar-
chitectural contract with respect to such property was executed
before March 15, 1984.

2. Rehabilitation tax credits

Present law

Tax credits are allowed with respect to qualified rehabilitation
expenditures incurred in the substantial rehabilitation of certain
buildings. In the case of a building which is at least 30 years old,
but not 40 years old (and not a certified historic structure), a 15-
percent credit is allowed, and depreciable basis is reduced by the
full amount of the credit. In the case of a building which is at least
40 years old (and not a certified historic structure), a 20-percent
credit is allowed, and depreciable basis is reduced by the full
amount of the credit. In the case of a certified historic structure, a
25-percent credit is allowed, and depreciable basis is reduced by
only one-half of the credit.

House bill

No provision.

Senate amendment

In the case of a building which is at least 30 years old but not 40
years old (and not a certified historic structure), the credit is re-
duced to 10 percent (and a full basis adjustment continues to be re-
quired). In the case of a building which is at least 40 years old (and
not a certified historic structure), the credit is reduced to 15 per-
cent (and a full basis adjustment continues to be required). No
change is made in the amount of the credit with respect to a certi-
fied historic building, but a full basis adjustment is required for de-
preciation purposes. It is clarified that the credit applies only in
the case of expenditures for real property (or additions or improve-
ments to real property).
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The provision has the same effective date as the Senate amend-
ment regarding depreciation of real property.

Conference agreement

The conference agreement does not include the provision in the
Senate amendment.

3. Depreciation recapture and installment sales

Present law

In a disposition of depreciable real or personal property, some or
all of the gain may be taxed at the time of the disposition as ordi-
nary income under the depreciation recapture rules of sections
1245 and 1250. The ordinary income will equal all or a part of prior
depreciation deductions taken with respect to the property in-
volved. For example, in the case of a sale of personal property, all
recognized gain generally is taxed as ordinary income under the
depreciation recapture rules of section 1245 to the extent of all
prior depreciation deductions with respect to the property.

If the disposition is an installment sale, generally no gain or de-
preciation recapture income is taxed currently if no principal pay-
ments are made or deemed made on the installment obligation cur-
rently. Depreciation recapture income is taxed only as principal
payments are made on the installment obligation. Typically, a por-
tion of each principal payment will be treated as a recovery of
basis and not taxed. Generally, the portion of each principal pay-
ment not so taxed equals the amount of the payment times a frac-
tion the numerator of which is the taxpayer's adjusted basis in the
property sold and the denominator of which is the total purchase
price.

Under section 453(i), relating to certain depreciable property
with respect to which the taxpayer elected first year expensing, de-
preciation recapture income is recognized in the year of an install-
ment sale.

House bill

No provision.

Senate amendment
In any disposition of depreciable real or personal property, all de-

preciation recapture income under sections 1245 and 1250 general-
ly is recognized currently, even if the transaction is an installment
sale. In determining how much of any principal payment consti-
tutes a recovery of basis gain, the taxpayer's adjusted basis in the
property disposed of is treated as including the amount of the de-
preciation recapture income.

The provision is effective with respect to dispositions made after
March 15, 1984 (April 13, 1984, in the case of a disposition of per-
sonal property). However, the provision does not apply to disposi-
tions pursuant to contracts which were binding on March 22, 1984
(April 12, 1984, in the case of personal property). Nor does the pro-
vision apply to dispositions pursuant to an agreement in principal
before March 23, 1984.
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Conference agreement

The conference agreement generally follows the Senate amend-
ment. In addition, section 453(i) is repealed, since, with the new
provision, it is no longer needed. Finally, under the conference
agreement, the provision is effective with respect to dispositions
after June 6, 1984.

4. Movies

Present law

Present law contemplates that qualified movies (i.e., motion pic-
ture films and video tapes created primarily for use as public en-
tertainment or for educational purposes) are generally (1) to be de-
preciated under the income forecast method or a similar method,
and (2) entitled, with respect to certain costs, to a 62/3 percent in-
vestment credit under section 48(k). Present law also contemplates
that other movies are generally (1) to be depreciated under the
income forecast method or a similar method, and (2) entitled to no
investment credit.

Existing Code language may be inconsistent with the foregoing.
Some taxpayers are depreciating movies under ACRS, and some,
including some who are depreciating them under an income fore-
cast method or a similar method, are claiming regular investment
credits.

House bill

No provision.

Senate amendment
Movies are not recovery property and so do not qualify for either

ACRS depreciation or, except as is provided in section 48(k), the
regular investment credit. These rules are effective as of the effec-
tive date of section 168. However, these rules do not apply to quali-
fied movies placed in service before December 31, 1984, for which
at least 20 percent of the costs of production were incurred prior to
March 16, 1984, and for which ACRS was claimed.

The Senate amendment also provides that the general basis ad-
justment rules of section 48(q) apply to qualified movies but that
the general at-risk rules of sections 46(c)(8) and (9) do not. These
rules have the same effective dates as section 48(q) and sections
46(c)(8) and (9), respectively.

Conference agreement

The conference agreement generally follows the Senate amend-
ment. However, the rule to the effect that movies are not recovery
property does not apply to any qualified movie placed in service
before March 15, 1984, if ACRS was claimed with respect to such
movie on a return filed before March 16, 1984. Therefore, the provi-
sion does not itself operate to disallow investment credits with re-
spect to any such movie. Furthermore, the rule to the effect that
movies are not recovery property does not apply to any qualified
movies placed in service before 1985, so long as (1) ACRS is claimed
with respect to such movie, and (2) 20 percent of the production
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costs for such movie were incurred prior to March 16, 1984. Howev-
er, investment credit with respect to any such movie is to be deter-
mined solely under the rules of section 48(k).

No inference is intended as to the proper treatment of movies
under present law.

5. Sound recordings

Present law

It is unclear whether sound recordings and similar property are
eligible for depreciation under the accelerated cost recovery system
or for the investment tax credit. It is also unclear whether the dis-
tribution of sound recordings and similar property outside the
United States causes the property to be treated as used predomi-
nantly outside the United States for depreciation or investment
credit purposes.

House bill

No provision.

Senate amendment

Taxpayers are provided with two options with respect to each
sound recording, generally as defined in section 280(c)(2). First, tax-
payers can elect to depreciate a sound recording under the 3-year
property ACRS rules and take a 6-percent investment credit (if the
property is otherwise eligible for the credit), or second, they can de-
preciate it under the income forecast method or a similar method
and take no investment credit. Unless all taxpayers with an owner-
ship interest in the sound recording elect the first option, the
second option will apply.

If the first option is elected, all capital costs, including all non-
U.S. production costs, and all contingent amounts (e.g., royalties to
songwriters) incurred in the year the property is placed in service
or the year thereafter, are to be recovered under the rules applica-
ble to 3-year recovery property (except that contingent amounts in-
curred in the second year are to be recovered over 3 years begin-
ning with that year). Contingent amounts incurred in other years
are not to be treated as 3-year property for depreciation purposes.
For purposes of determining any investment credit, basis or cost in-
cludes only production costs (including contingent amounts) alloca-
ble to the United States (including possessions of the United
States). However, basis or cost does not include any contingent
amounts which are not eligible for treatment as 3-year property for
depreciation purposes.

The rules of section 48(q) (relating to adjustments in the depre-
ciable basis of property on account of the investment credit) apply
to sound recordings, but not the general investment credit at-risk
rules.

The distribution of a sound recording outside the U.S. is not to be
treated as a use of the property outside the U.S.

The provision applies to sound recordings placed in service after
March 15, 1984.
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Conference agreement

The conference agreement follows the Senate amendment.
No inference is intended as to the proper treatment of sound re-

cordings under present law.

L. Miscellaneous Reform Provisions

1. Tax benefit rule

Present law

Present law excludes from income amounts recovered which pre-
viously were deducted but did not produce a tax benefit. The exclu-
sion fails to properly reflect economic reality in certain cases.

House bill
The House bill clarifies the application of the tax benefit rule

with respect to the recovery of amounts previously deducted. The
bill also provides for an increase in tax when amounts relating to
credits are recovered. This rule does not apply to the investment
tax credit or the foreign tax credit since specific rules are applica-
ble to those credits.

The provision applies to amounts recovered after December 31,
1983.

Senate amendment

The Senate amendment is the same as the House bill, except
that it does not contain the provision relating to credits.

Conference agreement

The provision generally follows the House bill. An increase in
tax with respect to credits will arise only where an amount was
paid or incurred, and there is a subsequent price adjustment, or
similar adjustment, with respect to that amount.

No change is made to the present law rules relating to what con-
stitutes the recovery of an item previously deducted and no infer-
ence is intended as to the scope of those rules under present law.

2. Interest-free and below-market interest rate loans

Present law
Under present law, an interest-free or below-market interest rate

loan without consideration, such as a loan to a family member, re-
sults in a gift from the lender to the borrower for Federal gift tax
purposes. Dickman v. Commissioner, 465 U.S. , 52 U.S.L.W. 4222
(Feb. 22, 1984). There are no cases that have directly held that such
a loan also has any income tax consequences. To date, the courts
have only addressed the gift tax consequences.

The Internal Revenue Service has taken the position that, in the
case of an interest-free or below-market interest rate loan to an
employee or shareholder (other than a loan to which section 482
applies), the borrower derives an economic benefit that should be
included in income for Federal income tax purposes. Notwithstand-
ing the Internal Revenue Service's position, the Tax Court has con-
sistently held that these non-family interest-free or below-market
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interest rate loans do not result in taxable income. J. Simpson
Dean v. Commissioner, 35 T.C. 1083 (1961); Greenspun v. Commis-
sioner, 72 T.C. 931, aff'd, 670 F. 2d 123 (9th Cir. 1982).

House bill

Overview

Under the House bill, an interest-free or below-market interest
rate loan (referred to herein as a "below-market loan") is recharac-
terized as an arms-length transaction in which the lender (1) made
a loan to the borrower in exchange for a note requiring the pay-
ment of interest at a statutory rate, and (2) made a payment to the
borrower. The payment by the lender to the borrower is treated as
a gift, dividend, contribution to capital, payment of compensation
or other payment depending on the substance of the transaction.
The bill is generally applicable to any below-market loan unless,
under regulations, it is established to the satisfaction of the Secre-
tary that the loan does not have as one of its principal purposes
the avoidance of Federal taxes. Under the bill, a demand loan is
treated as a below-market loan if no interest is payable on the
loan, or interest is payable at a rate less than the applicable Feder-
al rate. A term loan is treated as a below-market loan if the
amount of the loan exceeds the present value of all payments due
under the loan. A demand loan is any loan which is payable in full
at any time upon the demand of the lender. A term loan is any
loan that is not a demand loan.

The provision applies to family loans and other below-market
loans. A family loan is any below-market loan with respect to
which the deemed payment by the lender to the borrower is in the
nature of a gift.

Timing and amount of transfers

Loans other than family loans and demand loans

Under the House bill, in the case of any below-market loan other
than a family loan or a demand loan, the lender is treated as trans-
ferring to the borrower and the borrower is treated as receiving
from the lender an amount equal to the excess of the amount of
the loan over the present value of all principal and interest pay-
ments due under the loan. This transfer is treated as occurring on
the date the loan is made. In addition, the excess of the amount of
the loan over the present value of the payments due is treated as
original issue discount. As a result, the lender is treated as receiv-
ing interest income at a constant interest rate over the life of the
loan. Similarly, the borrower is treated as paying the same amount
of interest. The interest which the borrower is treated as paying
would be deductible to the same extent as interest actually due on
the loan from the borrower. Thus, no deduction would be allowed
for interest if the borrower does not itemize his or her deductions
for the relevant year or his or her deductions would be disallowed
under other provisions of the code (e.g., sections 163(d) or 265).
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Family loans and non-family demand loans
In the case of a below-market family loan or a below-market

demand loan that is not a family loan, the borrower is treated as
transferring to the lender and the lender is treated as receiving
from the borrower an amount equal to the foregone interest on an
annual basis. This foregone interest is included in income by the
lender and deductible by the borrower to the same extent as inter-
est actually due on the loan from the borrower.

In addition, in the case of a demand loan, the lender is generally
treated as transferring to the borrower, and the borrower is treated
as receiving from the lender, an amount equal to the foregone in-
terest on an annual basis. In the case of a family term loan, the
lender is treated as transferring to the borrower on the date the
loan is made the excess of the issue price of the loan over the
present value of all principal and interest payments due under the
loan. The deemed transfer by the lender to the borrower is treated
as a gift, a payment of compensation, a dividend, contribution to
capital, or some other payment depending on the substance of the
transaction. Thus, in the case of a below-market loan from one
family member to another in a transaction in which the lender
does not receive any other consideration for the use of its money,
the transfer from the lender to the borrower would be a taxable
gift. In the case of a demand loan from a closely held corporation
to a controlling shareholder, the transfer would be treated as a dis-
tribution with respect to the stock of the distributing corporation
and be taxed to the shareholder as a dividend to the extent of the
distributing corporation's earnings and profits under section 301.

Under the House bill, the term foregone interest means, with re-
spect to any period during which a loan is outstanding, the excess
of (1) the amount of interest which would have accrued on the loan
during the period if interest accrued on the loan at the applicable
Federal rate, over (2) any interest actually due on the loan proper-
ly allocable to such period.

Applicable Federal rate

Under the House bill, the applicable Federal rate is a rate deter-
mined by reference to the term of the loan, as set forth below.

Term Applicable Federal Rate

Leas than 3 years ....................................................... The Federal short-term rate.
Over 3 years but not over 9 years .......................... The Federal mid-term rate.
Over 9 years ................................................................ The Federal long-term rate.

The Federal rates are determined by the Secretary within 15
days after the close of 6-month periods ending on September 30 and
March 31, respectively, and reflect the average market yield during
such 6-month periods on outstanding marketable obligations of the
United States with comparable maturities. The applicable Federal
rate is compounded semiannually.

The determination reflecting the average yield for a 6-month
period ending on September 30 is applicable during the 6-month
period beginning on January 1 of the succeeding calendar year.
The determination reflecting the average yield for the period
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ending on March 31 is applicable during the 6-month period begin-
ning on the following July 1.

Under the House bill, the applicable Federal rate that is used to
compute amounts of foregone interest is the rate for the day on
which the loan is made. For purposes of computing amounts of
foregone interest, a demand loan is treated as a series of one-day
term loans. Thus, in the case of a demand loan, foregone interest
must be computed on a daily basis. Further, in the case of a
demand loan, the applicable Federal rate is always the Federal
short-term rate.

Exceptions and limitations

Exceptions for non-tax motivated transactions

The House bill provides that, under regulations to be prescribed
by the Treasury, the provision does not apply to a loan if it is es-
tablished to the satisfaction of the Secretary that the loan does not
have as one of its principal purposes the avoidance of any Federal
taxes.

Special limitations for family loans

Under the House bill, in the case of a family loan, the amount
treated as transferred by the borrower to the lender is limited to
the amount of income, if any, realized by the borrower which is at-
tributable to the loan.

Other exceptions

The bill provides that the provision does not apply to any loan to
which sections 483 or 1274 apply. 7

Regulations

Under the House bill, the Treasury is directed to prescribe such
regulations as may be necessary or appropriate to carry out the
purposes of this section, including (but not limited to) regulations
providing for adjustments to the provisions for cases in which, by
reason of varying rates of interest, conditional interest payments,
waivers of interest, or other circumstances, the provisions of this
section do not carry out its purposes.

Effective dates

In general, the provisions of this section apply to term loans
made after March 1, 1984, and to amounts outstanding on demand
loans after such date. However, a demand loan outstanding prior to
March 1, 1984, will not be subject to the provision if it is repaid
prior to the 60th day after the date of enactment. Any renegoti-
ation, extension, revision or modification of any of the terms of a
loan after March 1, 1984, is treated under the bill as the issuance
of a new loan.

7 Below-market lcans that are made in connection with transactions to which sections 483 or
1274 apply are to be governed by those sections.
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Senate amendment

Overview
Generally, the Senate amendment follows the approach of the

House bill in that under the Senate amendment a below-market
loan is recharacterized as an arms-length transaction in which the
lender (1) made a loan to the borrower in exchange for a note re-
quiring the payment of interest at a statutory rate, and (2) made a
gift, distributed a dividend, made a contribution to capital, paid
compensation, or made another payment to the borrower which, in
turn, is used by the borrower to pay the interest. The Senate
amendment, however, applies to gratuitous transactions (referred
to as "gift loans"), certain specifically enumerated categories of
non-gratuitous transactions," and other transactions only under
regulations. Further, the Senate amendment provides specific ex-
ceptions for certain loans. Under the Senate amendment any loan
described in one of the enumerated categories or in regulations is
subject to the provision unless one of the specific exceptions is ap-
plicable.

Timing and amount of transfers

Gift loans
With respect to gift loans, the Senate amendment generally

adopts the approach of the House bill to family loans and demand
loans.

Non-gift loans
For non-gift loans that are term loans, the Senate amendment

generally adopts the approach of the House bill for loans other
than family loans and demand loans. For non-gift loans that are
demand loans, the Senate amendment generally adopts the House
bill approach to family loans and demand loans.

Designated market interest rate
The designated market interest rate under the Senate amend-

ment is the same as the applicable Federal rate under the House
bill.

Exceptions and limitations

Special exceptions and limitations for gift loans
Under the Senate amendment, a number of limitations and ex-

ceptions are provided for certain gift loans made directly between
natural persons. For purposes of these exceptions and limitations, a
husband and a wife are treated as one person.

Minimum outstanding balance.-As a general rule, under the
Senate amendment, no amount is treated as transferred from the
lender to the borrower, or retransferred from the borrower to the
lender, for any day during which the aggregate amount owed by

8The enumerated non-gratuitous transactions are (1) loans by corporations to shareholders of
such corporations, and loans by shareholders to their corporations, (2) loans by employers to em-
ployees, and (3) loans made to independent contractors by persons for whom such contractors
perform services.
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the borrower to the lender does not exceed $10,000 (taking into ac-
count all loans by the lender to the borrower regardless of the rate
of interest).

Net investment income limitations.-As a general rule, under the
Senate amendment, no amount is treated as retransferred from the
borrower to the lender for any day if (1) the borrower's net invest-
ment income for the year in which the day falls does not exceed
$1,000, and (2) the aggregate outstanding balance on all loans from
the lender to the borrower on such day does not exceed $100,000
(taking into account all loans by the lender to the borrower regard-
less of the rate of interest).

In addition, if the borrower has net investment income for the
year in excess of $1,000, the maximum amount that can be treated
as retransferred from the borrower to the lender for any day
during a year in which the aggregate of all amounts owed by the

-borrower to the lender does-not exceed $100,000, is limited to the
borrower's net investment income for the year. Except as otherwise
provided in regulations, determinations made under these provi-
sions are to be made on the basis of the borrower's taxable year.

Under the Senate amendment, net investment income is the
excess of investment income over investment expenses. The term
investment income is defined, in general, by reference to section
163(d). Thus, investment income is the sum of: (1) gross income
from interest, dividends, rents and royalties; (2) net short-term cap-
ital gain attributable to the disposition of property held for invest-
ment; and (3) amounts treated under section 1245 (relating to dispo-
sitions of certain depreciable property), 1250 (relating to disposi-
tions of certain depreciable realty) and 1254 (relating to disposi-
tions of interests in oil, gas and geothermal property) as ordinary
income. In addition, net investment income includes any amount
included in income under the original issue discount provisions of
the Code, and any amount that would be included if such provi-
sions were applicable to all "deferred payment obligations.' The
term "deferred payment obligations" is defined to include bonds
with market discount, short-term government obligations, annu-
ities and any similar obligations producing a determinable invest-
ment return which economically accrues currently but is not recog-
nized until a subsequent year. Any income, gain or other amount
derived from the active conduct of a trade or business, however, is
not treated as investment income. Generally, investment expenses
include amounts allowable as deductions under sections 162 (relat-
ing to trade or business expenses), 164(a) (1) or (2) (relating to bad
debts), 167 (relating to depreciation), 171 (relating to amortizable
bond premium), 212 (relating to expenses incurred in connection
with the production of income), and 611 (relating to cost depletion).

Except as otherwise provided in regulations, determinations
made under these provisions are to be made on the basis of the bor-
rower's taxable year.

Tax avoidance transactions.-The minimum balance exception
and the net investment income limitations do not apply if a princi-
pal purpose of a loan is the avoidance of Federal taxes. Second, the
exception and limitations do not apply to the extent that the pro-
ceeds of a loan are used to purchase or carry marketable securities
other than bonds or other evidences of indebtedness. Third, the
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minimum balance exception and the rule that provides that no
amount is treated as retransferred from the borrower to the lender
in cases in which the borrower has less than $1,000 of investment
income do not apply to the extent that the proceeds of a loan are
used to purchase or carry passive income-producing assets, unless
the Secretary determines that there is no tax avoidance purpose.

Also, the Senate amendment provides that the Secretary will
prescribe regulations to prevent abuse of the net investment
income limitation through the deferral or other distortion of a bor-
rower's net investment income.

Special exception for employment-related loans

Generally, under the Senate amendment, no amounts are treated
as transferred by the lender to the borrower, or retransferred by
the borrower to the lender, with respect to any term loan to a
person providing services (including independent contractors) if the
aggregate amount of loans outstanding between the borrower and
the lender on the date on which the loan is made is $10,000 or less.
Further, in general, no amount is treated as transferred by the
lender to the borrower, or as retransferred by the borrower to the
lender, with respect to a demand loan for any day on which the
aggregate amount of loans outstanding between the borrower and
the lender is $10,000 or less. For this purpose, the aggregate
amount of loans outstanding includes all loans by the borrower to
the lender regardless of the rate of interest.

Other exceptions
The Senate amendment is the same as the House bill.

Regulations

The Senate amendment follows the House bill. The Senate
amendment, however, provides authority to issue certain regula-
tions under the Federal estate tax.

Effective date

In general, the provisions of the Senate amendment apply to
term loans made after February 1, 1984, and to amounts outstand-
ing on demand loans after the date of enactment.

Conference agreement

Overview

The conference agreement generally follows the approach of the
Senate amendment. Thus, the conference agreement applies to cer-
tain enumerated categories of transactions and others under regu-
lations. Further, specific exceptions and limitations are provided.
The distinction between term loans and demand loans contained in
the House bill and the Senate amendment is retained, as is the
rule treating term gift loans as demand loans for income tax pur-
poses. Payments deemed made under this provision are treated as
if actually made for all purposes of the Code.

The conference agreement contains a number of technical modifi-
cations to the Senate amendment.
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Loans subject to the provisions

The conference agreement generally applies to term or demand
below-market loans that are gift loans, compensation-related loans,
corporation-shareholder loans, and tax-avoidance loans. In addition,
under regulations, the conference agreement applies to other trans-
actions that are, in substance, below-market loans if the interest
arrangements have a significant effect on the tax liability of either
the borrower or the lender. It is intended that the term "loan" be
interpreted broadly in light of the purposes of the provision. Thus,
any transfer of money that provides the transferor with a right to
repayment may be a loan. For example, advances or deposits of all
kinds may be treated as loans.

Gift loans.-A gift loan is any below-market loan where the fore-
gone interest is in the nature of a gift. In general, there is a gift if
property (including foregone interest) is transferred for less than
full and adequate consideration under circumstances where the
transfer is a gift for gift tax purposes. A sale, exchange, or other
transfer made in the ordinary course of business (i.e., a transaction
which is bona fide, at arms length and free from any donative
intent) generally is considered as made for and full and adequate
consideration. A loan between unrelated persons can qualify as a
gift loan.

The conferees wish to clarify that if a taxpayer makes a below-
market demand loan to a trust and the loan is treated as a revoca-
ble transfer of property for purposes of subpart E, the provisions of
subpart E govern.9 The conferees anticipate that regulations may
be issued describing the circumstances under which a loan to a
trust will be treated as a revocable transfer.

Compensation-related loans.-A compensation-related loan is any
below-market loan made in connection with the performance of
services directly or indirectly between (1) an employer and an em-
ployee, or (2) an independent contractor and a person for whom
such independent contractor provides services.

For purposes of determining the timing and amount of the trans-
fers deemed made under the provision, a compensation-related
term loan is treated as a demand loan if the benefit derived by the
employee from the interest arrangement is (1) non-transferable and
(2) conditioned on the future performance of substantial services by
the employee. A benefit is treated as non-transferable and condi-
tioned on future performance under this provision if it would be
treated as non-transferable and conditioned on future performance
under section 83, if that section were applicable. For example, a
benefit is conditioned on the future performance of substantial
services if, on the termination, for any reason, of the employee's
employment, the interest rate is increased so that the rate for the
remaining term of the loan equals or exceeds the applicable Feder-
al rate.

The conferees wish to clarify that an arrangement will be treat-
ed as a compensation-related loan only if, in substance, there is a
debtor-creditor relationship between the employee and the employ-

9 This result is required because it would be anomalous to give effect for tax purposes to a
loan made by a taxpayer to himself or herself.
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er at the time the loan is made. For example, if an employer makes
a payment to an unrelated third-party lender to buy-down a mort-
gage loan for an employee, and taking into account all the facts
and circumstances, the transaction is, in substance, a loan by a
third-party lender to the employee, and a payment by the employer
to secure a valuable benefit for the employee, the payment by the
employer to the lender is to be treated as compensation under gen-
erally applicable principles of tax law. To that extent, the below-
market loan rules do not apply. However, if the transaction is, in
substance, a loan by the employer made with the aid of services
provided by the third-party lender acting as an agent of the em-
ployer, there is a compensation-related loan subject to this provi-
sion.

Also, under the conference agreement, if an employee receives
payment from a customer for services rendered on behalf of an em-
ployer, and is permitted to retain the money for a period without
paying interest at a rate equal to or greater than the applicable
Federal rate, there is generally a compensation-related loan. For
example, if an investment banker is permitted by an issuer to
retain the proceeds from a public offering of stock or debt for a
period without paying interest, there is a below-market loan from
the issuer to the banker. To the extent the benefit is in lieu of a fee
for services, the loan is a compensation-related loan. 10

The conferees also wish to clarify that, in the case of a compensa-
tion-related loan, the deemed payment by the lender to the borrow-
er is treated as wages for purposes of chapter 21, chapter 22 and
chapter 23. Further, unless otherwise provided in regulations, a
payment must be included in gross income by the borrower, even if
the borrower is likely to be entitled to an offsetting deduction. Fi-
nally, even though there is no requirement that there be wage
withholding for purposes of chapter 24, a payment must be report-
ed under the appropriate information reporting provision.

Corporation-shareholder loans.-A corporation-shareholder loan
is any below-market loan made directly or indirectly between a cor-
poration and any shareholder of such corporation.

Tax avoidance loans.-A below-market loan is a tax-avoidance
loan if one of the principal purposes of the interest arrangement is
the avoidance of any Federal tax by either the borrower or the
lender. Tax-avoidance is a principal purpose of the interest ar-
rangement if it is a principal factor in the decision to structure the
transaction as a below-market loan, rather than a loan requiring
the payment of interest at a rate that equals or exceeds the appli-
cable Federal rate and a payment by the lender to the borrower.

Other below-market loans.-A loan that is not a gift loan, com-
pensation-related loan, corporation-shareholder loan or tax avoid-
ance loan may be subject to these provisions under regulations if
the interest arrangement has a significant effect on the tax liabil-
ity of the borrower or the lender.

The interest arrangement of a below-market loan has an effect
on the tax liability of the borrower or the lender if, among other

10 To the extent the benefit is not in lieu of a fee for services, such an arrangement neverthe-
less may have a significant effect on the tax liability of the lender or the borrower. If so, the
loan may be treated under regulations as a loan subject to the provision.



1020

things, it results in the conversion of a non-deductible expense into
the equivalent of a deductible expense. For example, if a member
of a club makes a non-interest bearing refundable deposit to the
club in lieu of part or all of his or her membership fee, the member
is paying the fee with money that has not been included in his
income (i.e., the investment income from the proceeds of the depos-
it), and has, in effect, converted the fee into the equivalent of a de-
ductible expense.

The conferees anticipate that in determining whether an effect is
significant, the Treasury will consider all the facts and circum-
stances including (1) whether items of income and deduction gener-
ated by the loan offset each other, (2) the amount of such items, (3)
the cost to the taxpayer of complying with the provision and (4)
any non-tax reasons for deciding to structure the transaction as a
below-market loan rather than a loan with interest at a rate equal
to or greater than the applicable Federal rate and a payment by
the lender to the borrower.

Timing and amount of transfers

Loans other than gift loans and demand loans

The conference agreement generally adopts the approach of the
House bill to loans other than family loans and demand loans.

Gift loans and non-gift demand loans

The conference agreement generally adopts the approach of the
House bill to family loans and non-family demand loans.

For purposes of determining the timing and amount of the
deemed transfers by the borrower to the lender, term gift loans are
treated as demand loans. " Thus, the borrower is treated as trans-
ferring to the lender, and the lender is treated as receiving from
the borrower, an amount equal to the foregone interest on an
annual basis. For example, assume that on January 1, P, a calen-
dar year taxpayer, makes a $200,000 loan to S, a calendar year tax-
payer, for two years at 5 percent simple interest payable annually.
If the applicable Federal rate is 12 percent compounded semiannu-
ally, the amount treated as transferred by the lender to the bor-
rower for gift tax purposes would be $24,760 (i.e., the excess of
$200,000 over the present value of all payments due under the loan
discounted at the applicable Federal rate). The amount treated as
retransferred by the borrower to the lender on the last day of each
of the two calendar years would be $14,720 (i.e. the excess of inter-
est computed at the applicable Federal rate (compounded semian-
nually) over interest actually payable on the loan). This amount,
which would be included in income by the lender and, subject to
the rules governing the deductibility of interest, deductible by the
borrower, would be in addition to the $10,000 actually due each
year under the terms of the loan.

11 Term gift loans are treated as demand loans for income tax purposes because, in light of

the underlying familial or other personal relationship that is likely to exist between the borrow-
er and the lender, the.technical provisions of the loan, such as the maturity of the loan, may not
be viewed as being binding by the parties. In addition, an original issue discount analysis is re-
quired to determine the income tax consequences of a term loan. By treating term gift loans as
demand loans for income tax purposes, such analysis is avoided.
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The conferees wish to clarify that a term loan with deferred in-
terest at a rate equal to or greater than the applicable Federal
rate, and a related gift to defray all or a part of the interest pay-
able on the loan, may be the economic equivalent of an interest-
free (or below-market) loan with a principal amount equal to the
sum of the actual stated amount of the loan and the amount of the
gift. The conferees anticipate that under regulations such a trans-
action will be treated in accordance with its substance.

Foregone interest

The conference agreement clarifies the meaning of the term
"foregone interest." Under the conference agreement, the term
means, with respect to any period during which the loan is out-
standing, the excess of (1) the amount of interest which would have
been payable on the loan for the period if interest accrued at the
applicable Federal rate and were payable annually on the last day
of the calendar year, over (2) any interest payable on the loan prop-
erly allocable to such period.

Applicable Federal rate
The conference agreement follows the House bill and the Senate

amendment.
Applicable Federal rates are to be announced on or before Sep-

tember 30, 1984, and are to apply as of January 1, 1985. Neither
the House bill nor the Senate amendment specify the rate that is
to apply to days prior to January 1, 1985. The conference agree-
ment provides that for periods prior to January 1, 1985, the appli-
cable Federal rate is ten percent compounded semiannually.

Exceptions and limitations
The conference agreement provides specific de minimis rules.

Generally, these rules are based on those contained in the Senate
amendment.

De minimis exceptions
De minimis exception for gift loans between individuals.-As a

general rule, no amount is treated as transferred by the lender to
the borrower, or retransferred by the borrower to the lender, for
any day during which the aggregate outstanding amount of loans
does not exceed $10,000. For this purpose, the aggregate outstand-
ing amount of loans includes all loans between the lender and the
borrower regardless of the rate of interest.

This de minimis rule does not apply, however, if the loan is di-
rectly attributable to the purchase or carrying of income producing
assets. Although a "directly attributable" test requires that there
be some direct link between the loan and the borrower's purchase
or continued ownership of income-producing assets, the conferees
wish to emphasize that this is an anti-abuse provision, and should
be interpreted in light of its purpose of preventing the avoidance of
the assignment of income rules and the grantor trust rules.

The conference agreement makes it clear that, because a term
gift loan is treated as a demand loan for income tax purposes, gen-
erally no amount is deemed retransferred by the borrower to the
lender for any day on which the aggregate amount owed is $10,000
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or less. Thus, if the balance of a term gift loan fluctuates, there
may be income tax consequences for some days but not for other
days.

De minimis exception for compensation related loans and corpora-
tion shareholder loans.-A de minimis exception is provided for
loans between (1) an employer and an employee, or an independent
contractor and a person for whom such independent contractor pro-
vides services, or (2) a corporation and a shareholder of such corpo-
ration. Under these rules, no amounts are treated as transferred by
the lender to the borrower and retransferred by the borrower to
the lender for any day during which the aggregate outstanding
amount of loans between the borrower and the lender does not
exceed $10,000. This de minimis rule does not apply, however, if a
principal purpose of the interest arrangement is the avoidance of
any Federal tax.

The conference agreement makes it clear that, for purposes of
applying the exceptions and limitations, all loans between the
same parties are aggregated. Further, in the case of non-gift term
loans, the deemed transfers from the lender to the borrower are
treated as occurring on the latter of the dates on which the loans
are made or the first date on which the loans are subject to the
provision. Thus, for example, if there are no other outstanding
loans between an employer and an employee, and the employer
makes $9,000 compensation-related term loan to an employee on
April 1, and a $2,000 compensation-related term loan to the same
employee on April 10, the parties are treated as if the employer
made a $11,000 compensation-related term loan to the employee on
April 10.

Finally, the conference agreement clarifies that in the event of a
reduction in the outstanding balance of a non-gift term loan below
$10,000, the provision continues to apply. Thus, the borrower is
treated as transferring to the lender, and the lender is treated as
receiving from the borrower, foregone interest on the remaining
outstanding balance.

Special rules for gift loans

The amount treated as retransferred by the borrower to the
lender for any day on which the aggregate outstanding amount
of loans between the lender and the borrower does not exceed
$100,000 is limited to the borrower's net investment income for
the year. If the borrower has outstanding two or more gift
loans, net investment income is allocated among such loans in
proportion to the respective amounts that would be treated as
retransferred by the borrower without regard to this limita-
tion.

In addition, the conference agreement provides that if a borrower
has less than $1,000 of net investment income for the year, such
borrower's net investment income for the year is deemed to be
zero. Thus, if the aggregate outstanding amount of loans from the
lender to the borrower does not exceed $100,000 on any day during
a year, and the borrower has less than $1,000 of net investment
income for the year, no amount is treated as retransferred by the
borrower to the lender for such year.
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The definition of net investment income in the conference agree-
ment is generally the same as in the Senate amendment. However,
the conference agreement makes it clear that United States Sav-
ings Bonds are deferred payment obligations.

It is anticipated that the Secretary will prescribe regulations to
prevent the abuse of these rules through the deferral or other dis-
tortion of a borrower's net investment income. These regulations
are to apply to situations in which a party can control the timing
of the receipt of investment income (e.g. where the borrower can
control the timing of dividends paid by a closely-held corporation)
or has engaged in any activities a principal purpose of which is to
defer receipt of net investment income. Further, it is anticipated
that regulations will provide for determinations under these provi-
sions in cases in which either the borrower or lender computes tax-
able income on the basis of a fiscal year.

These special rules for gift loans do not apply if a principal pur-
pose of the interest arrangement is the avoidance of Federal taxes.

Other exceptions
The conference agreement is the same as the House bill and the

Senate amendment.

Regulations
The conference agreement generally follows the House bill and

the Senate amendment.
Under the conference agreement, authority is provided to issue

regulations exempting from these provisions any class of transac-
tions if the interest arrangements do not have a significant effect
on the tax liability of the borrower or the lender. The conferees an-
ticipate that, in appropriate circumstances, compensation-related
loans, including employee-relocation loans, may be exempted by
these regulations. The term "significant effect" has the same
meaning for this purpose as it does for purposes of determining
whether loans not otherwise covered by the provision should be
subject to it under regulations.

Authority is also provided to issue regulations for the purpose of
assuring that borrowers and lenders take consistent positions
under this provision. In appropriate cases, these regulations may
condition a deduction for imputed interest on adequate identifica-
tion of the lender.

In addition, authority is provided to issue regulations concerning
the tax consequences of a disposition by a lender or a borrower of
his or her interest in a below-market loan, or the acquisition of an
interest in such a loan.

Effective dates
In general, under the conference agreement, the provision ap-

plies to term loans made after June 6, 1984, and to amounts out-
standing on demand loans after such date. Amounts outstanding on
demand loans on June 6, 1984, will not be subject to the provision
if repaid prior to 60 days after the date of enactment. No inference
is intended with respect to the application of present law to any
below-market loan outstanding prior to the effective date.
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Compensation-related term loans that are otherwise treated as
demand loans for purposes of determining the timing and amount
of the deemed transfers under the provision are treated as term
loans for purposes of this effective date provision. In addition, ad-
vances to continuing-care facilities by residents of such facilities
made prior to June 6, 1984, are not subject to the provision. No in-
ference is intended regarding the application of the provision to ad-
vances to continuing-care facilities made after that date.

3. Limitations with respect to property which is partially used for
personal purposes and luxury automobiles

Present law

The portion of the cost of an asset attributable to business use is
eligible for the investment tax credit (generally 6 percent on auto-
mobiles) and ACRS (automobiles are 3-year property), or, alterna-
tively, for expensing (up to a specified dollar limit). Business use is
any use in a trade or business (sec. 162) or in connection with the
production of income (sec. 212).

A portion of the investment tax credit and expensing deduction
may be recaptured if the portion of the asset attributable to busi-
ness use declines after the first year it is placed in service. No such
recapture rule applies to ACRS deductions.

a. Percentage of personal use presumption for automobiles

House bill

At least 50 percent of use is treated as personal unless the tax-
payer establishes otherwise, effective for taxable years beginning
after December 31, 1984.

Senate amendment

No provision.

Conference agreement

The conference agreement follows the Senate amendment.

b. Limitation on investment tax credit and depreciation for
automobiles

House bill

For purposes of tax credits, ACRS, and expensing, the basis of a
passenger automobile is limited to $21,000, adjusted for inflation,
effective for property placed in service after March 1, 1984.

Senate amendment
The Senate amendment generally is the same as the House bill,

except that basis is limited to $15,000 and the provision is effective
for property placed in service after March 15, 1984.

Conference agreement

The conference agreement generally follows the House bill, with
modifications. The maximum investment tax credit that can be
claimed with respect to any passenger automobile is $1,000, in-
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dexed for automobile price inflation and rounded to the nearest
$100. If the taxpayer elects a reduced investment credit in lieu of a
basis adjustment for half the credit under section 48(q), then the
credit is two-thirds of maximum credit that can be claimed. The
maximum allowance for depreciation that can be claimed with re-
spect to any passenger automobile is $4,000 in the year the automo-
bile is placed in service by the taxpayer, and $6,000 in any subse-
quent year. Both figures are indexed for automobile price inflation
and rounded to the nearest $100. In computing the allowable
credit, the general rules for the credit are applied first; the limita-
tion is then imposed. The credit as limited is then reduced to re-
flect any personal use. If business use is less than 100 percent, the
taxpayer is entitled to claim the portion of the maximum invest-
ment tax credit and depreciation deductions allowable which corre-
sponds to the taxpayer's business use percentage (as described
below).

The limits do not apply to an automobile leased or held for leas-
ing by any person regularly engaged in the business of leasing
automobiles. Rather, the limits are applied to the lessee by denying
a deduction for the percentage of the lease payments that is sub-
stantially equivalent to the effect as if these restrictions were
placed on the lessor. This percentage is to be determined under
tables prescribed by the Secretary. If the lessor passes through the
credit to the lessee, the limit on the investment credit allowable
applies to the lessee.

The limits are effective for property placed in service or leases
entered into after June 18, 1984, except that property acquired pur-
suant to a binding contract in effect on or before June 18, 1984,
that is placed in service before January 1, 1985, is not affected by
these limits.

c. Personal use property

House bill

No provision.

Senate amendment

Under the Senate amendment, at least 90 percent of the use of
an automobile (based on mileage) must be for business purposes for
the taxpayer to claim ITC, ACRS, or expensing. If the 90 percent
test is not met, the taxpayer must use standard mileage to deter-
mine his allowable deductions in lieu of ITC, ACRS, expensing, and
actual operating expenses. An automobile kept at the taxpayer's
residence more than 14 nights a year is automatically on standard
mileage, unless the residence is the principal place of the taxpay-
er's principal business or the taxpayer is an outside salesman.

With respect to property used for transportation (except automo-
biles), entertainment and recreation property, computers, and
other property listed in regulations, at least 90 percent of the use
must be for business purposes in order for the property to be eligi-
ble for ITC, ACRS, and expensing. If the 90-percent test is not met,
the taxpayer must use 12-year straight-line depreciation.

The taxpayer must meet the 90-percent test for both of the first
two years to claim ITC, ACRS, and expensing, and if business use
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falls below 90 percent after the first two years, ITC, ACRS, and ex-
pensing are recaptured. Use by another person is not counted as
for a business purpose unless (1) the use is directly connected with
the taxpayer's trade or business, (2) the use gives rise to income to
the other person, or (3) fair rent is paid to the taxpayer for the use.

The provision is effective for property placed in service after
March 15, 1984.

Conference agreement

For automobiles and other transportation equipment, entertain-
ment, recreation, or amusement property, computers, or other
property specified in regulations, the investment credit and use of
the accelerated percentages under ACRS are not allowed for prop-
erty not used predominantly (i.e., more than 50 percent) on an
annual basis in a trade or business. Use of this specified property
for the production of income, but not in a trade or business, does
not count in determining whether the 50-percent test is met. If the
50-percent test is otherwise met, however, use for the production of
income may be considered in determining the amount of the invest-
ment credit and ACRS that may properly be claimed. For example,
if a specified asset is used 30 percent in a trade or business and 30
percent for the production of income, the taxpayer may not claim
the investment credit or ACRS and must instead compute deprecia-
tion under the rules described below. If, however, an asset is used
70 percent in a trade or business and 20 percent for the production
of income, the taxpayer may claim the investment credit and
ACRS based on 90 percent business use. As is required under
present law, the taxpayer may properly claim the credit and deduc-
tion only with respect to the portion of the use of the asset that
represents business use. Moreover, as is provided under present
law, a taxpayer is entitled to no depreciation deduction with re-
spect to an entertainment, recreation, or amusement facility.

If the taxpayer's automobile is used by another person, any use
of the automobile by that other person is not treated, for purposes
of this provision, as business use, if that use (A) is not directly con-
nected with the business of the taxpayer, (B) does not give rise to
income to the other person (which, in the case of an employee,
must also be treated as wages for withholding purposes), or (C) does
not result in a payment of fair market rent.

Provision of the use of listed property merely as compensation to
5-percent owners and related taxpayers or leasing to such individ-
uals is not treated as use in a trade or business. However, for air-
planes and helicopters, such compensation or leasing to such indi-
viduals can be considered business use, provided that business use
without consideration of those activities is at least 25 percent of
total use.

Listed property does not include any computer exclusively locat-
ed at a regular business establishment (including a qualifying
home office) of the employer or proprietor and owned by the em-
ployer or proprietor. However, present law rules permitting the
credit and deduction only with respect to the business use of these
computers would still apply.

If the 50-percent test is not met, the portion for which deprecia-
tion deductions are allowed must be depreciated on a straight-line
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basis (using a half-year convention (except for 15 year real proper-
ty) and without regard to salvage value) using earnings and profits
lives (see sec. 312(k)(3)(A)). With respect to 3-year property (such as
automobiles), this is a 5-year period. With respect to 5-year proper-
ty (such as computers or transportation equipment other than
automobiles), it is a 12-year period. With respect to real property, it
is a 35-year period.

Listed property which an individual owns in connection with his
employment is eligible for the investment credit and ACRS deduc-
tions only if such property is required for the convenience of the
employer and as a condition of employment. The conferees intend
the terms "convenience of the employer" and "condition of employ-
ment" to have the same meaning with respect to this provision as
it does with respect to the exclusion from gross income for lodging
furnished to an employee. In order to satisfy the condition of em-
ployment requirement, the property must be required in order for
an employee to properly perform the duties of his employment.
This requirement is not satisfied merely by an employer's state-
ment that the property is required as a condition of employment.
The conferees intend that the principles of Dole v. Commissioner,
43 T.C. 697, aff'd., 351 F.2d 308, (1st Cir. 1965) apply.

With respect to recapture of the investment credit, any property
(or portion thereof) which ceases to be section 38 property during a
taxable year, other than because of a disposition, is considered to
be disposed of on the first day of the taxable year (Treas. reg. secs.
1.47-1(c), 1.47-2(e)). These regulations accomplish the objective of
the provision in the Senate amendment denying the investment
credit if business use falls below 90 percent in the first two years
the property is in service. Accordingly, the 2-year rule of the
Senate amendment has not been adopted. The conferees expect
that these regulations will be strictly enforced. The conferees note
that the Secretary can provide, as has been done in other areas, a
rule that a de minimis reduction in the portion of property that
continues to be section 38 property will not trigger any recapture.

For listed property, recapture rules for depreciation will apply. A
reduction in the business use portion from above 50 percent to 50
percent or below will trigger recapture of the excess depreciation.
Excess depreciation is the excess of depreciation actually claimed
over depreciation that would have been claimed on the basis of
earnings and profits lives on the straight-line method.

Reduction or denial, due to personal use by the lessee, of the in-
vestment tax credit, ACRS, and expensing will not apply to lessors.
Personal use by the lessor will, however, cause a reduction in the
available investment credit and depreciation. Lessees will be
denied a deduction for a percentage of the lease payment equiva-
lent to the value of the portion of the investment tax credit and
depreciation and expensing deductions which would have been
denied due to personal use. This percentage is to be prescribed in
tables issued by the Secretary. These tables may be coordinated
with the tables to be prescribed denying a deduction for a percent-
age of the lease payment attributable to the effect of the caps on
the investment credit and depreciation.

Under ACRS, taxpayers may elect, in lieu of the prescribed accel-
erated percentages, an optional recovery method. The taxpayer
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may elect either percentages based on the straight line method for
the regular recovery period or one of the two optional longer recov-
ery periods. Generally, an election to use an optional recovery
method must be made in the year the property is placed in service
by the taxpayer. Additionally, except in the case of 15-year real
property, a taxpayer who elects to use an optional recovery method
must elect the same recovery method for all property of that class
placed in service in the year for which the election is made. The
mandatory use of the straight line method under this new provi-
sion is not intended to have a binding effect on all other recovery
property of that class placed in service in the same year by the tax-
payer. Thus, a taxpayer who owns a car that is subject to this pro-
vision which must be recovered over a 5-year recovery period has
not made a binding election with respect to all other 3-year recov-
ery property placed in service in the same taxable year.

In lieu of any investment tax credit and any depreciation or ex-
pensing deduction, the taxpayer may elect, as under present law, to
compute his deduction for the business use of his automobile at the
standard mileage rate. This rate is currently 20.5 cents a mile for
the first 15,000 miles of business use per year, up to a maximum of
60,000 miles. Beyond those limits, the rate is 11 cents per mile.

The conference agreement provides the Secretary with authority
to prescribe such regulations as may be necessary or appropriate to
carry out the purposes of this section. These regulations should,
among other things, ensure that taxpayers do not attempt to evade
the restrictions on the investment credit and depreciation by, for
example, separating an automobile into its component parts.

The conferees also expect that the Secretary will issue regula-
tions that provide explicit methods for allocating basis between
business and personal use. With respect to automobiles, the regula-
tions could provide that the proportion of business use is not to be
greater than the proportion of total mileage which is driven for
business purposes. The Secretary may also provide alternate means
to determine the business use percentage for automobiles. For ex-
ample, regulations could provide that if an automobile is used 5
days a week for business purposes and is available 2 days a week
for personal purposes, in no event may the taxpayer consider more
than five-sevenths of the use to be allocable to business purposes.
An allocation based on different factors, such as time, may be more
appropriate for other types of property as well.

Commuting is not business use, regardless of whether work is
performed during the trip. Thus, for example, a business telephone
call made on a telephone installed in an automobile while the tax-
payer is commuting to work does not transform the character of
the trip from commuting to business. This is also true for a busi-
ness meeting held in a car while the taxpayer is commuting to
work. Similarly, a business telephone call made on an otherwise
personal trip does not transform the character of the trip from per-
sonal to business. In a likewise manner, the fact that an automo-
bile is used to display material that advertises the owner's or user's
trade or business does not convert an otherwise personal use into
business use.

These provisions are effective for property placed in service after
June 18, 1984, except that property acquired pursuant to a binding
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contract in effect on or before such date which is placed in service
before January 1, 1985 (or January 1, 1987, in the case of real prop-
erty) is not affected by these provisions.

The following examples illustrate the operation of this provision:
Example 1. On July 1, 1984, A purchases for $35,000 and places

in service a passenger automobile which is 3-year recovery proper-
ty under section 168. The automobile is used exclusively in A's
business. The amount of A's investment tax credit is limited to
$1,000. A's unadjusted basis for ACRS purposes is $34,500 (i.e.,
$35,000 reduced by the one-half basis adjustment). A selects the use
of the accelerated recovery percentages under ACRS. A's recovery
deductions for the years during his recovery period (i.e., 1984
through 1986) are limited to $4,000, $6,000, and $6,000, respectively.
A continues to use his car exclusively in his business during tax-
able years 1987 through 1990. For those years, A is limited to a re-
covery deduction of $6,000 per year. In 1990, A's recovery deduction
is $500 (i.e., his remaining depreciable basis).

Example 2. On August 1, 1984, B corporation purchases for
$25,000 and places in service a passenger automobile which is 3-
year recovery property under section 168. C owns 100 percent of B
corporation. The automobile is used 25 percent in B's business and
75 percent for C's personal use for years 1984 through 1989. Be-
cause business use does not exceed 50 percent, B may not claim the
investment tax credit and must use either the straight-line method
over 5 years or the longer recovery period of 12 years, which B may
elect under section 168(b)(3). B uses the 5-year period. In 1984, B's
recovery deduction is $625 (i.e., .25 (business use) x $25,000 x .10
(depreciation on a straight line basis with a half-year convention)).
In 1985 through 1988, B's recovery deduction is $1,250 (i.e., .25 x
$25,000 x .20). In 1989, B's recovery deduction is $625 (i.e., .25 x
$25,000 x .10). No further recovery deductions are available to B.
This is because the amount with respect to which recovery deduc-
tions are available is reduced each year by the amount that could
have been deducted if business use had been 100 percent.

Example 3. On December 1, 1984, A purchases for $30,000 and
places in service a passenger automobile which is 3-year recovery
property under section 168. A owns 100 percent of his business. In
1984, A uses his car 40 percent in his business, 20 percent in an
investment activity, and 40 percent for personal purposes. Because
A does not use his car more than 50 percent in his business, A may
not claim an investment tax credit with respect to the car. A's un-
adjusted basis is $30,000. Also, because A does not use the car more
than 50 percent in his trade or business (i.e., in a "qualified busi-
ness use"), the deduction allowed under section 168 must be deter-
mined by use of the straight-line method over a 5-year recovery
period (or, if A so elects, over a 12-year period). A's business use
percentage, for purposes of determining the allowable portion of
the recovery deduction, is 60 percent for 1984 (that is, 40 percent
trade or business use plus 20 percent investment activity use).
Thus, A's allowable deduction for 1984 is $1,800 (that is, the allow-
able depreciation of $3,000 ($30,000 x 10% depreciation) (which is
less than the $4,000 cap) times the 60 percent business use percent-
age).
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Example 4. On July 1, 1984, A purchases for $18,000 and placed
in service a passenger automobile which is 3-year recovery proper-
ty under section 168. A's 1984 business use percentage is 80 per-
cent. A elects to take a reduced investment tax credit in lieu of a
basis adjustment. The amount of A's investment tax credit is limit-
ed to $536 (i.e., $1,000 x .67 (which is less than .4 x $18,000) times
80% business use). A selects the use of the accelerated recovery
percentages under ACRS. A's unadjusted basis for ACRS purposes
is $18,000. A's 1984 recovery deduction is $3,200 (i.e. $4,000 (which
is less than $18,000 x .25) times 80% business use). In 1985, A's
business use percentage is 80 percent. A's 1985 recovery deduction
is $4,800 (i.e. $6,000 (which is less than $18,000 x .38) times 80%
business use). In 1986, A's business use is 45 percent. As a result of
the decline in business use percentage, A, for investment tax credit
purposes, is treated as having disposed of the portion of the auto-
mobile converted to personal use and must recapture a portion of
the investment tax credit claimed previously (pursuant to Treas.
reg. secs. 1.47-1(c), 1.47-2(e)). A's investment credit recapture is
$123.82 (i.e. $536 x .35 (which is .80 - .45) x .66 (the percentage
specified in sec. 4 7 (a)(5))). Since A's business use is not greater than
50 percent, A must recompute (for recapture purposes) his recovery
deductions for the preceding recovery years using the straight line
method over 5 years. A's recomputed recovery deductions for 1984
and 1985 are $1,440 (i.e., .10 x $18,000 x .80), and $2,880 (i.e., .20 x
$18,000 x .80), respectively. A must recapture $3,680 (i.e., (3,200 +
4,800) - (1,440 + 2,880)) and include that amount in gross income
as ordinary income for 1986. A's recovery deduction for 1986 is
$1,620 (i.e. $18,000 x .20 (which is less than $6,000) times 45% busi-
ness use). A's business use for 1987 and 1988 is 45 percent and his
recovery deduction for each year is $1,620. In 1989, A's business use
is 45 percent and his recovery deduction is $810 (i.e., $1,800 x .45).
A may not recover any additional amounts, because had he used
the automobile solely for business purposes, he would have recov-
ered his entire unadjusted basis (i.e., $18,000) by 1989.

d. Recordkeeping

Present law

The taxpayer must substantiate any travel expenses by adequate
records or other evidence corroborating his own statements. These
records must show the amount, time, place, and business purpose
of the travel expenses.

House bill

No provision.

Senate amendment

The Senate amendment extends present law substantiation re-
quirements to all business use of an automobile and to the other
property described above (i.e., property used for transportation, en-
tertainment and recreation property, computers, and other proper-
ty listed in regulations). The Senate amendment requires the main-
tenance of contemporaneous records.
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The Senate amendment also requires that return preparers
verify that adequate contemporaneous records have been kept sup-
porting deductions before signing returns. The provision is effective
with respect to property placed in service after March 15, 1984.

Conference agreement

The conference agreement follows the Senate amendment with
modifications. Thus, taxpayers are required to substantiate by ade-
quate contemporaneous records any investment tax credit or de-
duction with respect to the business use of listed property, travel-
ing expenses (including meals and lodging while away from home
as well as local travel) that are trade or business expenses or ex-
penses for the production of income, for entertainment expenses,
and for gifts. If the taxpayer does not have adequate contempora-
neous records, no credit or deduction is allowed with respect to
that item. If, however, these records are lost due to circumstances
beyond the taxpayer's control, such as in a fire, flood, or earth-
quake, the conferees intend that taxpayers continue to have the
ability, as they do under present law, to substantiate a deduction
by reasonable reconstruction of expenditures (see Treas. reg. 1.274-
5(c)(5)).

The conferees expect that these records will reflect with substan-
tial accuracy the business use of the property. The records must in-
dicate the business purpose of the expense or use, unless the busi-
ness purpose is clear from the surrounding circumstances. With re-
spect to automobiles, logs recording the date of the trip and the
mileage driven for business purposes must be kept.

The requirement of the Senate amendment that return preparers
verify that adequate records supporting all of these deductions
have been kept before signing the return has been deleted. In place
of that requirement, a return preparer must properly and fully
advise the taxpayer of these contemporaneous recordkeeping re-
quirements and obtain written confirmation from the taxpayer cer-
tifying that adequate contemporaneous records supporting these
deductions and credits exist. If the return preparer does not obtain
this written certification, the preparer may not sign the return.
The conferees anticipate either that the content of this certification
will be specified by the Secretary or that the Secretary will pre-
scribe a form for this certification. The conferees expect that the
Secretary will amend Form 2106 or any other appropriate form to
require that the taxpayer directly indicate on his return whether
the required records have been kept. This could be done, for exam-
ple, by providing a box to check on the return.

The conference agreement also provides that any portion of an
underpayment of tax attributable to a failure to comply with these
contemporaneous recordkeeping requirements is treated as due to
negligence in the absence of clear and convincing evidence to the
contrary. Claiming a deduction or credit without the support of the
required records is also potentially fraud. This is in addition to the
loss of the credit and deduction which would occur under present
law.

The conferees anticipate that the Secretary will draw the atten-
tion of taxpayers to these new recordkeeping requirements in the
appropriate regularly issued Internal Revenue Service publications.
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To accomplish this, for example, the Service could describe these
new recordkeeping requirements in the section of the instructions
to the 1984 Form 1040 that highlights important tax law changes.

The compliance provisions are effective with respect to taxable
years beginning after 1984.

4. Transfers of depreciable property between related parties

Present law

Transfers of depreciable property between related parties are
denied capital gains and installment sales treatment. Related par-
ties include (1) husband and wife, and (2) partnerships and corpora-
tions which are 80 percent controlled by one taxpayer.

House bill

For purposes of this rule, the House bill (1) treats a patent appli-
cation as depreciable property, and (2) treats a person and a trust
in which the person has a beneficial interest (other than a remote
contingent interest) as related.

The provision is effective for transactions after March 1, 1984.

Senate amendment

No provision.

Conference agreement

The conference agreement follows the House bill.

5. Treatment of certain related party transactions

Present law

Present law denies a deduction for business expenses and inter-
est by an accrual basis taxpayer owed to a related cash basis tax-
payer if payment is not made within 22 months after the close of
the taxable year.

Present law does not apply to transactions between a partner
and a partnership, and does not apply to transactions between re-
lated corporations.

House bill

The House bill provides that a deduction for expenses of an ac-
crual basis taxpayer owed to a related cash basis taxpayer is al-
lowed only when the amount is paid. The bill applies the new ac-
crual rule to amounts accrued by a partnership to its partners and
persons related to its partners (and vice versa). It also applies the
present law rules denying losses between related parties as well as
the new accrual rules to transactions between controlled corpora-
tions (using a 50-percent control test). It does not apply to sales to a
controlled DISC.

The provision applies the accrual rules to taxable years begin-
ning after December 31, 1983, unless pursuant to a binding con-
tract in effect on September 29, 1983.

The expansion of the related party rules will apply to transac-
tions after September 29, 1983, unless it is pursuant to a contract
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binding on that date. In the case of sales to a controlled foreign
corporation, the provision will apply March 1, 1984.

Senate amendment

The Senate amendment generally is the same as the House bill,
except (1) the partnership provision does not apply to certain cases
involving resyndications of low-income housing, and (2) losses from
sales and exchanges between controlled corporations will result in
deferral (rather than denial) of losses until the related corporation
disposes of the property outside the group in a recognition transac-
tion. No DISC exception is provided.

The effective date generally is the same as the House bill except
(1) the expansion of the related party rules will apply to taxable
years beginning after December 31, 1983, and (2) no special rule ap-
plies to controlled foreign corporations.

Conference agreement

The provision generally follows the Senate amendment with the
following modifications:

(1) There will be no attribution of partnership interests held by a
subchapter C corporation to any shareholder owning less than 5
percent of the stock of the corporation.

(2) Except as provided in regulations, sales of inventory in the or-
dinary course of business between two corporations at least one of
which is a foreign corporation will not be subject to the loss defer-
ral rule. This exception will only apply if the sales are made for
bona fide business purposes. The IRS may apply the loss deferral
rule where sales are made for the purpose of accelerating losses.
An abnormally large volume of sales near the end of the year
would be an indication of a purpose to accelerate losses, absent evi-
dence to the contrary.

(3) The operation of the loss deferral rule is clarified to provide
that any loss sustained shall be deferred until the property is
transferred outside the group, or until such other time as is provid-
ed by regulations. These rules will apply to taxpayers who have
elected not to apply the deferral intercompany transactions rules,
except to the extent regulations provide otherwise.

The Secretary may prescribe exceptions from these principles,
for example, where necessary to properly reflect the net amount of
income on a transaction. For example, it is intended that where
any income is properly taken into account by the controlled group
with respect to the face amount of a note receivable (for example,
the income is accruable in accordance with the principles set forth
in Rev. Rul. 71-365) at any time prior to the transfer of the proper-
ty outside the group, any loss due to the discount in the note or
receivable (to the extent of such income previously recognized)
shall be allowed no later than the time that both the income has
been taken into account and that loss has been sustained.

(4) Any loss sustained on the repayment of a loan to another
member of the controlled group will not be disallowed if the loan is
payable or denominated in a foreign currency and the loss is attrib-
utable to a reduction in value of the foreign currency.

(5) The DISC provision in the House bill is contained in the con-
ference agreement.
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(6) In the case of sales to a controlled foreign corporation the ef-
fective date will be March 1, 1984.

6. Losses on sales and exchanges of property used in a trade or
business

Present law

Generally, gains and losses on the sale or exchange of business
property plus the gains and losses on the involuntary conversion of
business property and capital assets are treated as long-term cap-
ital gains and losses if there are net gains for the taxable year and
they are treated as ordinary losses if there are net losses for the
taxable year.

House bill

No provision.

Senate amendment

Under the Senate amendment, net losses from the sale or ex-
change of business assets will be treated as capital losses to the
extent of net section 1231 gains for the prior three years and will
be carried back to offset these gains. Also net gains will be treated
as ordinary to the extent of net section 1231 losses for the prior
three years.

The provision applies to taxable years beginning after December
31, 1984.

Conference agreement

Under the conference agreement, net section 1231 gains will be
treated as ordinary income to the extent of unrecaptured net sec-
tion 1231 losses of the taxpayer (or predecessor taxpayer) for the 5
most recent prior years beginning after December 31, 1981. Losses
will be deemed recaptured in the chronological order they arose.

The provision applies to taxable years beginning after December
31, 1984.

7. Disallowance of certain expenses where taxpayer uses property

similar to property owned by taxpayer

Present law

Deductions for personal expenses are disallowed. Deductions are
allowed for expenses incurred in a trade or business or in connec-
tion with the production of income. In addition, an investment tax
credit is allowed for depreciable property used in a trade or busi-
ness or for the production of income.

House bill

No provision.

Senate amendment
The Senate amendment clarifies the application of present law

where a taxpayer uses property owned by another person for per-
sonal purposes and such person (or a third person) uses similar
property owned by the taxpayer for personal purposes, or, under
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regulations, where the taxpayer has an interest in a partnership or
other entity, the principal purpose of which is to permit its owners
to obtain personal use of property while claiming tax benefits with
respect to similar property. If this provision applies, the taxpayer is
treated as using the property with respect to which tax benefits are
claimed for personal purposes, to the extent of the expenses attrib-
utable to the similar property that is actually used by the taxpayer
for personal purposes.

The provision applies to the use of property after February 22,
1984.

Conference agreement

The conference agreement follows the House bill.
The conferees concluded that present law is adequate to prevent

the abuse addressed by the Senate amendment.

8. Use of multicompany structure to reduce tax on coal operations

Present law

Present law (sec. 631(c)) provides that, subject to certain special
limits, royalties received on the disposition of coal or iron ore qual-
ify for capital gain treatment. For capital gain treatment to apply,
the coal or iron ore must have been held for more than one year
before mining. Capital gain treatment does not apply to income re-
alized by an owner as a co-adventurer, partner, or principal in the
mining of the coal or iron ore. In the case of iron ore (but not coal),
capital gain treatment is also not applicable to a disposal to a relat-
ed person or to a person owned or controlled directly or indirectly
by the same interests which own or control the person disposing of
the ore. If capital gain treatment is allowed for coal or iron ore roy-
alties, the royalty owner is not entitled to percentage depletion
with respect to the coal or iron ore disposed of.

Under present law, it is possible to reduce the overall tax on coal
mining operations by having a separate land-holding company ac-
quire coal reserves and lease them for a retained arm's-length roy-
alty to the company which actually conducts mining operations.
Under such an arrangement, the royalties are deductible by the op-
erating company, and the amount of the royalties received by the
land company (after subtracting cost depletion and certain ex-
penses) qualify for capital gain treatment. If the benefits of capital
gain treatment exceed the loss from foregoing percentage depletion
on the coal in question, the overall tax on the operation will be re-
duced. The Code specifically prohibits this result in the case of iron
ore by denying capital gains treatment for dispositions to related
persons.

House bill

No provision.

Senate amendment

Section 631(c) is amended to specify that capital gain treatment
does not apply to any disposal of coal to a related person or to a
person owned or controlled directly or indirectly by the same inter-
ests which own or control the person disposing of the coal.
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The provision is effective for coal disposed of (i.e., mined) after
September 30, 1985.

Conference agreement

The conference agreement follows the Senate amendment, except
that the amendment does not apply to coal sold under a fixed con-
tract in effect on June 15, 1984, and at all times thereafter, before
for such sale, under which the price for such coal cannot be adjust-
ed to reflect to any extent the increased liabilities of the selling
royalty owner for income tax by reason of the amendment. This ex-
ception for fixed contracts terminates on January 1, 1990. For pur-
poses of this effective date rule, if an operator sells coal under both
fixed contracts and other contracts, unless the contract otherwise
provide, the royalty subject to the new rules will be treated as paid
first out of the proceeds from the fixed contracts.

9. Public utility dividend reinvestment plans

Present law

Under present law, shareholders may exclude from income up to
$750 ($1,500 in the case of a joint return) of stock distributions
from public utility corporations under qualified dividend reinvest-
ment plans. This provision expires for distributions made after
1985.

House bill

No provision.

Senate amendment

The Senate amendment repeals this provision effective for distri-
butions made after December 31, 1984.

Conference agreement

The conference agreement does not contain the Senate amend-
ment.

10. Modification of income averaging

Present law

Income averaging is presently available to taxpayers with "aver-
ageable income." Averageable income is current year taxable
income in excess of 120 percent of average taxable income in the
four preceding years. In effect, income averaging widens the tax
brackets by a factor of five with respect to averageable income.

House bill

The House bill increases the 120-percent threshold to 140 percent
and provides that only the three preceding years are to be taken
into account. The bill modifies income averaging so that it, in
effect, widens the tax brackets by a factor of four, not five, with
respect to averageable income.

Senate amendment

The Senate amendment is the same as the House bill.
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Conference agreement

The Conference agreement follows the House bill and the Senate
amendment.

11. Taxation of the Federal Home Loan Mortgage Corporation

Present law

Tax exemption of the Federal Home Loan Mortgage Corpora-
tion ("Freddie Mac")

Under a non-Code provision, the Federal Home Loan Mortgage
Corporation ("Freddie Mac") is exempt from all Federal, State, and
local taxation. Real property held by Freddie Mac remains subject
to State and local tax.

Net operating loss carrybacks

Corporations are generally allowed to carry net operating losses
back 3 years and forward 15 years. Under a special rule, the Feder-
al National Mortgage Association (Fannie Mae) is allowed to carry
net operating losses arising in 1982 or later back 10 years and for-
ward 5 years, other than losses resulting from mortgage disposi-
tions. Losses resulting from mortgage dispositions are subject to
the general corporate rules (i.e., a 3-year carryback and 15-year
carryforward).

Dividends received deduction

Corporations are allowed a deducation for a portion (generally,
85 percent) of dividends received from a domestic corporation. This
deduction is not allowed for dividends received from a tax-exempt
entity. Thus, dividends received by savings institutions from a Fed-
eral Home Loan Bank (which is tax-exempt under a non-Code pro-
vision) do not qualify for a dividends received deduction.

For dividends received by thrift institutions (including savings
and loans and mutual savings banks), present law reduces the
amount of the otherwise allowable dividends received deduction by
40 percent.

House bill

No provision.

Senate amendment

Repeal of Freddie Mac tax exemption

The Senate amendment repeals the Federal tax exemption for
Freddie Mac, effective January 1, 1985. The State or local tax treat-
ment of Freddie Mac is not affected.

Net operating loss carrybacks

The Senate amendment provides Freddie Mac with treatment
equivalent to that provided under present law to Fannie Mae, i.e.,
a 10-year carryback and 5-year carryforward of net operating losses
(except losses resulting from mortgage dispositions).
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Dividends received deduction

The Senate amendment allows a dividends received deduction for
dividends received from a Home Loan Bank which are allocable to
dividends paid by Freddie Mac out of current earnings profits or
earnings and profits accumulated after December 31, 1984. For
dividends paid out of current earnings and profits of a Home Loan
Bank, the amount of any dividend which qualifies for a deduction
is that amount which tars the same ratio to the total dividend as
the ratio of (a) dividenri received by the Home Loan Bank from
Freddie Mac during the Home Loan Bank's current taxable year,
to (b) the total earnings and profits of the Home Loan Bank for the
year.

If the amount of the dividends paid by a Home Loan Bank to its
shareholders exceeds the bank's earnings and profits for the cur-
rent taxable year, then, under the Senate amendment, a deduction
is allowed for that portion of any dividend paid out of accumulated
earnings and profits of Freddie Mac which is equivalent to the
ratio of (a) the amount of dividends received by the Home Loan
Bank from Freddie Mac out of Freddie Mac earnings and profits
for taxable years ending after December 31, 1984, which have not
been accounted for under the rules described in the preceding para-
graph, to (b) the sum of (i) the retained earnings of the Home Loan
Bank as of January 1, 1985, and (ii) the accumulated earnings and
profits of the Home Loan Bank at the time the dividend is paid
which are attributable to periods after December 31, 1984. For pur-
poses of his rule, the Home Loan Banks are permitted to treat re-
tained earnings for financial accounting purposes as of January 1,
1985, as accumulated earnings and profits for years before 1985. No
deduction is allowed for dividends paid by Home Loan Banks allo-
cable to dividends paid by Freddie Mac out of earnings and profits
it accumulated before January 1, 1985 (ie., prior to the date of tax-
ability).

Effective date and transition rules

Under the Senate amendment, the repeal of the Freddie Mac tax
exemption is effective on January 1, 1985. Additionally, Freddie
Mac is to be treated as having no accumulated earnings and profits
as of January 1, 1985.

The Senate amendment includes special basis rules designed to
ensure that, to the extent possible, pre-1985 appreciation or decline
in the value of Freddie Mac assets will not be taken into account
for tax purposes. Under these rules, for purposes of determining
gain, the basis of any asset held on January 1, 1985, is to be the
higher of (1) the regular adjusted basis of the asset in the hands of
Freddie Mac, or (2) the fair market value of the asset on January 1,
1985. For purposes of determining loss, the basis of any asset held
on January 1, 1985, is to be the lower of these two figures. Where
the amount realized on the disposition of an asset is greater than
the lower of these figures, but less than the higher figure, no gain
or loss is to be recognized by Freddie Mac on the disposition.

The Senate amendment provides specifically that, for purposes of
the basis rules above, rights to income retained by Freddie Mac
under participation certificates (PCs) and similar interests in mort-
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gages (including guaranteed mortgage certificates and collatera-
lized mortgage obligations) which Freddie Mac sold prior to Janu-
ary 1, 1985, are not to be considered to have a built-in income com-
ponent on January 1, 1985, which could be treated as an asset held
by Freddie Mac as of the date of taxability. Under a special rule, if
Freddie Mac realizes gain on the sale of its interests in a PC or
similar interest in mortgages between March 15, 1984, and January
1, 1985, such income is to be recognized on January 1, 1985 (and
therefore subject to tax).

Conference agreement
The conference agreement follows the Senate amendment with

the following modifications.

Net operating loss carrybacks
The conference agreement follows the Senate amendment in pro-

viding Freddie Mac with treatment equivalent to that provided to
Fannie Mae under present law, i.e., a 10-year carryback and 5-year
carryforward of net operating losses (other than losses from mort-
gage dispositions). However, the conference agreement provides
that no net operating loss, capital loss, or excess credit of Freddie
Mac for any taxable year beginning after December 31, 1984, shall
be allowed as a carryback to any taxable year beginning before
January 1, 1985. This adjustment prevents Freddie Mac from being
required to carry back losses or credits to years in which the corpo-
ration was not taxable (and in which the losses or credits are there-
fore without value to Freddie Mac), and allows such losses or cred-
its to instead be carried forward to later taxable years.

Dividends received deduction
The conference agreement clarifies that, in determining the

amount of the deduction for dividends paid out of accumulated
earnings and profits of a Home Loan Bank, the total accumulated
earnings and profits of the Home Loan Bank at the time the divi-
dend is paid are to be taken into account. Thus, a deduction is to be
allowed for that portion of such a dividend which bears the same
ratio to the total dividend as the ratio of (a) the amount of divi-
dends received by the Home Loan Bank from Freddie Mac which
are out of Freddie Mac earnings and profits for taxable years
ending after December 31, 1984, and which have not been taken
into account in determining the deduction for dividends paid out of
current earnings and profits of the Home Loan Bank, to (b) the
total accumulated earnings and profits of the Home Loan Bank at
the time the dividend is paid. For purposes of this rule, the re-
tained earnings and profits of the Home Loan Bank as of January
1, 1985, are to be treated as its accumulated earnings and profits as
of that date.

Effective date and transition rules

Basis of Freddie Mac assets
The conference agreement follows the rules of the Senate amend-

ment regarding the basis of Freddie Mac assets held by the corpo-
ration on January 1, 1985. However, the conference agreement pro-

35-426 0 84 66
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vides an exception to these general rules in the case of tangible de-
preciable property held by Freddie Mac on January 1, 1985. For
such property, the adjusted basis, for purposes of both gain or loss,
is to be equal to the lesser of (1) the regular adjusted basis of the
property in the hands of Freddie Mac, or (2) the fair market value
of the property as of January 1, 1985. This rule is primarily intend-
ed to prevent Freddie Mac from claiming deductions based on pre-
1985 depreciation of tangible property (e.g., buildings or office
equipment) held by the corporation as of the date of taxability.

Treatment of participation certificates (PCs)

The conference agreement follows the Senate amendment with
regard to the treatment of income rights under mortgage pool par-
ticipation certificates (PCs) or other similar interests in mortgages
sold prior to January 1, 1985, with certain technical adjustments.
Under the conference agreement, Freddie Mac is to be treated as
having no basis in its income rights with respect to PCs or similar
interests in mortgages, under the basis provisions of the conference
agreement, where the PC, similar interest, or any related security
was sold or issued by Freddie Mac prior to January 1, 1985. The
conferees intend that this provision will apply in the case of colla-
teralized mortgage obligations (CMOs) sold or issued by Freddie
Mac prior to January 1, 1985. Thus, income received by Freddie
Mac which is attributable to PCs, CMOs, or similar obligations sold
prior to January 1, 1985, is to be taxable in the year received, re-
gardless of whether such income is attributable to services per-
formed by Freddie Mac prior to January 1, 1985, to guarantees pro-
vided by Freddie Mac, or to a built-in income or profit component
which may be considered to exist as of January 1, 1985. Additional-
ly, Freddie Mac is not to be entitled to a deduction for depreciation
or amortization with respect to its income rights in these obliga-
tions and is to have no basis in such income rights, under the basis
provisions of the conference agreement, for purposes of determin-
ing gain or loss on the sale or disposition of such income rights.

The conference agreement follows the special rule of the Senate
amendment under which gain realized by Freddie Mac on the sale
of its income rights in PCs or similar interests in mortgages after
March 15, 1984, and before January 1, 1985, is recognized on Janu-
ary 1, 1985.

Treatment of certain replacement obligations

The conference agreement adds a special rule under which Fred-
die Mac is denied a deduction for interest accruing after December
31, 1984, on any replacement obligation. For this purpose, a re-
placement obligation means any obligation created after March 15,
1984, which the Treasury Department determines to replace any
equity or debt interest of a Federal Home Loan Bank (or of any
other person) in Freddie Mac which existed on March 15, 1984.
This provision is intended to prevent any rearrangement of the ex-
isting capital structure of Freddie Mac (e.g., replacement of equity
or low-interest debt with high-interest debt) from resulting in an
unintended tax benefit. The provision does not apply to any obliga-
tion with respect to which Freddie Mac establishes that there is no
tax avoidance effect.
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12. Interest on debt used to purchase or carry tax-exempt
obligations of related parties

Present law
Present law (sec. 265(2)) disallows a deduction for interest on debt

used to purchase or carry tax-exempt obligations. The application
of this rule to related parties is unclear.

House bill

No provision.

Senate amendment
The Senate amendment disallows a deduction under section

265(2) for interest on debt which is used to purchase or carry tax-
exempt obligations owned by (1) the taxpayer's spouse or (2) an 80-
percent owned entity with respect to the taxpayer.

This provision is effective for term obligations incurred after the
date of enactment and demand obligations outstanding 60 days
after enactment.

Conference agreement
The conference agreement provides that the Treasury Depart-

ment is to prescribe such regulations as may be necessary or appro-
priate to prevent the avoidance of tax provisions which deal with
(1) the linking of borrowing to investment, or (2) diminishing risks,
through the use of related persons, pass-through entities, or other
intermediaries. The conferees specifically intend that this provision
will be applied (but will not be limited to) the disallowance of inter-
est deductions under section 265(2).

The conferees intend that, for purposes of section 265(2), related
persons will include related persons as defined under section 1239,
i.e., (1) a husband and wife, and (2) a person and certain 80-percent
entities with respect to such person. Additionally, in appropriate
instances, related persons for purposes of section 265(2) will include
a person and any minor children of such person.

The conferees intend that this provision will not alter the
present law rule which disallows an interest deduction under sec-
tion 265(2) only if the purpose of borrowing is to purchase or carry
tax-exempt obligations. 1 2 In particular, the conferees are aware
that certain corporations engaged in banking, writing insurance, or
issuing travelers checks, hold large investment portfolios, including
tax-exempt securities, that are required to be held to satisfy obliga-
tions to or for their customers in the ordinary course of business.
Often these corporations do not have significant amounts of inter-
est-bearing debt. In addition, these corporations are often affiliates
of other corporations which have large amounts of interest-bearing
debt. The conferees intend that this provision will not cause inter-
est on borrowings by an affiliated company to be disallowed in any
case where such interest would not be disallowed under present
law if the operations of the corporations were carried on as sepa-
rate divisions of a single corporation.

12 See, e.g., Leslie v. Commissioner, 413 F. 2d 636 (2d Cir. 1969); Wisconsin Cheeseman, Inc. v.
United States, 388 F. 2d 420 (7th Cir. 1968); Rev. Proc. 72-18, 72-1 C.B. 740.
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The Code, as amended by the conference agreement, contains
certain provisions other than sec. 265(2) which apply specific rules
in cases in which indebtedness is linked to certain kinds of invest-
ments. The Code, as an _,ded by the conference agreement, also
contains many provisions (e.g., sec. 243) applying specific rules in
cases in which a taxpayer reduces his risk of loss with respect to
certain kinds of investments. Under the conference agreement, the
Treasury regulations regarding related parties, pass-through enti-
ties, or other intermediaries are to be applied to all of these provi-
sions. No inference is intended that any other Code provision may
be circumvented by the use of related parties, pass-through enti-
ties, or other intermediaries. Nor is any,inference intended that
any particular provision under present law or as amended by the
conference agreement (e.g., sec. 265(2) or sec. 246A), by its own
terms, is not applicable in the case of related parties, pass-through
entities, or other intermediaries.

The provision regarding related parties, pass-through entities,
and other intermediaries is generally effective on the date of enact-
ment. However, for purposes of section 265(2) only, this provision is
to be effective with respect to (1) term obligations incurred after
the date of enactment, and (2) demand obligations outstanding 60
days after the date of enactment.

II. LIFE INSURANCE TAX PROVISIONS

A. Tax Treatment of Life Insurance Companies

1. Definition of a life insurance company

Present law

A company is taxed as a life insurance company if (1) it is an
insurance company; (2) it is engaged in the business of issuing life
insurance and annuity contracts (either separately or in combina-
tion with accident and health insurance), or noncancellable acci-
dent and health insurance contracts; and (3) more than 50 percent
of its total reserves are life insurance reserves or unearned premi-
ums and unpaid losses (whether or not ascertained) on noncancella-
ble life, accident or health policies not included in life insurance
reserves. Life insurance reserves and total reserves do not include
deficiency reserves.

Under present law, there is no statutory definition of an insur-
ance company. Treasury regulations, however, provide that an in-
surance company is a company "whose primary and predominant
business activity during the taxable year is the issuing of insurance
or annuity contracts or the reinsuring of risks underwritten by in-
surance companies." (Treas. Reg. sec. 1.801-3(a)).

House bill

The House bill generally adopts the present-law test for deter-
mining whether an insurance company is a life insurance company
and, for this purpose, continues to look to properly computed statu-
tory reserves. However, for purposes of qualifying as a life insur-
ance company, the House bill adopts a statutory definition of an
insurance company. Specifically, for purposes of qualifying as a life
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insurance company, a company must be one for which more than
half of the business activity during the taxable year is the issuing
of insurance or annuity contracts or the reinsuring of risks under-
written by insurance companies.

The House bill adopts the same definition of a life insurance re-
serve as under present law. In doing so, the treatment of noncan-
cellable accident and health insurance contracts in the 1959 Act as
being comparable to life insurance contracts because of their long-
term rate commitments is continued. Also, generally, the bill
adopts the present-law definition of total reserves.

Senate amendment

The Senate amendment is generally the same as the House bill
with two modifications. First, because of a general change in State
law, as well as new rules for computing tax reserves, the present-
law provision that excludes deficiency reserves from the definition
of life insurance reserves and total reserves is eliminated. Rather,
the new rules for computing tax reserves prohibit a company from
taking into account any State requirements for "deficiency re-
serves" caused by a premium undercharge for purposes of comput-
ing the company's increase in reserves deduction.

Second, an insurance company may make a permanent election
to treat individual noncancellable (or guaranteed renewable) acci-
dent and health contracts as cancellable for purposes of determin-
ing the qualification fraction. Thus, a company with large amounts
of individual noncancellable accident and health business may
elect to be taxed as a property and casualty insurance company,
forfeiting the special and small life insurance company deductions.

Conference agreement
The conference agreement follows the Senate amendment, with

the modification that the election to treat noncancellable accident
and health contracts as cancellable must be made on the return
filed for the first taxable year beginning after 1983.

2. Computation of life insurance company taxable income

Present law

A life insurance company currently is subject to a three-phase
taxable income computation under Federal tax law. Under the
three-phase system, a company is taxed currently on the lesser of
its gain from operations or its taxable investment income (Phase I)
and, if its gain from operations exceeds its taxable investment
income, 50 percent of such excess (Phase II). The other 50 percent
of the gain from operations is accounted for as part of a policy
holders' surplus account and, subject to certain limitations, is taxed
only when distributed to stockholders or upon corporate dissolution
(Phase III). Thus, although life insurance companies are taxed at
the normal corporate rates under present law, special accounting
rules are provided for computing taxable income. Consistent with
the taxation of other taxpayers, net capital gain that is taxable to
the company may be subject to an alternative tax.
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a. Life insurance company taxable income

House bill

Under the House bill, a life insurance company is to be taxed at
corporate rates, under a single-phase system, on its life insurance
company taxable income (LICTI), plus any distribution from a pol-
icyholders' surplus account. LICTI is life insurance gross income re-
duced by life insurance deductions which include generally avail.
able business deductions (with modifications) and special life insur.
ance deductions. As under present law, net capital gain that is tax-
able to the company may be subject to an alternative tax. A stock
life insurance company is to be taxed, at full corporate rates, on
any distributions from a pre-1984 policyholders' surplus account.

Senate amendment

The Senate amendment is generally the same as the House bill
with the exception of the specific differences described below.

Conference agreement

The conference agreement follows the House bill and the!Senate
amendment with the specific differences between the two resolved
as described below.

b. Deduction for intercorporate dividends

House bill

With respect to the deduction for intercorporate dividends re-
ceived by a life insurance company, in general, the House bill con-
tinues a present-law rule for prorating the deduction between the
company and the policyholders as the items of investment income
are allocated between the company and the policyholders. Howev-
er, "100-percent dividends" (i.e., dividends that would be allowed a
100-percent deduction under sections 243 or 244, and certain divi-
dends received by foreign corporations that would be 100-percent
dividends but for the foreign recipient) are not subject to proration
except to the extent they are funded with tax-exempt interest or
with dividends that would not qualify as 100-percent dividends in
the hands of the taxpayer.

Senate amendment

The Senate amendment is the same as the House bill except for
a provision that allows 100-percent dividend treatment for divi-
dends received from life subsidiaries and certain nonlife insurance
subsidiaries if certain conditions are met. One-hundred percent
dividends from a life insurance subsidiary will not be prorated if
all the affiliated life insurance companies apply proration on a con-
solidated basis. Dividends from nonlife insurance subsidiaries (e.g.,
property and casualty insurance companies) will not be prorated if
the subsidiary's surplus does not exceed 30 percent of assets and if
its tax-advantaged investments (e.g., tax-exempt bonds or common
stocks) do not exceed 60 percent of assets. One-hundred percent
dividends from reinsurance subsidiaries may be excluded from the
general proration rule under regulations. Dividends paid out of pre-
1984 earnings by subsidiaries falling under these special rules for
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exclusion from or application of proration will not be taken into ac-
count in computing statement gains from operations under the
ownership differential provision (new sec. 809). The special rules
for exclusion from proration will terminate and not apply after
1986.

Conference agreement

The conference agreement follows the 'oouse bill. Thus, 100-per-
cent dividends received by a life insurance company are not subject
to proration except to the extent they are funded either with tax-
exempt interest or with dividends that would not qualify as 100-
percent dividends in the hands of the taxpayer. The conferees wish
to clarify that in determining how much of a dividend has been
paid out of tax-exempt interest, or dividends other than 100-percent
dividends, or out of other taxable income items, a comparison
should be made between the amount that previously undistributed
tax-exempt interest and dividends other than 100-percent dividends
have contributed to a company's current and post-1983 accumulat-
ed earnings and profits and all such earnings and profits immedi-
ately prior to the distribution. The conferees believe that this inter-
pretation of the dividends-received proration provision is consistent
with the definition of a dividend as a distribution out of earnings
and profits (and not out of other amounts). Any other interpreta-
tion either would require the establishment of a unique set of earn-
ings and profits accounting provisions, or would result potentially
in year-to-year distortions because of annual variations in the pro-
ration formula.

c. The special life insurance company deduction

House bill
A life insurance company is allowed a deduction for any taxable

year of 25 percent of its "tentative life insurance company taxable
income" (tentative LICTI) over the amount of the company's small
life insurance company deduction. Generally, a company's tenta-
tive LICTI is its life insurance company taxable income determined
without regard to (1) the special life insurance company and small
life insurance company deductions, and (2) any items (income or
loss) attributable to any noninsurance business.

Under this provision, the special life insurance company deduc-
tion applies only with respect to income resulting from a compa-
ny's insurance business. For these purposes, noninsurance business
means any business which is not an insurance business. Generally,
insurance business refers to the business activity of issuing insur-
ance and annuity contracts and the resinsuring of risks underwrit-
ten by insurance companies, together with investment activities
and administrative services that are required to support or are sub-
stantially related to the contracts issued or reinsured by the tax-
payer. Any business that is not an insurance business but is of a
type traditionally carried on by life insurance companies for invest-
ment purposes is to be treated as insurance business.

The House bill limits the amount of the special life insurance
company deduction by treating all life insurance companies that
are members of the same controlled group as one company whether
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such companies join in the filing of a consolidate return or file Sep.
arate returns. Thus, the gain or loss of any life insurance company
member will be reflected in the computation of the affiliated
group's tentative life insurance company income, even if that par-
ticular member is not allowed to join in the consolidated return be-
cause it has not been a member of the affiliated group for the re-
quired time or is a foreign corporation. The bill gives Treasury au-
thority to prescribe proper adjustments to eliminate a double re-
duction of tentative LICTI under such circumstances.

Senate amendment
The Senate amendment is generally the same as the House bill,

except that the special deduction is 20 percent of tentative LICTI.
The Senate amendment modifies the computation of tentative

LICTI if a company has both insurance and noninsurance business.
Noninsurance business means any activity that is not an insurance
business; however, an activity is treated as insurance business if it
has been traditionally carried on by insurance companies and is
carried on for investment purposes, but only if the activity (except
for investment in real estate) does not constitute the active conduct
of a trade or business. In addition, the performance of administra-
tive services in connection with any plans providing life insurance,
pension, or accident and health benefits is treated as insurance
business. Also, for purposes of computing LICTI, any gain or loss
from the noninsurance business of a life insurance company is
treated as if it were the gain or loss of a noninusrance member
that joined in the filing of a consolidated return with that life in-
surance company. Thus, a company's noninsurance losses will be
subject to the 35-percent limitation of section 1503(c).

The Senate amendment has the same general rule as the House
bill for computing tentative LICTI of a controlled group. However,
the Senate amendment provides broader regulatory authority for
Treasury to prescribe proper adjustments to be made in the appli-
cation of the general provision for computing tentative LICTI of a
controlled group in order to eliminate any excessive detriment or
benefit (from year to year) arising from the operation of that provi-
sion.

Also, in lieu of the general rule for computing tentative LICTI of
a controlled group, the Senate amendment permits a common
parent to elect to compute the special life insurance company de-
duction separately for each "affiliated group" (as defined by sec.
1504) within the controlled group and for companies that are not
members of an affiliated group. Where this election is made, a limi-
tation is imposed on an affiliated group's ability to utilize life com-
pany members' losses against nonlife company members' income.

Conference agreement

The conference agreement generally follows the Senate amend-
ment.

In following the Senate amendment with regard to the distinc-
tion made between insurance business and noninsurance business,
the conferees believe that the distinction drawn between passive in-
vestment activities and an active conduct of a trade or business
will be more administrable and provide more guidance and certain-
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ty for the industry as it further refines the "traditional invest-
ment" standard of the House bill. The general insurance-noninsur-
ance distinction that is made for purposes of computing the
amount of the special deduction will prevent a company from ob-
taining a tax rate on income from noninsurance activities that is
lower (through the operation of the special deduction) than would
be applied if the activities were carried on in a separate nonlife in-
surance company. At the same time, the conferees recognize that a
life insurance company should not be allowed a greater advantage
by carrying on, within the company, noninsurance activities that
result in losses than would result if those same activities were car-
ried on in a separate company. Thus, the conference agreement
adopts the provision that a loss from noninsurnace activities will
be treated as a gain or loss of a noninsurance subsidiary of the life
insurance company that joined in the filing of a consolidated
return with that life insurance company. This results from the ap-
plication of the general principles of life-nonlife consolidation (sec.
1503(c)) for purposes of combining income and losses from insur-
ance and noninsurance business activities in computing the LICTI
of a life insurance company.

For example, noninsurance losses taken into account for pur-
poses of computing LICTI (after the special deduction and small life
insurance company deduction) for a taxable year will be limited to
35 percent of the lesser of the noninsurance loss or LICTI (without
regard to the noninsurance loss). It is anticipated that regulations
under section 1503(c) will develop rules for the treatment of such
noninsurance income or losses within a life-nonlife consolidated
group that are consistent with the treatment of such items for pur-
poses of computing LICTI of a single life insurance company.

Whether an activity will be treated as insurance business or non-
insurance business depends on the nature of the activity itself, re-
gardless of whether the assets and income related to the activity
are financially supportive of the insurance business operation.
Thus, for example, even though a company might choose to invest
premium receipts in an oil or gas joint venture and use the invest-
ment return therefrom to meet policy obligations, gain or loss aris-
ing from the joint venture will be treated as a noninsurance gain
or loss if the company's participation in the joint venture consti-
tutes the conduct of a trade or business. However, the conference
agreement provides that certain existing investments in oil and gas
through will be treated as insurance business for purposes of com-
puting tentative LICTI. On the other hand, participation in an oil
and gas venture solely as a limited partner will ordinarily be treat-
ed as a passive investment activity, income and expenses of which
will be treated as part of the insurance business. By the same
token, the ownership of stock will always be treated as insurance
business because it is essentially a passive investment activity,
even when the stock ownership results in the life insurance compa-
ny having control of another company.

This characterization of an activity as insurance or noninsurance
business, based on whether it is a passive investment or an active
trade or business, is to apply only with respect to the determina-
tion of the amount of the special life insurance company deduction
(and small life insurance company deduction) and the computation
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of LICTI, and is not intended to be used for purposes of determine.
ing whether a company is a life insurance company for tax pur-
poses. Qualification as a life insurance company will be determined
under rules similar to those of present law.

d. The small life insurance company deduction

House bill

Under the House bill, small life insurance companies are allowed
an additional special deduction that is not available to other tax-
payers. This deduction also is based on tentative LICTI, and applies
before the special life insurance company deduction. The amount of
the deduction is 60 percent of so much of tentative LICTI for such
taxable year as does not exceed $3 million, reduced by 15 percent
of the excess of tentative LICTI over $3 million.

As in the case of the special life insurance company deduction,
the small life insurance company deduction is computed by treat-
ing all life insurance companies that are members of the same con-
trolled group as one company whether those companies join in the
filing of a consolidated return or file separate returns.

The small life insurance company deduction is only allowable to
companies with gross assets of less than $500 million. The asset
qualification for the small company deduction is determined on the
basis of a controlled group as defined in section 1563.

Senate amendment

The Senate amendment is the same as the House bill, except
that for 1984, only the assets of controlled group members that can
be classified as financial intermediaries (e.g., insurance companies,
banks, savings and loans, finance companies, securities brokers,
and similar institutions), will be aggregated for purposes of the
$500 million asset test if certain requirements are met. Also, the
modifications to the definition of tentative LICTI described above
(item d.) apply for purposes of the small life insurance company de-
duction.

Conference agreement

The conference agreement follows the Senate amendment.

e. The alternative life insurance company deduction

House bill

No provision.

Senate amendment

In lieu of both the special life insurance company deduction and
the small life insurance company deduction, a company can elect
(subject to certain special rules), for 1984 through 1987, to claim
the alternative life insurance company deduction. The amount of
the alternative deduction for any year is determined in part as a
percentage of the combined special and small life insurance compa-
ny deductions and in part a percentage of the qualified first-year
premium amount. The amount of the alternative deduction will
converge over five years to the sole use of the special and small life
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insurance company deductions. After 1987, there will be no alter-
native deduction.

The qualified first-year premium amount means 20 percent of
premiums for certain newly issued ordinary life and individual ac-
cident and health insurance contracts. Also, the amount of quali-
fied premiums must be reduced by the amount of premiums for re-
insurance ceded.

Conference agreement

The conference agreement follows the House bill.

3. Policyholders' surplus accounts

Present law
Present law permits stock life insurance companies to defer the

tax on 50 percent of their gain from operations in excess of their
taxable investment income. The deferred income is added to a pol-
icyholder's surplus account, along with amounts deducted for non-
participating contracts and group life and accident and health in-
surance contracts. Amounts in the policyholders' surplus account
are taxed only when distributed by the company to its sharehold-
ers. To determine whether amounts have been distributed, a com-
pany must maintain a shareholder's surplus account which gener-
ally includes the company's previously taxed income and certain
nontaxable items that would be available for distribution to share-
holders. Distributions to shareholders are treated as being first out
of the shareholders' surplus account, then out of the policyholders'
surplus account and finally out of other accounts.

House bill
In general, the House bill eliminates any further deferral with

regard to income for 1984 and later years. Although companies will
not be able to enlarge their policyholders' surplus account after
1983, they will not be taxed on previously deferred amounts unless
they are treated as distributed to shareholders or subtracted from
the policyholders' surplus account under rules comparable to those
provided under the 1959 Act, but which reflect the basic changes in
the tax structure under the bill.

Specifically, for each taxable year, the excess of the sum of the
following amounts over the taxes paid for the year will be added to
the shareholders' surplus account: (1) LICTI (determined without
regard to any distributions from the policyholders' surplus ac-
count); (2) the special life insurance company deduction; (3) the
small life insurance company deduction; (4) the deduction allowed
the company for intercorporate dividends received; and (5) excluded
tax-exempt interest.

Senate amendment

The Senate amendment is the same as the House bill, except it
also contains a special provision to relieve a company from tax on
a distribution from a policyholders' surplus account due to a reduc-
tion of premium volume brought about by a reinsurance transac-
tion ordered by the Federal Reserve Board.
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Conference agreement

The conference agreement follows the House bill.
The conferees understand that the rules governing distributions

from the policyholders' surplus account have been altered some-
what to reflect the general structure and goals of the new bill.
However, the shareholders' surplus account will continue to be
maintained as an account of certain positive additions representing
items that can be characterized generally as previously taxed or
nontaxable amounts that would be available for distribution to
shareholders before requiring a distribution from the policyholders'
surplus account. Thus, for these purposes, the item of LICTI added
to the shareholders' surplus account can never be less than zero.
Also, the conference agreement makes it clear that when there are
distributions from the policyholders' surplus account, the amount
of the distribution (whether actual or deemed, or by the indirect
use of amounts in the policyholders' surplus account for the benefit
of shareholders) is taxed in addition to LICTI and not as part of the
LICTI computation. Thus, distributions from the policyholders' sur-
plus account cannot be offset by life insurance company losses and
are not subject to the special and small life insurance company de-
ductions.

4. Computation of reserve deductions

Present law

A life insurance company is allowed to deduct (or exclude from
income) increases in its year-end reserves over those for the prior
year. A life insurance company's tax reserves are based on its re-
serves for State regulatory purposes (i.e., statutory reserves) and, as
a general rule, a company's deduction reflects an increase in its
statutory reserves over its statutory reserves for the prior year. Re-
serves computed for statutory purposes on a preliminary term basis
may be revalued to a net level premium basis using either an exact
revaluation method or an approximate revaluation method.

House bill

In general, life insurance companies are allowed a deduction for
a net increase in reserves and must take into income any net de-
crease in reserves. In computing the net increase or net decrease in
reserves, the House bill specifies that six items, which are all re-
serves or in the nature of reserves, be taken into account. These
are (1) life insurance reserves; (2) unearned premiums and unpaid
losses included in total reserves; (3) amounts that are discounted at
interest to satisfy obligations which are obligations under insur-
ance and annuity contracts which do not involve life, accident, or
health contingencies when the computation is made; (4) dividend
accumulations and other amounts held at interest in connection
with insurance and annuity contracts; (5) premiums received in ad-
vance and liabilities for premium deposit funds; and (6) reasonable
special contingency reserves under contracts of group term life in-
surance or group accident and health insurance which are held for
retired lives, premium stabilization, or a combination of both.
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Computation of reserves.-For purposes of determining life insur-
ance company taxable income, the House bill provides that the life
insurance reserves for any contract shall be the greater of the net
surrender value of the contract or the reserves determined under
Federally prescribed rules. Generally, the comparison of the net
surrender value of a contract and the Federally prescribed reserves
for the benefits under the contract is made on an aggregate benefit
basis; however, the comparison may be made on a benefit-by-bene-
fit basis if the benefit is a qualifying supplemental benefit or quali-
fying substandard risk.

The House bill requires that, in computing the Federally pre-
scribed reserve for any type of contract, the tax reserve method ap-
plicable to that contract must be used, along with the prevailing
State assumed interest rate and the prevailing commissioner's
standard tables for mortality or morbidity.

Reserve method.-With respect to the reserve method to be used,
the House bill prescribes specific tax reserve methods for particu-
lar types of contracts. For life insurance contracts, the prescribed
method is the applicable Commissioners' Reserve Valuation
Method (CRVM) in effect when the contract is issued. For annuity
contracts, the prescribed method is the applicable Commissioners'
Annuities Reserve Valuation Method in effect when the contract is
issued. For noncancellable accident and health insurance contracts,
a 2-year full preliminary term method is required. Finally, for all
other contracts, the reserve method prescribed by the NAIC or, if
no method is so prescribed, a method consistent with whichever of
the prescribed methods that would be most appropriate for the con-
tract.

There is a special rule for any company domiciled in a State
which, in determining minimum reserves for an annuity contract
for State purposes, does not reduce the reserves for surrender
charges. The bill provides that if a State has continuously pursued
this practice since September 27, 1983, then any life insurance com-
pany domiciled in that State may adjust its Federally prescribed
reserves by taking into account the reasonable surrender charge.

There is also a special rule which allows a company to use the
net level premium reserve method for tax purposes for noncancel-
lable accident and health insurance contracts, if the company was
using that method for statutory reserves on such contracts as of
December 31, 1982, and continues to do so for annual statement
purposes for such noncancellable accident and health contracts.

Senate amendment
The Senate amendment is generally the same as the House bill,

except that it does not include the special reserve rule for annuity
contracts if the State of domicile requires that reserves be comput-
ed without reduction for surrender charges. It also does not include
the special rule that allows companies to use the net level method
for noncancellable accident and health insurance contracts under
certain circumstances.

In addition, the Senate amendment specifies that the reserve
methods prescribed for tax reserves do not incorporate any provi-
sions which increase the reserve because the net premium (comput-
ed on the basis of Federally prescribed assumptions) exceeds the
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actual premiums or other consideration charged for the benefit,
Thus, the computation of the tax reserves will not take into ac-
count any State law requirements regarding "deficiency reserves"
(whether such reserves are as defined under present law or wheth-
er the NAIC prescribed method would otherwise require a compa.
ny's reserves to reflect a gross premium charge that is less than
the net premium based on minimum reserve standards).

Finally, the amendment differs from the House bill in that it
provides a special rule for contracts issued before January 1, 1989
under plans of insurance in existence on March 15, 1984, for pur-
poses of computing tax reserves with respect to riders for term life
insurance and annuity benefits. Term life insurance and annuity
benefits included in insurance contracts will be treated as qualified
supplemental benefits, for purposes of allowing the tax reserve to
be computed for such benefits as though each benefit were a sepa-
rate contract. However, such benefits will not be treated as quali-
fied supplemental benefits for purposes of using the statutory re
serve as the tax reserve for such benefits.

Conference agreement

The conference agreement generally follows the Senate amend-
ment, but also includes the special rule that allows a company
which computed all its noncancellable accident and health contract
reserves on a net level basis for State purposes to continue to do so
for tax purposes also. The conferees wish to clarify that a company
can use the net level reserve method for tax purposes for noncan-
cellable accident and health contracts sold under a particular plan
of insurance, if the company computed all its reserves for such con-
tracts on that method for statutory purposes as of December 31,
1983 (as evidenced by its 1983 annual statement, as originally filed)
and continues to do so for all such reserves on both new and exist-
ing business. If the company was not using a net level reserve
method as of December 31, 1983, with respect to contracts sold
under a particular plan of insurance, the company must use the
generally prescribed reserve method (2-year full preliminary term
method) for all contracts under the plan. Likewise, the generally
prescribed method must be used for noncancellable accident and
health insurance contracts sold under any new plans of insurance.

In adopting the Senate amendment with respect to the computa-
tion of annuity reserves, the conferees understand that the prac-
tices of the various States differ on whether surrender charges
should be taken into account (and reduce the amount of the re-
serve) and that the matter is currently being considered by the
NAIC for a recommendation. In light of these events, the conferees
intend that, in the case of annuity reserves, if the NAIC in 1984
clarifies what surrender charge factors are to be disregarded (and
not to reduce the amount of the reserve) under the CARVM, then
this clarification is to be considered in effect on the date of issu-
ance of such contracts. The conferees recognize that giving retroac-
tive effect to a NAIC recommendation in this instance is an excep-
tion to the general rule that reserves must be computed for tax
purposes under the method prescribed by the NAIC (or the prevail-
ing State interpretation thereof) in effect on the date of issuance of
the contract.
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Also, the conference agreement adopts a special rule for purposes
of identifying the prevailing interest rate with respect to life insur-
ance reserves on noncancellable accident and health insurance con-
tracts (e.g., the reserve in addition to the unearned premiums and
unpaid losses on such contracts). Until States specifically prescribe
an interest rate for these reserves, the conference agreement pro-
vides that, because of the analogous character of these reserves to
reserves on ordinary life policies, the prevailing interest rate for re-
serves on life policies will be used.

Finally, the conference agreement adopts a transitional rule for
recomputation of reserves for group contracts if the issuance date
(or the date benefits were guaranteed) cannot be determined. In
such a case, the issuance date must be determined on the basis pre-
scribed by Treasury. It is anticipated that Treasury will develop
some method for approximating the date of issuance that generally
reflects the pattern of growth in the type of group business.

5. Variable contracts

Present law

In general, either a variable annuity 1 or a variable life insur-
ance contract is a contract under which any amounts or premiums
received are invested in a separate asset account of the insurance
company, and the amounts paid in or paid out reflect the invest-
ment return and the market value of such separate account. Under
a variable annuity, either the cash surrender value before the an-
nuity starting date or annuity payments made after the annuity
starting date (or both) reflects the investment activity of the sepa-
rate account; under a variable life insurance contract, the cash sur-
render value and the amount of death benefit fluctuates with the
investment activity of the separate account.

Generally, income on an annuity contract is taxed only once, at
the policyholder level when the income is distributed. This is ac-
complished by means of a deduction at the company level for
amounts credited to policyholders under annuity contracts. Howev-
er, under present law, income on a nonqualified variable annuity
(i.e., one that is not purchased as part of a qualified pension plan)
may be taxed at the company level as well as at the policyholder
level. Under separate accounting provisions of present law,
amounts credited to the holder of a nonqualified variable annuity
based on appreciation in the value of the separate asset account
are not deductible by the company. Thus, under present law, the
company pays a tax at a capital gains rate on the sale of an appre-
ciated asset, without an offsetting deduction for the income cred-
ited to the contractholder. When the income is distributed, it is tax-
able as ordinary income to the contractholder. The result is that
amounts credited to a variable annuity that reflect the apprecia-
tion in the value of assets in the separate accoiunt are taxed once
at the company level at the capital gains rate and once to the con-

1 The term variable annuity is used generally to refer to a contract which reflects the invest-
ment activity of a company and also a contract that reflects the investment return and market
value of a segregated asset account within a company, although the latter may be referred to
more specifically as "a contract with reserves based on a segregated asset account." See present-
law sec. 801(g).
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tractholder as ordinary income. This consequence was recognized
as appropriate in 1959 and again in 1962,2 although it was elimi-
nated for qualified pension contracts in 1962.

The special provisions described above do not cover the newer
variable life insurance contracts. In the case of such accounts,
there is no company level tax on amounts credited to contracth-
olders that reflect the appreciation of the assets in the underlying
separate account. Further, the company is allowed an ordinary de-
duction for such appreciation, whether realized or unrealized, when
it is credited to the variable life insurance contract (and is-reflected
in reserves or the cash surrender value) and is taxed at the capital
gains rate on the appreciation income when it is realized upon sale
of the asset.

House bill

The House bill continues to provide special rules for variable an-
nuities and contracts with reserves based on segregated asset ac-
counts and extends those rules to variable life insurance contracts.
Thus, with respect to any variable contract, the reserve items
taken into account at the close of the taxable year for purposes of
determining net increases or net decreases must be adjusted by
subtracting any amount attributable to appreciation in value of
assets or by adding any amount attributable to depreciation. Such
adjustments for appreciation or depreciation are to be made wheth-
er or not the company has disposed of the assets during the taxable
year. This adjustment in computing the annual increase or de-
crease in reserves for variable contracts results in the capital gain
or loss being recognized and taxes at both the company level and
the policyholder level, since no adjustment is made in either the
company s basis or the policyholder s investment in the contract.

The House bill also continues the separate accounting require-
ments under present law for various income, exclusion, deduction,
asset, reserve, and other liability items properly attributable to
variable contracts. Likewise, the equity base of the separate ac-
count will be determined under the separate accounting require-
ment and aggregated with the company's average equity base for
its general account business.

Senate amendment
The Senate amendment is the same as the House bill with re-

spect to the separate accountng requirements for segregated ac-
counts and variable contracts. However, the company's basis in the
assets underlying all variable contracts will be adjusted for appre-
ciation or depreciation, to the extent the reserves are so adjusted.
Thus, the corporate level capital gains tax is eliminated. This basis
adjustme at provision generally conforms the tax treatment of all
variable contracts to that of variable pension plan contracts under
present law.

The Senate amendment also permits the Treasury to prescribe
diversification standards for investments of segregated asset ac-
counts underlying variable contracts. If the segregated asset ac-
count does not meet the prescribed diversification standards, then

S. Rep, 291, 86th Cong., 1st Sess. 36 (1959); and S. Rep. 2109, 87th Cong., 2d Sess. 7-8 (1962).
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a variable contract based on the account will not be treated as an
annuity, endowment or life insurance contract for purposes of sub-
chapter L (relating to taxation of insurance companies), section 72,
and section 7702(a) (relating to the definition of a life insurance
contract). There is an exception from the general investment diver-
sification provisions for a segregated asset account used for vari-
able life insurance contracts, if the account invests only in securi-
ties issued by the United States Treasury. Also, a company can use
an independent investment advisor with respect to the segregated
asset accounts underlying any of its variable contracts.

Conference agreement

The conference agreement generally follows the Senate amend-
ment, but further defines the range of the diversification require-
ment within which Treasury has authority to set standards. Specif-
ically, the conference agreement provides that any fund that is at
least as diversified as the requirements of a regulated investment
company under section 851(b) will be considered to be adequately
diversified without further showing, if the fund has no more than
55 percent of its assets held in cash, cash items, Government secu-
rities, or securities of other regulated investment companies. The
exception that allowed variable life insurance to be based on a fund
fully invested in securities issued by the Treasury continues to be
provided. In addition, the conference agreement allows any diversi-
fied fund to be used as the basis of variable contracts so long as all
shares of the funds are owned by one or more segregated asset ac-
counts of insurance companies, but only if access to the fund is
available exclusively through the purchase of a variable contract
from an insurance company. The fact that a similar fund is avail-
able to the public will not cause the segregated asset fund to be
treated as being publicly available.

In authorizing Treasury to prescribe diversification standards,
the conferees intend that the standards be designed to deny annu-
ity or life insurance treatment for investments that are publicly
available to investors and investments which are made, in effect, at
the direction of the investor. Thus, annuity or life insurance treat-
ment would be denied to variable contracts (1) that are equivalent
to investments in one or a relatively small number of particular
assets (e.g., stocks, bonds, or certificates of deposits of a single
issuer); (2) that invest in one or a relatively small number of pub-
licly available mutual funds; (3) that invest in one or a relatively
small number of specific properties (whether real or personal); or
(4) that invest in a nondiversified pool of mortgage type invest-
ments. This Dew diversification authority is not intended to allow
the imposition of any requirement that the investment fund reflect
a diverse range of investment goals (e.g., short-term/long-term, or
fixed income/equity securities need not be mixed in a single fund).
This diversification requirement will not apply to funds underlying
pension plan contracts defined under new section 818. The confer-
ence agreement also clarifies that a variable contract will cease to
be treated as an annuity, endowment or life insurance contract
when and if the underlying fund fails to be adequately diversified.

In addition, Treasury will have regulatory authority (under an
amendment to sec. 514) to subject to tax the assets of a segregated
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asset account if the account is used to circumvent the acquisition
indebtedness rules.

6. Policyholder dividends

Present law

In general, under present law, policyholder dividends are divi-
dends and similar distributions to policyholders. Interest paid and
return premiums are not policyholder dividends. This statutory
language has been expanded in regulations so that the term policy-
holder dividends generally refers to amounts returned to policy-
holders that are not fixed in the contract and depend on the experi-
ence of the company or the discretion of management. However,
taxpayers have taken the position that the term does not include
excess interest even though such amounts are not fixed in the con-
tract but depend upon the experience of the company or the discre-
tion of management.

Under present law, policyholder dividends are accounted for on a
reserve basis, and a company is allowed to deduct additions to its
policyholder dividend reserves for dividends that are payable
during the year following the taxable year.

House bill

The House bill adopts a broad definition of the term policyholder
dividends to include any distribution to a policyholder that is the
economic equivalent of a dividend. Thus, in addition to any amount
paid or credited to policyholders (including an increase in benefits)
when the amount is not fixed in the contract but depends on the
experience of the company or the discretion of management, the
term policyholder dividends specifically includes excess interest,
premium adjustments, and experience-rated refunds.

As under present law, the House bill allows a deduction for divi-
dends or similar distributions to policyholders. The bill departs
from present law, however, in that the amount of the deduction for
any taxable year is the amount of policyholder dividends paid or
accrued during the taxable year rather than the amount of the in-
creases in the reserves for policyholder dividends that are payable
during the year following the taxable year. Under the fresh start
transitional rule, this change from a reserve to an accrual method
is not to be treated as a change in a method of accounting. Thus,
no income or loss is to be recognized with respect to amounts in
existing policyholder dividend reserves.

Senate amendment

The Senate amendment is the same as the House bill.

Conference agreement
The conference agreement follows the House bill and the Senate

amendment.
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7. Reduction of certain deductions of mutual companies

Present law

Under present law, policyholder dividends paid by mutual and
stock life insurance companies are deductible at the company level.
Special rules apply, however, to limit the amount of this deduction.
Under the 1959 Act, the policyholder dividend deduction is limited
to the excess of gain from operations over taxable investment
income, plus $250,000. TEFRA adopted, for 1982 and 1983, a more
generous limit on policyholder dividends, allowing either (1) an
amount computed under the 1959 Act rule with the $250,000 statu-
tory amount increased to $1 million, phasing down to zero as the
sum of the company's policyholder dividends and other special de-
ductions increased from more than $4 million to $8 million, or (2)
an amount equal to the statutory amount (as modified), plus 100
percent of dividends on pension business, plus 771/2 percent of non-
pension policyholder dividends for mutual companies (85 percent
for stocks).

House bill

Although the general rules and definitions relating to policyhold-
er dividends apply to stock and mutual life insurance companies
alike, the amount of the deduction for mutual companies is re-
duced by the "differential earnings amount." If the differential
earnings amount exceeds the allowable deduction, then such excess
will reduce the closing balance of the company's reserves. This re-
duction reflects recognition that, to some extent, policyholder divi-
dends paid by mutual companies are distributions of the compa-
nies' earnings to the policyholders as owners. Thus, the bill recog-
nizes an ownership differential between policyholders of mutual
and stock life insurance companies.

The "differential earnings amount" is computed by multiplying
the company's average equity base for the taxable year by the "dif-
ferential earnings rate" for the taxable year. The differential earn-
ings rate is the excess of the "imputed earnings rate" over the "av-
erage mutual earnings rate". The "imputed earnings rate" is set in
the Code, and subsequently adjusted in accordance with future
changes in the average earnings rate of the 50 largest stock life in-
surance companies.

The House bill provides a 5-year transition rule for high surplus
mutual life insurance companies for purposes of applying the own-
ership differential provision. A company is a high surplus company
if its equity base to asset ratio for 1984 exceeds a percentage of
assets that is approximately 130 percent of the arithmetic average
equity base to asset ratio of the 50 largest mutual life insurance
companies, (as determined by the Secretary using the most recent
data available). A high surplus company need not apply the differ-
ential earnings rate to the excess portion of its equity base. Howev-
er, in no event can the amount of any excess not taken into ac-
count exceed $50 million in 1984. The amount of any excess equity
not taken into account in applying the differential earnings rate,
as well as the $50 million cap, will decrease ratably each year,
until 1989 when the entire equity base of a high surplus company
is subject to the differential earnings rate.
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Senate amendment

The Senate amendment is the same as the House bill except in
three instances. First, the amendment contains a special transition
rule for determining the average equity base of a life subsidiary of
a mutual life insurance company issuing excess interest life insur-
ance contracts. Second, a special rule is provided for certain
mutual life insurance companies that are successor companies to
fraternal benefit societies. Third, the amendment has the same
transition rule for high surplus mutual life insurance companies
except it does not have a $50 million cap on the amount of excess
surplus that can be taken into account.

Conference agreement

The conference agreement follows the House bill and the Senate
amendment with respect to the general rules for the ownership dif-
ferential. In order to simplify the administration of the ownership
differential provisions for the initial years covered by the bill, the
conference agreement substitutes a fixed differential earnings rate
of 7.8 percent to be used for purposes of filing returns for the 1984
tax year and for estimated taxes for 1985. Likewise, in order to
eliminate distortions in the computation of the average earning
rate of the 50 largest stock companies, the Secretary will have the
authority to omit aberrational rates caused by disproportionately
small equity bases (for example, when a company is close to being
or is insolvent). The conference agreement also clarifies that Treas-
ury has authority under section 6001 to require the relevant stock
or mutual life insurance companies to submit information returns
from which Treasury will be able to ascertain data necessary for it
to implement the ownership differential provisions, even with re-
spect to tax years ending before 1984.

In determining the average equity base to which the differential
earnings rate is to apply, both the House bill and the Senate
amendment provide that voluntary reserves are to be treated as
part of equity. The conferees wish to clarify that this reference to
voluntary reserves is not limited to reserves for potential or unac-
crued liabilities relating to insurance contracts. It is anticipated
that Treasury regulations will provide guidance for classifying re-
serves as voluntary. For example, a reserve for Federal taxes may
be in whole or in part a voluntary reserve. If the reserve is for a
Federal income tax liability that might arise in the future if cer-
tain items are identified on audit, such a reserve will be treated as
a voluntary reserve because liabiilty for those amounts is contin-
gent on detection of the tax issue, assertion of a deficiency, and res-
olution of the issue. If the reserve is for taxes accrued and payable
on the due date of the return for the year, it will not constitute a
voluntary reserve. In cases that are less clearcut, such as when the
reserve is for deficiencies that have been asserted after audit, the
Secretary will have authority to give further guidance on whether
the reserve is voluntary.

The conference agreement adopts the Senate amendment for a
transitional rule for certain mutual life insurance companies with
life subsidiaries issuing excess interest life insurance contracts. In
doing so, the conferees wish to clarify that this special provision is
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limited to the sale of such contracts under plans to insurance in
existence on July 1, 1983, and that for these narrow purposes any
change in the contract that requires approval by the State insur-
ance department or that changes the form and timing of amounts
credited will be considered a change in the plan of insurance. Thus,
a company cannot change a traditional participating policy with
policyholder dividends payable on the policy anniversary to an
excess interest contract with excess interest guaranteed for a
period in advance in order to qualify for the special transition rule
for excess interest life insurance contracts.

The conference agreement adopts the Senate amendment with
respect to mutual successors to fraternal benefit societies and ex-
tends the rule to apply to mutual life insurance companies that as-
sumed the surplus of such an organization in March 1961, as well
as in 1950.

The conference agreement follows the Senate amendment with
respect to the transitional rule for high surplus mutual life insur-
ance companies. Also, it clarifies that the amount of excess equity
taken into account by any mutual life insurance company for any
year (before being phased down ratably over the 5-year period of
the transitional rule) cannot exceed the amount of the excess
equity determined for 1984. The conference agreement simplifies
the administration of the high surplus transitional rule by adopt-
ing fixed percentages to be used in lieu of computing 130 percent of
the average equity to asset ratio of the 50 largest mutual life insur-
ance companies to determine the excess equity threshold. These
are: 14.5 percent for taxable years beginning in 1984; 14.0 percent
for taxable years beginning in 1985 and 1986; and 13.5 percent for
taxable years beginning in 1987 and 1988.

For purposes of determining whether a company is a high sur-
plus company and the amount fo excess equity, the assets taken
into account in the equity to asset ratio include all assets (e.g., cer-
tain nonadmitted assets) taken into account in determining its
equity base and for purposes of the rules for the treatment of stock
companies owned by mutual life insurance companies. Thus, all the
assets of any life insurance subsidiary whose equity is included in
the equity of the parent mutual company, as well as any assets of
separate asset accounts, are included in assets for purposes of ap-
plying the high surplus transitional rule. Payables and receivables
between the parent and life subsidiaries should be ignored, while
the same items between the parent and a nonlife subsidiary should
be taken into account. Also, the rule against double counting
should be observed generally in this area. Thus, for example, if a
company purchases bonds at the end of the year and carries a sus-
pense account for the amount of the consideration to be trans-
ferred, the value of the bonds should be included in assets and the
amount of the suspense account should not.

8. Operations loss deduction

Present law

Generally, operations losses may be carried back to each of the 3
taxable years preceding the loss year and may be carried over to
each of the 15 taxable years following the loss year. For a life insur-
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ance company that qualifies as a new company in the loss year, the
3-year carryback may be added, instead, to the 15-year carryover.

House bill
The operations loss deduction provided in the House bill is sub-

stantially the same as that in section 812 in present law and new
section 810 is treated as a continuation of present-law section 812.
Modifications are made that will conform the definition of an oper-
ations loss deduction to the new method for determining life insur-
ance company taxable income. In both the bill and present-law sec-
tion 812, the operations loss deduction is consistent with the gener-
al treatment for a net operating loss in section 172.

Senate amendment
The Senate amendment is the same as the House bill.

Conference agreement
The conference agreement follows the House bill and the Senate

amendment.

9. Accounting provisions

Present law

Generally, under present law, all computations entering into the
determination of life insurance company taxable income are to be
made under an accrual method of accounting or, to the extent per-
mitted under regulations, under a combination of an accrual
method with any other recognized method other than the cash re-
ceipts and disbursements method. Except as provided in the gener-
al rule, all such computations are to be made in a manner consist-
ent with the manner required for purposes of the annual statement
approved by the National Association of Insurance Commissioners.

When two or more related parties (within the meaning of sec.
1239) are parties to a reinsurance agreement, present law gives the
Secretary authority to allocate or recharacterize any items neces-
sary to reflect the proper source and character of the taxable
income of each related party.

Also, there was a temporary rule (adopted under TEFRA) for
computing reserves on contracts where interest is guaranteed
beyond the end of the taxable year; any interest which is computed
at a rate which is in excess of the lowest rate assumed in the con-
tract and is guaranteed beyond the end of the taxable year is taken
into account in computing reserves as if such interest were guaran-
teed only up to the end of the taxable year.

Finally, under present law there are specific rules for the amorti-
zation of premium and accrual of discount on bonds and for life in-
surance companies with short taxable years.

House bill

The House bill retains the general rule in present law that life
insurance companies must use an accrual method, or a method per-
mitted under the regulations that combines an accrual method
with another recognized method. However, the bill makes it clear
that accounting methods required for State regulatory purposes
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apply only to the extent that they are not inconsistent with Feder-
al tax accounting rules.

In the case of reinsurance agreements, the House bill expands
the reallocation authority granted Treasury. As under present law,
in the case of a reinsurance agreement between two or more relat-
ed persons, the Treasury can allocate among the parties and re-
characterize income, deductions, assets, reserves, credits, and any
other items related to the reinsurance agreement in order to re-
flect the proper source and character of the items for each party.
Under the bill, however, related parties are defined as they are in
section 482. Also, Treasury can use its recharacterization authority
for a reinsurance agreement between unrelated parties where one
of the parties to the agreement (with respect to any contract cov-
ered by the agreement), in effect, is an agent of, or conduit for, an-
other party to such agreement. Treasury's new allocation and re-
characterization authority will apply to any contract issued before
September 27, 1983, which is reinsured before such date under a
reinsurance agreement entered into before such date.

Finally, the House bill includes, as a permanent provision, the
accounting rule adopted as a temporary provision in TEFRA for
computing reserves for contracts that guarantee excess interest
beyond the end of the taxable year. Under the bill, the provision is
modified to reflect the new Federally prescribed reserve rules.

With respect to the special rules for amortization of premium
and accrual of discount on bonds, and short taxable years for life
insurance companies, the House bill makes no change from present
law.

Senate amendment
The Senate amendment is the same as the House bill except that

it further clarifies Treasury's new allocation and recharacteriza-
tion authority so that it specifically applies to reinsurance agree-
ments between unrelated parties if one of the parties to the agree-
ment is an agent for another party to the agreement or is a conduit
between related persons. The Senate amendment also has a differ-
ent effective date for the new authority; it will apply to any risk
reinsured after September 27, 1983, whether or not the reinsurance
agreement was entered into before such date.

Conference agreement

The conference agreement generally follows the Senate amend-
ment, but further extends Treasury's authority to examine reinsur-
ance transactions by adopting an additional provision covering
transactions between unrelated parties. Thus, under the conference
agreement there are two rules which permit the Secretary to make
adjustments in reinsurance transactions to prevent tax avoidance
or evasion.

The first provision is a modified form of the provision in the
Senate amendment permitting reallocations in related party rein-
surance transactions to reflect the proper source and character of
income. Under the conference agreement, if 2 or more related in-
surance companies enter into a reinsurance contract, the Secretary
may allocate between or among such companies income, deduc-
tions, assets, reserves, credits and other items related to the agree-
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ment or may recharacterize such items. The Secretary also may
make any other adjustment or recharacterization for one or both
parties (if the transaction has unrelated parties acting as agents or
conduits for another) necessary for these purposes. This authority
is generally similar to that provided under section 482 for the Sec-
retary to make correlative adjustments between related parties,
except that the authority extends to a broader class of items and
may be exercised whenever it is necessary to reflect the proper
character and source of item.

Under the second provision of the conference agreement, if the
Secretary determines that a reinsurance contract between unrelat-
ed insurance companies has a significant tax avoidance effect on
any party to the contract, the Secretary may make an adjustment
to one or both parties to eliminate the tax avoidance effect, includ-
ing treating the contract as terminated on December 31 of each
year and reinstated on January 1 of the next year. This unrelated
party reinsurance rule differs from the general related party real-
location authority in that before making adjustments under this
second rule the Secretary must determine that there is a "signifi-
cant tax avoidance effect' to the reinsurance agreement as opposed
to meeting the lower standard of "necessary to effect the proper
source and character of the taxable income." Any transaction
which would be within the scope of the unrelated party rule but for
the fact that the parties are related, would be within the scope of
the related party reinsurance rule. On the other hand, a transac-
tion which would not give rise to adjustments if entered into by un-
related parties might result in adjustments as among related par-
ties.

The operative standards for both of the reinsurance adjustment
provisions are objective tests of (1) whether adjustments are neces-
sary to more properly reflect income or (2) whether the transaction
has a significant tax avoidance effect. The motivations of the par-
ties is wholly irrelevant in making this determination. The fact
that a transaction has a business purpose or was not entered into
with tax avoidance or evasion as a principal purpose or is entered
into at arm's length will not foreclose Treasury from examining a
reinsurance transaction under either the provision dealing with re-
lated parties or the new provision in the conference agreement
dealing with unrelated parties.

In the case of a reinsurance transaction between unrelated par-
ties, the determination of a significant tax avoidance effect for one
party to a reinsurance contract, for example, together with any ad-
justments deemed proper by the Secretary (including deemed ter-
mination of the contract), will not require that any correlative ad-
justments be made to the other party to the contract. Also, the ad-
justment authority under either reinsurance provision can be exer-
cised with respect to any transaction characterized as reinsurance
or insurance by the parties. The exercise of such authority will not
preclude the Treasury from also questioning whether the transac-
tion constitutes insurance or reinsurance for other purposes.

In general, whether a reinsurance contract has a tax avoidance
effect with respect to any party should be determined by reference
to the effect (with respect to one or both parties) in the current
year or any other year, after taking into account the time value of
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money. A tax avoidance effect may arise, for example, when the re-
insurance contract artificially reduces a company's equity, changes
the source or character of any item, defers taxation of income
items, eliminates the "SRLY taint" of a previous net operating
loss, artificially transfers tax benefits between taxpayers in differ-
ent tax brackets, or effectively extends a carryover period. A tax
avoidance effect is significant if the transaction is designed so that
the tax benefits enjoyed by one or both parties to the contract are
disproportionate to the risk transferred between the parties. There
is no significant tax avoidance effect for a reinsurer, however,
merely because a tax reduction arises from a loss on the reinsur-
ance contract for a particular year, if the loss experienced was no
greater than if the reinsurer had written the allocable portion of
the reinsured business directly.

In making the determination whether a reinsurance agreement
between unrelated parties has a significant tax avoidance effect
with respect to one or both of the parties, the Secretary should ex-
amine the economic substance of the transaction, taking into ac-
count factors such as those described below. These factors may sug-
gest that a significant tax avoidance effect exists for either or both
of the parties, but none alone will be determinative.

First, the duration or age of the business reinsured should be
taken into account because it bears directly on the issue of whether
significant economic risk is transferred between the parties. For ex-
ample, the coinsurance of new contracts may carry a risk of lapse
as well as the mortality risk of the underlying contracts; thus,
there may be a significant economic risk that the reinsurer will not
realize its share of the potential profits of the underlying contracts.
On the other hand, the reinsurance of an old block of business, for
which the risk of lapse is minimal, may not result in a significant
economic risk being transferred between the parties in proportion
to the tax benefits enjoyed.

Second, the character of the business reinsured should be taken
into account in determining whether the tax benefits of any party
are disproportionate to the risk transferred. For example, coinsur-
ance of yearly renewable term life insurance will generally not
have significant tax avoidance effect for the parties to the transac-
tion because it does not involve the transfer of long-term reserves
as under the coinsurance of ordinary life insurance.

Third, the structure for determining the potential profits of each
of the parties and any experience rating should be considered by
Treasury. If the experience rating formula results in the reinsurer
receiving only an annual risk premium, plus a fixed fee, the trans-
action might be viewed as economically equivalent to yearly renew-
able term reinsurance combined with a financing arrangement be-
tween the ceding company and the reinsurer. However, if the expe-
rience rating formula results in the reinsurer assuming a risk of
loss beyond the annual mortality risk, as well as enjoying a share
of the profits commensurate with its loss exposure, such a factor
may indicate that tax benefits arising from the assumption of re-
serve liabilities by the reinsurer are not disproportionate to the
risk transferred between the parties.

Fourth, the duration of the reinsurance agreement between the
parties should be considered. The fact that there has been a long-
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standing agreement for automatic reinsurance of certain types of
policies would tend to indicate that there is no significant tax
avoidance effect when a coincidental tax benefit is enjoyed by a
ceding company because income arising from the reinsurance
transaction offsets an expiring loss carryover. On the other hand,
even a longstanding agreement may be ignored if the experience
rating formula in effect allows the parties to tailor income, ex-
pense, and profit allocation on an individual contract basis.

Fifth, the parties' rights to terminate the reinsurance agreement
and the consequences of a termination should also be taken into ac-
count. For example, a contract may contain payback provisions to
protect a reinsurer against termination of the reinsurance agree-
ment after a large upfront ceding commission has been paid, but
before the reinsurer has been able to enjoy the future profit
stream. Such a provision may be a reasonable business practice
and should not automatically be viewed as creating a tax avoidance
effect. On the other hand, a payback provision which allows a rein-
surer to recover all its losses in any case, through adjustments in
future premiums or specific termination provisions, would indicate
that the transaction is merely a financing arrangement.

Sixth, the relative tax positions of the parties is a factor that
should be considered. The essential tax benefit or avoidance effect
from a reinsurance transaction arises because income and deduc-
tions will have differing economic value depending on the tax
bracket of the insurance company. For example, under the new life
insurance provisions, bracket shifting is possible between small and
large companies, as well as between profit and loss companies or
between life and nonlife insurance companies.

Seventh, the general financial situations of the parties may be
relevant. For example, surplus relief insurance for an otherwise in-
solvent insurance company tends to indicate that the transaction
may not have a significant tax avoidance effect.

Taking into account the factors described above, and until Treas-
ury regulations can be issued, the conferees believe there are cer-
tain kinds of reinsurance transactions which generally will not re-
quire Treasury to exercise its reallocation authority. First, yearly
renewable term reinsurance will not require adjustments for the
parties, to the extent it requires only the payment of a premium
for the annual risk and no sharing of expenses. Second, coinsur-
ance of annual renewable term life insurance will generally not re-
quire adjustments, because it requires the transfer of an annual
risk premium and a sharing of expenses, but does not involve the
transfer of long-term reserves. Third, a coinsurance contract cover-
ing new business of the ceding company and which allocates ex-
penses and income items between the ceding company and the re-
insurer in the same proportion as the allocation of the risk rein-
sured generally will not require adjustment by Treasury. The same
will be true with respect to the reinsurer for the coinsurance con-
tract entered into to cover existing business, if the initial ceding
commission is reasonable in reflecting the proper allocable share of
past expenses of the ceding company and any premium that might
be paid by the reinsurer to the ceding company that reflects antici-
pated profitability of the reinsured business. The conferees antici-
pate that the Treasury will provide more guidance in regulations
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under these provisions. To the extent that future regulations in
these areas are inconsistent with the above-described specific exam-
ples of situations that will not require Treasury to exercise its ad-
justment authority, the conferees intend that those regulations
have effect only prospectively.

The provision for related party reinsurance is effective with re-
spect to risks reinsured on or after September 27, 1983. The provi-
sion for unrelated party reinsurance is effective with respect to
risks reinsured after December 31, 1984. For these purposes, a risk
is not considered reinsured prior to the time it arises under the
contracts covered by the reinsurance agreement. The conference
agreement also clarifies that both the reinsurance provisions will
apply to reinsurance transactions between insurance companies
taxable under subchapter L.

10. Definition of company's share and policyholders' share

Present law

Under present law, all items of investment yield (i.e., gross in-
vestment income, including tax-exempt interest and dividends re-
ceived, less certain investment expenses) are allocated between the
policyholders and the company. Amounts allocated to policyholders
are not included in taxable investment income or gain from oper-
ations. Generally, this allocation is accomplished by means of a
proration formula which, in general, compares amounts credited to
policyholders to investment yield. The practical effect of the prora-
tion formula is to treat additions to reserves as funded in part out
of tax-exempt income thus limiting the tax benefit a company can
enjoy by the receipt of tax-exempt income.

House bill

The general concept that items of investment yield should be al-
located between policyholders and the company has been retained
from present law.

Specifically, under the House bill the policyholders' share of any
item is 100 percent of the item reduced by the company's share of
the item. The company's share is defined as the percentage ob-
tained by dividing the company's share of net investment income
by total net investment income. The company's share of net invest-
ment income is the excess of net investment income over the sum
of (1) the deductible portion of policyholder dividends and (2) all
amounts in the nature of interest paid or credited to policyholders
as customers pursuant to insurance or annuity contracts (including
all pension plan contracts).

Under the House bill, net investment income is defined as the
excess of gross investment income over investment expenses. Gross
investment income is generally the same as under present law, and
includes tax-exempt interest. However, gross investment income
does not include dividends received from a subsidiary which are eli-
gible for the 100 percent dividends received deduction (or which
would have been eligible for the 100 percent dividends received de-
duction if the recipient were not a foreign corporation) except to
the extent such dividends are paid, directly or indirectly, out of
tax-exempt income. Investment expenses are defined as the sum of
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the direct investment expenses plus an allocable share of the gen-
eral expenses. General expenses of the life insurance company
must be allocated to gross investment income in the same propor-
tion as gross investment income for the taxable year bears to the
gross receipts for the taxable year. For purposes of this formula,
general expenses are indirect expenses not directly allocable to in-
vestment income or underwriting income.

Senate amendment
The Senate amendment is generally the same as the House bill

but has a proration fraction that will be simpler to compute. Under
the amendment, net investment income is defined as 90 percent of
gross investment income. Also, the company's share of net invest-
ment income is the excess of net investment income over the sum
of: (1) required interest for reserves; (2) any excess interest; (3) any
amount in the nature of interest (whether or not a policyholder
dividend) credited to a policyholder or customer fund under a pen-
sion plan contract for employees not yet retired or to a deferred an-
nuity contract before the annuity starting date; and (4) a fraction
of the deductible portion of policyholder dividends (not including
any amounts previously included under (1), (2) or (3) or any premi-
um or mortality charge adjustments associated with a contract for
which excess interest was credited during the taxable year).

Conference agreement
The conference agreement follows the Senate amendment.

11. Foreign tax credit

Present law
Life insurance companies are generally subject to the same rules

governing foreign income as other U.S. corporations. The United
States taxes U.S. citizens and residents and U.S. corporations on
their worldwide income. The United States allows U.S. taxpayers
to offset the U.S. tax on their foreign income by the income taxes
paid or accrued to a foreign country ("foreign tax credit").

The Code contains a limitation to ensure that the credit offsets
the U.S. tax on only the taxpayer's foreign income. To calculate
U.S. taxable income and foreign taxable income, which is necessary
to compute the limitation, all deductions must be allocated against
gross income, and apportioned against gross U.S. income or gross
foreign income. Expenses that are properly allocated or appor-
tioned to a class of U.S. (or foreign) source income reduce gross
income in that category (sec. 861(b), 862(b), and 863; Reg. sec. 1.861-
8). Expenses that cannot definitely be allocated to a class of gross
income are generally deducted ratably from all classes of gross
income.

House bill
Under a general rule, the House bill provides that in calculating

U.S. source income and foreign source income, three items will be
treated under regulations as items which cannot definitely be allo-
cated to an item or class of gross income, but will be allocated rat-
ably among all classes of gross income. These items are policyhold-
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er dividends (determined under new section 808(c)), reserve adjust-
ments (under subsections (a) and (b) of new section 807), and death
benefits and other amounts described in new section 805(a)(1).

Also, taxpayers will be able to elect to treat the expenses that
are the subject of the general rule of the bill as properly appor-
tioned or allocated among items of gross income in the manner and
to the extent prescribed in regulations. The election will apply for
all taxable years of the taxpayer to which the bill applies. It must
be made on or before September 15, 1984. Once made, it will be ir-
revocable, except with the consent of the Commissioner.

Senate amendment
The Senate amendment is the same as the House bill.

Conference agreement
The conference agreement follows the House bill and the Senate

amendment, but changes the date by which the foreign tax credit
election must be made to September 15, 1985, so that the election
may be made on the return for the first year to which the new
rules apply.

12. Foreign life insurance companies' minimum surplus

Present law
A foreign corporation carrying on an insurance business within

the United States, that would qualify as a life insurance company
if it were a U.S. corporation, is taxable like a U.S. life insurance
company on its income effectively connected with its conduct of
any U.S. trade or business. A special rule may alter the U.S. tax
on foreign life insurance companies doing business in the United
States when they hold a relatively small surplus attributable to the
U.S. business in the United States. If the foreign insurance compa-
ny's surplus held in the United States is less than a specified mini-
mum amount, then certain deductions of the company are de-
creased to reflect imputed earnings on any deficiency in surplus
compared to the specified minimum surplus.

House bill
The House bill generally retains the Secretary's ratio adjust-

ment, with modifications. A foreign company taxable as a life in-
surance company must compare its surplus held in the United
States to a required surplus computed under the new statute. If the
required surplus exceeds the actual surplus, the company must in-
crease its income by the product of that excess and its current in-
vestment yield.

Senate amendment
The Senate amendment is the same as the House bill.

Conference agreement
The conference agreement follows the House bill and the Senate

amendment.
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13. Contiguous country branches of U.S. life insurance companies

Present law

U.S. corporations are taxable on worldwide income, including for-
eign income (although the foreign tax credit may offset U.S. tax on
foreign income). In general, foreign corporations (even those wholly
owned by U.S. persons) are not subject to U.S. tax on foreign
income. Foreign branch operations of U.S. taxpayers generally are
subject to tax currently. Generally, a U.S. mutual life insurance
company may elect to exempt the income of its branches that oper-
ate in Canada or Mexico so long as the foreign branch does not re-
patriate its income to the United States. Repatriation of contiguous
country branch income results in an increase in life insurance com-
pany taxable income. In this respect, the treatment of contiguous
country branches corresponds generally to the treatment of foreign
subsidiaries of U.S. parent companies.

House bill

The House bill retains the contiguous country branch rule of
present law, with technical modifications.

Senate amendment

The Senate amendment is the same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Senate
amendment.

14. Rules relating to capital gains and losses

Present law

With respect to property used in a trade or business and held for
more than 12 months, present law provides, in general, that if the
gains from the sale or exchange of such property exceed such
losses, then the net gain is treated as not being from the sale or
exchange of a long-term capital asset. If the losses exceed the
gains, then the net loss is considered as not being from the sale or
exchange of a capital asset, with the result that ordinary gain or
loss is realized.

In the case of life insurance companies, a special rule applies
which modifies the general rule by limiting the term "property
used in the trade or business" to include only property used in car-
rying on an insurance business. Further, for purposes of section
1221(2) (excluding certain property from the term "capital assets"),
the reference to property used in trade or business is treated as in-
cluding only property used in carrying on an insurance business.

In both cases, the term "property used in carrying on an insur-
ance business" means only those assets used in the operation of the
insurance trade or business.

Under present law, the amount of gain that is recognized on the
sale or other disposition of certain property acquired before Decem-
ber 31, 1958 is limited. In the case of property acquired after De-
cember 31, 1958, having a substituted basis (within the meaning of
sec. 1016(b)), the limitation on the gain recognized shall apply if the
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property or properties were held only by life insurance companies
during the relevant periods. The term "property" does not include
insurance and annuity contracts (and contracts supplementary
thereto) and property described in section 1221 relating to stock in
trade or inventory-type property.

House bill

The House bill continues the present-law treatment relating to
capital gains and losses and gains and losses on property used in
the trade or business for life insurance companies and continues
the current distinction between indemnity and assumption reinsur-
ance arrangements.

Senate amendment

The Senate amendment is the same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Senate
amendment.

15. Technical and conforming amendments

House bill

The House bill contains 27 technical changes to the provisions of
the Internal Revenue Code of 1954 outside of Part I of subchapter
L to conform the existing provisions of the 1954 Code to the new
single phase tax system adopted for life insurance companies under
the bill.

Senate amendment

The Senate amendment is the same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Senate
amendment.

16. General effective date

House bill

Generally, the life insurance company taxation provisions apply
to taxable years beginning after December 31, 1983.

Senate amendment

The Senate amendment is the same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Senate
amendment.
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17. Transitional rules

a. Reserves computed on a new basis

House bill

As of the beginning of the first taxable year after December 31,
1983, the reserve for any contract shall be recomputed as if the
amendments made in the House bill had applied to such contract
when it was issued. This provision applies to reserves held by any
company taxable under subchapter L of the Code (relating to the
taxation of insurance companies).

Any change in accounting (e.g., in computing the policyholder
dividends deduction) or any change in the method of computing re-
serves which is required by the House bill will not be treated as a
change in the method of accounting or in the method of computing
reserves, and will not give rise to income or loss. This "fresh start"
provision will apply only to life insurance companies and solely to
changes made between any company's first taxable year beginning
after December 31, 1983, and the preceding taxable year.

Senate amendment

The Senate amendment is generally the same as the House bill,
except it clarifies how a nonlife insurance company should recom-
pute life insurance reserves and extends the "fresh start" benefits
to any insurance company required to recompute reserves under
the new provisions.

The Senate amendment provides that a company with less than
$500 million in assets may elect not to recompute its reserves for
existing business and may use instead statutory reserves for such
business for tax purposes. If a company has made this election, and
also qualifies for the full small company deduction, it may also
elect to compute tax reserves for contracts issued after 1983 and
before 1989 according to a formula that adjusts statutory reserves
depending on the difference between the prevailing interest rate
and the assumed interest rate.

Conference agreement
The conference agreement follows the Senate amendment, with

the modification that the election not to recompute life insurance
reserves for existing business is limited to companies with less than
$100 million in assets.

b. Allocation of the "fresh start" in certain cases

House bill

No provision.

Senate amendment

The Senate amendment allocates the "fresh start" benefit be-
tween the ceding company and the reinsurer with respect to re-
serves subject to a coinsurance agreement entered into during 1982
or 1983. Generally, the "fresh start" benefit is allocated by income
recognition or deductions upon termination of the reinsurance
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agreement, making the amounts under the allocation reflect the
duration of the agreement between the parties after 1983.

Conference agreement

The conference agreement follows the Senate amendment with
certain technical clarifications.

c. Denial of "fresh start" in certain cases

House bill

The "fresh start" rule is not applicable to any recomputation of
reserves transferred pursuant to a reinsurance agreement entered
into, modified or terminated after September 27, 1983, and before
January 1, 1984. The bill also provides that if expenses have been
transferred between insurance companies pursuant to a reinsur-
ance agreement that is entered into, modified, or terminated after
September 27, 1983 (and before January 1, 1984), any income at-
tributable to those expenses and taken into account in a later year
cannot be taken into account for purposes of determining the
amount of the special life insurance company deduction and the
small life insurance company deduction. Also, the "fresh start"
rule does not apply to any reserve strengthening reported for Fed-
eral income tax purposes after September 27, 1983, for a taxable
year ending before January 1, 1984.

Senate amendment

The Senate amendment does not deny the benefits available
under the "fresh start," per se, but shifts the tax effects of certain
events occurring between the announcement of the "fresh start"
proposal and the effective date of the bill. Specifically, the Senate
amendment provides that, for purposes of computing life insurance
company taxable income, a reinsurance agreement entered into or
a modification to a reinsurance agreement (to the extent of the
modification) made after September 27, 1983 (and before January 1,
1984), will not be taken into account until January 1, 1984. Like-
wise, any reserve strengthening reported for Federal income tax
purposes after September 27, 1983, for a taxable year ending before
January 1, 1984, will not be taken into account until January 1,
1984.

For these purposes, the phrase "any reserve strengthening" in-
cludes the computation of reserves on contracts issued in 1983,
under plans of insurance in existence on September 27, 1983, on a
more conservative basis than was the customary practice of the
company for similar contracts, or to the strengthening of reserves
for tax purposes, generally, on existing business. Reserve strength-
ening for tax purposes resulting from a proper election under sec-
tion 818(c) of present law will be eligible for a fresh start if more
than 95 percent of the section 818(c) amount arises from risks
under life insurance contracts issued by the taxpayer under a plan
of insurance first filed after March 1, 1982, and before September
28, 1983.

35-426 0 - 84 - 68
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Conference agreement

The conference agreement follows the House bill with respect to
the denial of the "fresh start" for reserves transferred pursuant to
the entering into or the modification of a reinsurance agreement
entered into after September 27, 1983, and before January 1, 1984,
as well as for reserve strengthening claimed after September 27,
1983, for a taxable year ending before January 1, 1984. It does not-
deny a "fresh start" for reserves transferred because of a termina-
tion of the reinsurance agreement during the proscribed period.
The conference agreement follows the Senate amendment with re-
spect to the statutory definition of reserve strengthening and the
exception therefrom for certain proper elections under section
818(c) of present law.

For situations in which there is a denial of the "fresh start," the
conference report provides specific rules for how the amount aris-
ing from the recomputation of reserves will be taken into account.
Generally, the amount will be taken into account ratably over 10
years, unless a 10-year spread would not have been applicable
under the 1959 Act. Thus, any decrease in reserves attributable to
the section 818(c) revaluation that is not allowed under the re-
quired reserve recomputation of the bill will be taken into account
in the first taxable year beginning after December 31, 1983. Also,
any amount included in income as a decrease in reserves, and any
income attributable to expenses transferred in connection with a
proscribed transfer of reserves, will not be taken into account for
purposes of determining the amount of the special and small life
insurance company deductions.

Finally, the conference agreement follows the substance of the
Senate amendment with respect to the denial of the deductions for
nonparticipating contracts and accident and health insurance and
group life insurance contracts, if those deductions arose from the
entering into or the modification of a reinsurance agreement
during the proscribed period. Rather than denying such deductions
by treating the proscribed reinsurance activities as occurring in the
1984 tax year, the conference agreement denies the deductions for
the 1983 tax year.

18. Special rules

House bill

If, prior to January 1, 1984, an election is made to treat income
from an installment obligation as investment income, any income
from such obligation will be treated as attributable to a noninsur-
ance business.

The House bill provides that, in certain specific cases, involving
the acquisition of one or more insurance companies (after 1979 and
before April 1, 1983), if certain tests are met, then the tentative
LICTI of the corporation holding the assets for taxable years 1984
and 1985 will be increased by the deduction allowable for the amor-
tization of the cost of insurance contracts acquired in the acquisi-
tion and for any portion of any operations loss deduction attributa-
ble to such amortization.
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Finally, the House bill provides that any company that has been
operating for a 10-year period ending on December 31, 1983, as a
hybrid company (i.e., as a mutual life insurance company with
shareholders), will be treated as part stock and part mutual life in-
surance company.

Senate amendment

The Senate amendment is the same as the House bill with re-
spect to the treatment of installment contracts. It is the same as
the House bill with respect to the treatment of amortization of ex-
penses for certain acquisitions of insurance companies between
1979 and April 1, 1983, but the provision is limited in its applica-
tion to certain acquiring life insurance companies domiciled in
Texas, Alabama and Oklahoma, and the benefit is extended to all
taxable years after December 31, 1983. The Senate amendment
treats a hybrid life insurance company as a stock life insurance
company.

Finally, the Senate amendment has a special provision to treat
the ownership of certain stock as noninsurance business for pur-
poses of computing tentative LICTI if the stock was acquired
through debt financing.

Conference agreement

The conference agreement follows the House bill and Senate
amendment with respect to the treatment of installment contracts.

It follows the Senate amendment with respect to the treatment
of amortization of expenses for certain life insurance company ac-
quisitions between 1979 and April 1, 1983, but with the modifica-
tion that to be eligible to use the special rule a company must be
domiciled or have its principal place of business in Alabama, Ar-
kansas, Oklahoma, or Texas.

The conference agreement adopts a similar rule for a company
with certain losses on guaranteed interest contracts used in pen-
sion business by allowing a deduction of those losses after the com-
putation of the special and small life insurance company deduc-
tions. The losses arise in situations in which a company has guar-
anteed a long-term interest rate and intended to meet the obliga-
tion by matching the interest rate guarantee with investments in
discounted bonds, relying on both the current income of the bond
and the amount of the discount to be realized at capital gain rates.
To the extent the guaranteed interest rate exceeds the current
income of the discounted bond, the company is allowed a deduction
after the special and small life insurance company deductions at a
full 46 percent tax rate in order to maintain the economics of the
transactions with respect to existing guarantees. The rule is nar-
rowly drawn because of special reliance on present-law tax rules
(i.e., the pricing reflected in expected tax savings) in structuring
the transaction. Moreover, the amount of tax benefit that can be
enjoyed because of this rule is limited to $4.5 million in 1984, $4.5
million in 1985, $3.0 million in 1986, $2.0 million in 1987, and zero
for 1988 and thereafter.

Also, the conference agreement follows the substance of the
Senate amendment with respect to the treatment of certain owner-
ship of stock acquired through debt financing, requiring that the
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income and deductions related to such stock ownership also be
taken into account after computation of the special and small life
insurance company deductions (without any loss limitations).

Finally, the conference agreement adopts the Senate amendment
with respect to hybrid life insurance companies.

19. Waiver of estimated tax penalty

Present law

Corporate taxpayers are required to pay tax quarterly on an esti-
mated basis. In the case of an underpayment of estimated tax, an
additional amount is due, determined at the deficiency interest
rate on the amount of the underpayment for the period of under-
payment.

House bill

The House bill is the same as present law.

Senate amendment

Any penalty for underpayment of estimated tax by an insurance
company, for any 1984 period, is waived to the extent the under-
payment is due to changes from present-law tax provisions that are
made retroactive by the effective date of the bill.

Conference agreement
The conference agreement follows the Senate amendment.

B. Taxation of Life Insurance Products

1. Definition of a life insurance contract

Present law

Generally, there is no statutory definition of life insurance under
present law, except for purposes of tax-free exchanges. Income
earned on the cash surrender value of a contract is not taxed cur-
rently to the policyholder, but it is taxed upon termination of the
contract prior to death to the extent that the cash surrender value
exceeds the policyholder's investment in the contract. Gross income
does not include amounts received by a beneficiary under a life in-
surance contract, if the amounts are paid because of the death of
the insured.

In TEFRA, Congress enacted temporary guidelines for determin-
ing whether flexible premium life insurance contracts (e.g., univer-
sal life or adjustable life) qualified as life insurance contracts for
purposes of the exclusion of death benefits from income. Violation
of the guidelines at any time during the contract causes the con-
tract to be treated as providing a combination of term life insur-
ance and an annuity or a deposit fund (depending on the terms of
the contract). In the event of the death of the insured, only the
term life insurance component is excluded from gross income.

House bill

The House bill adopts a definition of a life insurance contract for
purposes of the Internal Revenue Code. This provision extends to
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all life insurance contracts rules that are similar to, but narrower
than, those contained in the temporary provisions of TEFRA.

A life insurance contract is defined as any contract, which is a
life insurance contract under the applicable State or foreign law,
but only if the contract meets either of two alternatives: (1) a cash
value accumulation test, or (2) a test consisting of a guideline pre-
mium requirement and a cash value corridor requirement. Which-
ever test is chosen, that test must be met for the entire life of the
contract in order for the contract to be treated as life insurance for
tax purposes (e.g., the cash value accumulation test must be met
(at all times) by the terms of the contract). For purposes of apply-
ing the definitional tests, computational rules and adjustment rules
are specifically provided.

If a contract fails to meet either of the alternative tests, the con-
tract will be treated as a combination of term life insurance and a
currently taxable fund.

The provision is effective for contracts issued after December 31,
1983. Contracts issued during 1984, will qualify (1) if they meet the
present-law flexible premium contract tests (whether or not they
are flexible premium contracts); (2) if not flexible premium con-
tracts, they would meet the new definition by substituting 3 per-
cent for 4 percent in the cash value test and treating the maturity
date as the latest permitted in the contract (but not less than 20
years after date of issue or age 95, if earlier); or (3) if they meet a
statutory description of irreplaceable life. The House bill also has a
transition rule or grandfather for certain 20-pay contracts issued
under existing plans of insurance (as of September 28, 1983), which
allows "3 percent" to be substituted for "4 percent" for purposes of
meeting the cash value accumulation test.

Senate amendment

The Senate amendment is generally the same as the House bill,
except for certain technical clarifications in the computational
rules, and for differences in the treatment of failing contracts and
in the effective date provisions.

Contracts that fail are treated as a combination of term life in-
surance and an annuity as of the date of failure; upon failure, an
excise tax of 10 percent of the net surrender value of the contract
is imposed on the company.

The definition is effective for contracts issued after December 31,
1984, except increasing death benefit policies (1) issued under post-
March 14, 1984, plans of insurance, or (2) having premium funding
more rapid than 10-year level premiums, for which the definition is
effective January 1, 1984. A special rule allows the sale of certain
single premium increasing death policies until June 1, 1984, where
face amount is $5,000 or less, and there is no more than 1 policy
sold per customer. There is an extension of the flexible premium
contracts provision for 1 year.

The Senate amendment has the same provision for grandfa-
thered contracts under existing plans of insurance as in the House
bill.
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Conference agreement

The conference agreement generally follows the House bill and
the Senate amendment, with the technical clarifications in the
computational rules of the Senate amendment. It follows the House
bill with respect to the consequences of failing to-meet the-defini-
tion of life insurance. -

With respect to the effective date, the conference agreement fol-
lows the Senate amendment, adopting a general effective date that
makes the new definitional provisions applicable to contracts
issued after December 31, 1984. The new provisions will be effective
for a contract issued after June 30, 1984, if the contract has an in-
creasing death benefit and premium funding more rapid than 10-
year level premium payments, unless the contract meets one of the
three transition rules described in the House bill. Thus, present
law applies through 1984 (with sec. 101(f) extended for the same
period), except in the case of the above described increasing death
benefit contracts.

There is an additional transition rule for certain increasing
death benefit policies, which makes the new definitional provisions
applicable only for a contract issued after September 30, 1984, if
the contract would meet the new definition by substituting "3 per-
cent" for "4 percent" in the cash value accumulation test (assum-
ing that the rate or rates guaranteed on issuance of the contract
can be determined without regard to any mortality charges), and if
(with the same "3 percent" for "4 percent" substitution) the cash
surrender value of the contract does not at any time exceed the net
single premium which would have to be paid at such time to fund
future benefits at the then current level of benefits.

Finally, the conference agreement provides a transition rule for
20-pay qualified contracts that permits certain existing plans of in-
surance to be modified to permit the crediting of excess interest or
similar amounts annually and not monthly, without forfeiting the
grandfather provision.

2. Treatment of certain annuity contracts

Present law

Cash withdrawals prior to the annuity starting date are includ-
ible in gross income to the extent that the cash value of the con-
tract (determined immediately before the amount is received and
without regard to any surrender charge) exceeds the investment in
the contract. A penalty tax of 5 percent is imposed on the amount
of any such distribution that is includible in income, to the extent
that the amount is allocable to an investment made within 10
years of the distribution. The penalty is not imposed if the distribu-
tion is made after the contract holder attains age 591/2, when the
contractholder becomes disabled, upon the death of the contracth-
older or as a payment under an annuity for life or at least 5 years.
No income is recognized to the recipient of an annuity on the death
of the contractholder. However, since the recipient has the same
investment in the contract as the deceased contractholder, the re-
cipient is subject to income tax on the income accumulated in the
contract prior to death when it is distributed from the contract.
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House bill
The House bill generally retains the present-law provisions for

annuity contracts. However, the 5-percent penalty on premature
distributions will apply to any amount distributed to the taxpayer,
without regard to whether the distribution is allocable to an invest-
ment made within 10 years, unless the taxpayer owner has at-
tained age 59/2.

In the event that the owner of any annuity contract dies before
the annuity starting date, an amount equal to the cash surrender
value of such contract shall be treated as paid to the contracth-
older immediately before death.

These provisions apply to contracts issued after the day which is
six months after the date of enactment.

Senate amendment

The Senate amendment is the same as the House bill except in
the event of the annuity owner's death before the annuity starting
date. Under the Senate amendment, if the owner of any annuity
contract dies before the annuity starting date, specific distribution
rules will apply, depending on the decedent's beneficiary with re-
spect to the contract. First, if there is a nonspousal beneficiary, the
income in the annuity contract generally will have to be distribut-
ed within 5 years after the death of the owner. Second, if the dece-
dent's spouse is the beneficiary, the annuity contract may be con-
tinued (together with deferral of tax on the accrued and future
income under the contract) until distribution to or the death of the
spouse. Third, if the beneficiary is a dependent minor child, the
contract can be continued until the child reaches age 26. Fourth, if
the beneficiary is a dependent handicapped individual, the contract
can be continued until that individual reaches age 26, and then an
annuity for the beneficiary can be commenced covering any period
(including the life of the handicapped individual).

Conference agreement
The conference agreement follows generally the Senate amend-

ment, but with some modifications to the rules for the treatment of
annuity contracts in the event of the contractholder's death. These
modified rules generally conform to those applicable to qualified
pension plans and IRAs.

To be treated as an annuity contract, the contract must provide
that, if the contractholder dies on or after the annuity starting
date and before the entire interest in the contract has been distrib-
uted, the remaining portion of such interest will be distributed at
least as rapidly as the method of distribution in effect. If the con-
tractholder dies before the annuity starting date, generally, the
entire interest must be distributed within 5 years after the date of
death of the contractholder, or must be annuitized for some period
(including the life of a designated beneficiary) within 1 year after
that date. If there is a spousal beneficiary upon the contracth-
older's death, the contract (including deferral of income tax) may
be continued in the name of the spouse as the contractholder.

As under both the House bill and the Senate amendment, the
new provisions will be effective for contracts issued more than 6
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months after enactment. For these purposes, an annuity contract
issued in exchange for another will be considered a new contract
subject to the new penalty and distribution-at-death rules. The
grandfather provisions granted in TEFRA for amounts invested in
or credited to investments in annuity contracts prior to August 13,
1982, continue in effect for purposes of applying the distribution of
income-first rules applicable to annuity contracts.

The conference agreement also adopts a technical correction to
the TEFRA annuity provisions which allows any investment in a
multiple premium annuity contract (issued prior to the effective
date of the new penalty provisions) to be treated as having been
made on January 1 of the year of investment. This technical cor-
rection is intended to simplify the accounting requirements of the
10-year-aging rule in TEFRA for the penalty on early distributions
from annuity contracts.

3. Policyholder loans

Present law

Under present law, no deduction is allowed for interest on policy-
holder loans made pursuant to a plan which contemplates system-
atic borrowing, or for interest on a loan incurred to purchase or
carry a single premium life insurance contract. These rules do not
apply if (1) 4 out of the first 7 annual premiums due are paid with-
out borrowing, (2) the total interest subject to limitation is less
than $100, (3) borrowing is incurred because of unforeseen substan-
tial income loss or increased financial obligations, or (4) borrowing
is incurred in a trade or business.

House bill

In addition to present law, the House bill provides an overall lim-
itation for deduction of interest on policyholder loans. The amount
of the limitation is equal to the deficiency interest rate times: (1)
$250,000, for individuals; (2) $500,000. for joint returns; and (3)
$500,000, for each qualified individual insured in a trade or busi-
ness. A qualified individual is one who has whole life coverage of at
least 10 percent of the amount of coverage on the individual with
the greatest coverage. Generally, unused limitations may be car-
ried over.

The new provision applies only to policies issued after September
27, 1983.

Senate amendment
The Senate amendment does not alter present law.

Conference agreement
The conference agreement follows the Senate amendment.

4. Certain exchanges of insurance policies

Present law
Under present law, no gain or loss is recognized on the exchange

of (1) a contract of life insurance for another contract of life insur-
ance or for an endowment or annuity contract; (2) a contract of en-
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dowment insurance for another contract of endowment with the
same or earlier payment date or for an annuity contract; or (3) an
annuity contract for an annuity contract. For purposes of this ex-
change rule, an endowment contract or life insurance contract with
a life insurance is defined, in part, as a contract with a life insur-
ance company (as defined for tax purposes).

House bill

The House bill does not alter present law.

Senate amendment

The Senate amendment changes the definition of an endowment
contract and a life insurance contract to include contracts issued by
any insurance company taxable under subchapter L of the Code,
rather than just by life insurance companies. The amendment will
be effective as if included in the Internal Revenue Code of 1954.

Conference agreement

The conference agreement follows the Senate amendment.

5. Group-term life insurance purchased for employees

Present law

The cost of group term life insurance purchased by an employer
for an employee for a taxable year is included in the employee's
gross income to the extent that the cost is greater than the sum of
the cost for $50,000 of life insurance plus any contribution made by
an employee to the cost of the insurance. This rule does not apply
to former employees because of retirement or disability. An em-
ployer may provide group-term life insurance for these two groups
of former employees in amounts greater than $50,000 without any
portion of the costs being included in their gross income.

If a group-term life insurance plan maintained by an employer
discriminates in favor of any key employee, the exclusion for the
cost of the first $50,000 of this insurance is not available. In that
event, the full cost of the group-term life insurance for any key em-
ployee is included in the gross income of the employee (based on
the uniform cost table).

House bill

The House bill effects three changes in the present-law treat-
ment of group-term life insurance. First, the $50,000 limitation on
the amount of group-term life insurance that may be provided tax-
free to employees also will apply to retired as well as active em-
ployees. Second, the nondiscrimination rules will be applied to
plans covering retired employees. Third, under the House bill, if a
plan fails to qualify for the exclusion because it is discriminatory,
then the employees and retirees will have to include in income the
actual cost of their insurance benefit rather than the table cost
prescribed by the Treasury.

The provisions are effective for taxable years beginning after De-
cember 31, 1983. However, the new provisions do not apply to indi-
viduals -covered by plans of group-term insurance in existence on
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September 27, 1983 (or comparable successor plans) to the extent of
their coverage guaranteed for retirement on that date.

Senate amendment

The Senate amendment is generally the same as the House bill
with a specific clarification that the cost of the group-term life in-
surance coverage will be included in the income of a retired em-
ployee for the year in which the coverage is received, whether or
not the benefit of retirement coverage vests upon retirement.

However, the Senate amendments make the provisions applica-
ble to taxable years that begin after December 31, 1983, but not to
any group-term life insurance plan in existence on January 1, 1984
or to any group-term life insurance plan of the employer (or succes-
sor employer) which is a comparable successor to an existing plan,
with respect to an individual who retires under the plan and who
attained age 55 on or before January 1, 1984. The provision for
nonapplication of the new provisions will not itself apply to any
plan which is discriminatory after March 15, 1987, with respect to
any individual retiring after that date.

Conference agreement

The conference agreement generally follows the Senate amend-
ment. By adopting the Senate amendment, including the clarifica-
tion of when the group-term life insurance benefit for a retired em-
ployee is included in income, the conferees do not intend to affect
in any way the determination of whether the form of the benefit
received by an employee upon retirement constitutes group-term
life insurance for purposes of section 79.

However, the conference agreement does modify the nonapplica-
bility provision for existing plans. That is, the new provisions will
not apply to any group-term life insurance plan in existence on
January 1, 1984 (or to any comparable successor plan), but only
with respect to those individuals who retire under the plan, who
were employed during 1983 by the employer having the plan, and
who attained age 55 on or before January 1, 1984. The new provi-
sions do not apply to any employees who retired before January 1,
1984. Also, the nonapplication provision will not apply to any plan
that is discriminatory after December 31, 1986, with respect to any
individual retiring after that date.

C. Studies

Present law

No specific provision.

House bill

The bill requires that certain studies and reports be made on
revenue, segment balance and other issues arising under the new life
insurance tax provisions. These reports are to be made by Treasury
in consultation with the House Committee on Ways and Means, the
Senate Committee on Finance, and the Joint Committee on Tax-
ation.

The final report is to be submitted by January 1, 1989, to the
House Committee on Ways and Means and the Senate Committee
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on Finance. Interim reports are to be submitted to the committees
not later than July 1, 1986, 1987, and 1988.

Senate amendment

The Senate amendment is the same as the House bill, except
that consultation is not required.

Conference agreement

The conference agreement follows the House bill. The conferees
wish to emphasize that in preparing this report, the Treasury
should give specific attention to the revenue impact of allowing
consolidated returns to be filed by life insurance companies with
nonlife or noninsurance companies. Likewise, the conferees intend
that the general authority granted to Treasury to gather informa-
tion to study the revenue effect and assess the tax policy adopted
under the insurance provisions be used to gather information on
the volume and use of policyholder loans so that the committees
will have useful information for future legislative work in that
area.

III. CHARITABLE DEDUCTION RULES; PRIVATE
FOUNDATION PROVISIONS; EXEMPT ORGANIZATIONS

A. General

Charitable Deduction Rules

1. Public charities

Present law

Contributions of cash or ordinary-income property by an individ-
ual to public charities or private operating foundations are deducti-
ble up to 50 percent of the donor's contribution base for the year
(adjusted gross income, with certain modifications). Contributions
in excess of this limitation, or of the 30-percent limitation applica-
ble to gifts by individuals of capital-gain property to such charities,
may be carried forward and deducted over the following five years,
subject to applicable percentage limitations in those years (Code
sec. 170).

House bill

No provision.

Senate amendment

The Senate amendment increases to 60 percent the present-law
50-percent limitation on the deductibility by individuals of certain
charitable contributions, and extends to 15 years the present-law
five-year carryover period for certain excess contributions.

This provision applies to contributions made after December 31,
1984. Carryovers of excess pre-1985 contributions to post-1984 years
remain subject to the present-law carryover period and deduction
limitations.
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Conference agreement

The conference agreement does not include the Senate amend-
ment.

2. Nonoperating (grant making) foundations

Present law

In general, all contributions to private nonoperating foundations
are deductible up to 20 percent of the donor's contribution base for
the year, with no carryover of excess contribution amounts.

The amount deductible for contributions of appreciated capital-
gain property to nonoperating foundations equals the donor's basis
in the property plus 60 percent of the appreciation (i.e., 60 percent
of the excess of fair market value over the donor's basis). Contribu-
tions of such property to public charities or operating foundations
are deductible at full fair market value (subject to a special rule for
unrelated-use tangible personal property).

House bill

The House bill increases the percentage limitation on deductibil-
ity of contributions of cash or ordinary-income property to nonop-
erating foundations (and of certain other charitable contributions)
to 30 percent of the donor's contribution base, effective for contri-
butions made after 1984. The bill retains the 20-percent limitation
for all gifts of capital-gain property except such gifts to public char-
ities or private operating foundations. Thus, gifts of capital-gain
property to private nonoperating foundations (including gifts of cer-
tain appreciated stock which are deductible under the bill at fair
market value) remain subject to the 20-percent limitation. Also,
excess post-1984 contributions are eligible for a five-year carryover.

The House bill generally allows a deduction at full fair market
value for contributions, made after 1984 and before 1995, to nonop-
erating foundations of up to 10 percent of the stock of a corpora-
tion for which (as of the contribution date) market quotations for
the stock are readily available on an established securities market.

Senate amendment

Under the Senate amendment, the income tax treatment of con-
tributions by individuals to private nonoperating foundations is the
same as that of contributions by individuals to public charities or
operating foundations, effective for contributions made after the
date of enactment.

Conference agreement

The conference agreement follows the House bill, with modifica-
tions to the effective date. The percentage limitation and carryover
provisions of the bill apply to contributions in taxable years ending
after the date of enactment. The provision on deductibility of con-
tributions of certain stock applies to such contributions made after
the date of enactment and before January 1, 1995.
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3. Expansion of circumstances in which a deduction may be
claimed for qualified conservation contributions

Present law

Subject to certain limitations as to amount and type of property
interest, present law provides a deduction for contributions of prop-
erty to charitable organizations, to the United States, or to a State
or local government. Charitable deductions are provided for
income, gift, and estate tax purposes (Code secs. 170, 2055, and
2522).

Gifts of less than the donor's entire interest in property are sub-
ject to special restrictions. An exception to these restrictions is pro-
vided in the case of qualified conservation contributions. One of the
requirements for a qualified conservation contribution to be tax-de-
ductible is that surface mining be precluded on the land with re-
spect to which the contribution is made.

House bill

No provision.

Senate amendment
The Senate amendment provides that deductions are allowable

for qualified conservation contributions of property even though
surface mining is not precluded if two conditions are satisfied.
First, the surface and mineral estates in the property must have
been separated at all times after June 12, 1976. Second, the proba-
bility of surface mining occurring on the property must be so
remote as to be negligible.

This provision is effective for contributions made after the date
of enactment.

Conference agreement

The conference agreement follows the Senate amendment.

4. Collection of amounts for U.S. Olympic Committee

Present law

There is no procedure under present law for collecting amounts
for nongovernmental organizations through Federal tax returns.

House bill

No provision.

Senate amendment

Individuals may forego $1 of their income tax refund ($2 on a
joint return), or may pay an additional $1 in tax ($2 on a joint
return), to be transferred, less collection costs, by the Treasury to
the U.S. Olympic Committee. No charitable deduction is allowed in
either situation. A U.S. Olympic Trust Fund is established to ad-
minister the funds.

This provision is effective for returns filed for 1984 through 1988.
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Conference agreement

The conference agreement does not include the Senate amend-
ment.

5. Charitable expense deduction for use of passenger automobile

Present law

In determining the amount of charitable contribution deduction
attributable to use of a car in providing services to a charity, a tax-
payer may deduct actual "out-of-pocket" expenses (Treas. Reg. sec.
1.170A-l(g)). Alternatively, the taxpayer may use a standard mile-
age rate; at present, this rate is set by the IRS at nine cents a mile
(Rev, Proc. 82-61, 1982-2 C.B. 849). Under either computation
method, the taxpayer may also deduct parking fees and tolls, but
may not deduct general repair or maintenance expenses, deprecia-
tion, insurance, registration fees, etc.

House bill

No provision.

Senate amendment

The standard mileage rate used in determining the amount of a
taxpayer's charitable contribution deduction for the use of a pas-
senger automobile in performing donated services, if the actual ex-
pense method is not used, is increased to 12 cents a mile. (As with
the present mileage rate, the taxpayer may also deduct parking
fees and tolls, but may not also deduct general repair or mainte-
nance expenses, depreciation, insurance, registration fees, etc.) The
deduction is allowable, as in the case of other types of charitable
contributions, only if verified pursuant to Treasury regulations
(sec. 170(a)(1)).

The provision is effective for taxable years beginning after 1984.

Conference agreement
The conference agreement follows the Senate amendment.

B. Private Foundation Provisions

1. Exemption for certain operating foundations from excise tax
on investment income

Present law

Private foundations are subject to a two-percent excise tax on
their net investment income for the taxable year (Code sec. 4940).

House bill

The House bill provides that a private operating foundation
(such as a museum or library) which previously had been publicly
supported for at least 10 years (or qualified as an operating founda-
tion on January 1, 1983), which has a governing body broadly rep-
resentative of the general public (with at least 75 percent consist-
ing of persons unrelated to the foundation), and none of whose offi-
cers otherwise are disqualified persons, is exempt from the two-per-
cent excise tax on net investment income, effective for taxable
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years beginning after 1984, and that post-1984 grants to such foun-
dation are not subject to the expenditure responsibility rules.

Senate amendment

The Senate amendment is the same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Senate
amendment.

2. Reduction in excise tax on investment income if charitable
payout increases

Present law

Private foundations are subject to a two-percent excise tax on
their net investment income for the taxable year (Code sec. 4940).

House bill

Under the House bill, the excise tax on investment income is re-
duced to one percent for the year if the foundation's payout for
charitable purposes (computed on a five-year average) is increased
by an equivalent amount, effective for taxable years beginning
after 1984.

No provision.

Conference agreement

The conference agreement follows the House bill.

3. Limitation on grant administrative expenses as qualifying
distributions

Present law
A private nonoperating foundation generally must make charita-

ble payouts ("qualifying distributions") at least equal to five per-
cent of the fair market value of its net investment assets (Code sec.
4942). Administrative expenses incurred in making grants to other
charities or in directly carrying on charitable activities count, with-
out limitation, toward satifying the payout requirement, and hence
may reduce the amounts which the foundation actually distributes
to charitable beneficiaries.

House bill

The House bill provides that the amount of administrative ex-
penses incurred by a foundation in making qualified grants or con-
tributions can be counted toward satisfying the charitable payout
requirement only up to 15 percent of the amount of qualified
grants or contributions made by the foundation, computed on the
basis of a five-year average.

The limitation does not apply to administrative expenses in-
curred by a foundation directly for the active conduct by the foun-
dation of exempt activities of the foundation. The term "directly
for the active conduct" of exempt activities has the same meaning
as in section 4942(j)(3)(A) and the Treasury regulations thereunder,
but disregarding the special allocation rule in Treas. Reg. sec.
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53.4942(b)-l(b)(1) which states that for purposes of the definition of
operating foundations under section 4942(j), all reasonable adminis-
trative expenses necessary to conduct a foundation's exempt activi-
ties, regardless of whether incurred directly for the active conduct
of such exempt activities, are treated as qualifying distributions ex-
pended directly for the active conduct of such exempt activities.

The grant administrative expense provision is effective for tax-
able years beginning after 1984.

Senate amendment

No provision.

Conference agreement

The conference agreement follows the House bill, with modifica-
tions. The conferees believe that a reasonable limitation should be
placed on the extent to which grant administrative expenses may
be counted in satisfaction of the payout requirement, in order to
ensure that more foundation expenditures actually reach charita-
ble beneficiaries. Under the conference agreement, foundations
must actually pay out amounts equal to 4.35 percent of its payout
base (net investment assets) as grants or contributions, program-re-
lated investments (sec. 4944(c)), expenditures directly for the active
conduct by the foundation of exempt activities of the foundation, or
qualified administrative expenses incurred directly in making such
direct operating expenditures or program-related investments.

Under the conference agreement, (1) the limitation on the
amount of grant administrative expenses which may be counted as
qualifying distributions is expressed as 0.65 percent of net invest-
ment assets (i.e., of the minimum investment return base as com-
puted under sec. 4942(e)), computed on the basis of a three-year av-
erage; (2) a conforming change is made in the transitional rule ap-
plicable with respect to pre-1985 base period years; (3) it is clarified
that qualified administrative expenses incurred directly in making
such program-related investments (within the meaning of sec.
4944(c)) are not subject to the limitation; and (4) the limitation will
not apply to taxable years beginning after December 31, 1990. Also,
the general definition of qualifying distributions in section
4942(g)(1)(A) is amended by substituting "(including that portion of
reasonable and necessary administrative expenses)" in place of
"(including administrative expenses)".

In addition, the IRS is authorized and directed by the Congress
to modify the foundation information return (Form 990-PF) as soon
as practicable to require additional and more detailed information
on expenditures by nonoperating and operating foundations, both
by categories of expenditures (such as grants, direct operating ex-
penditures, program-related investments, other investments, ad-
ministrative expenses, etc.) and by types of administrative expenses
(e.g., separate line items within each of such categories for salaries,
rent, legal fees, accounting fees, consulting fees, utilities, traveling
expenses, etc.). The revised form is to require the foundation to
attach a statement of the accounting principles and practices by
which it allocates administrative expenses among those which will
satisfy the definition of qualifying distributions as modified by the
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bill (sec. 4942(g)(1)(A)) and other categories of administrative ex-
penses.

.The Treasury is to submit a study to the-tax-writing committees
by January 1, 1988 concerning administrative expenses incurred by
nonoperating and operating foundations, on the basis of the revised
forms. To the extent practicable, the study is to examine (a) the
amount of qualifying distributions which actually reach charitable
beneficiaries; (2) the administrative costs of such payouts; (3) the
effect of the revised general definition (sec. 4942(g)(1)(A)) of those
administrative expenses which .are eligible to be qualifying distri-
butions, subject to the new limitation; and (4) the additional infor-

.mation provided by the revised form concerning categories and
types of administrative expenses, and the basis for allocating such
expenses among categories of foundation expenditures. This study
is intended to provide more detailed information concerning foun-
dation administrative expenditures than is now available.

Also, the conferees clarified that the mere fact that a State attor-
ney general, or other State government or official, has approved
the amount of director fees or other expenditures by a foundation
does not establish that such amounts or expenditures are reasona-
ble or not excessive reasonable for purposes of any of the private
foundation tax provisions.

.Under section 170, contributions by individuals to private nonop-
erating foundations receive certain favorable treatment if the foun-
dation makes qualifying distributions (which are treated as corpus
distributions) equal to 100 percent of the amount of contributions
received in the year within 21/2 months after the close of that year
(secs. 170(b)(1)(D), 170(e)(1)(B)). For purposes solely of determining
qualifying distributions under these deduction rules relating to
"conduit" foundations, the Treasury is authorized to prescribe by
regulations that the grant administrative expense limitation is to
be expressed as 15 percent of the amount of such pass-through con-
tributions, and to prescribe in the regulations any necessary or de-
sirable conforming and coordinating rules with respect to the sec-
tion 4942 limitation which is expressed as a percentage of the foun-
dation's net investment assets.

4. Technical amendments to charitable payout rules

Present law

In 1981, Code section 4942 was amended to define the required
minimum payout as five percent of the value of the foundation's
net investment assets (rather than the higher of that figure or net
income). The 1981 amendment failed to add back to the newly de-
fined payout amount the previously applicable modifications set
forth in section 4942(f)(2)(C), relating to (i) repayment to the foun-
dation of amounts previously treated as qualifying distributions
(e.g., scholarship loans); (ii) amounts received on disposition of
assets previously treated as qualifying distributions; and (iii)
amounts previously set aside for a charitable project but not so
used.
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House bill

The House bill adds to the required minimum payout the
amounts specified in Code section 4942(f)(2)(C) (certain loan repay-
ments, proceeds from assets dispositions, and unused set-asides), ef-
fective for post-198 4 taxable years. Also, the bill corrects certain
cross-references, effective on enactment.

Senate amendment

The Senate amendment is the same as the House bill.

Conference agreement

The conference amendment follows the House bill and the
Senate amendment.

5. Abatement of first-tier taxes in certain cases

Present law

Any violation of the private foundation rules secss. 4941-4945)
generally results in automatic imposition of an initial excise tax on
the foundation (or in the case of self-dealing, on the disqualified
person who entered into the prohibited transaction with the foun-
dation).

House bill

The House bill provides the IRS with discretionary authority to
abate the automatic first-tier penalty taxes (other than the sec.
4941 tax on self-dealing) if the foundation establishes that the vio-
lation was due to reasonable cause and not to willful neglect, and
corrects the violation. This provision applies to taxable events oc-
curring after 1984.

Senate amendment
The Senate amendment is the same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Senate
amendment.

6. Modification to limitations on foundation support of voter
registration drives

Present law

A foundation may support a section 501(c)(3) organization con-
ducting a voter registration drive only if the tax-exempt organiza-
tion conducting the drive meets certain support and expenditure
requirements, and if the voter registration activities are nonparti-
san, are not confined to one specific election period, and are con-
ducted in at least five States (Code sec. 4945(f)).

House bill

Under the House bill, the five-State requirement is dropped, ef-
fective January 1, 1984; all other requirements of present law are
retained (e.g., that the voter registration drive is nonpartisan and
not confined to one election period).
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Senate amendment
No provision.

Conference agreement
The conference agreement does not include the House provision.

7. Definition of disqualified persons

Present law
All lineal descendants (and their spouses) of a substantial con-

tributor to a foundation themselves constitute "disqualified per-
sons" (Code sec. 4946(d)). Status as a disqualified person is impor-
tant because holdings of disqualified persons are aggregated with
those of the foundation for purposes of the business holdings limi-
tations, and because a disqualified person in precluded from engag-
ing in certain business transactions with the foundation.

House bill
Under the House bill, lineal descendants more distant than

great-grandchildren will not be treated as disqualified persons, ef-
fective January 1, 1985.

Senate amendment
Under the Senate amendment, lineal descendants more distant

than grandchildren will not be treated as disqualified persons, ef-
fective January 1, 1985.

Conference agreement
The conference agreement follows the House bill.

8. Public disclosure requirements

Present law
A private foundation must publish annually a newspaper notice

of availability of its annual return (Code sec. 6104) The notice
must state the address of the foundation's principal office, but need
not state its telephone number.

House bill
The House bill provides, effective January 1, 1985, that the

annual newspaper notice required under Code section 6104 must
contain the telephone number for the foundation's principal office.

Also, the IRS is directed to enforce fully the present-law rules re-
lating to foundation annual information returns (Form 990-PF), in-
cluding the imposition, in appropriate cases, of penalties for failure
to file a (complete) return where the return as filed fails to provide
all required information.

Senate amendment
The Senate amendment is the same as the House bill.

Conference agreement
The conference agreement follows the House bill and the Senate

amendment.
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9. Reliance on IRS classifications of donees

Present law

Treasury regulations and IRS rulings specify circumstances
under which donor private foundations may rely on IRS classifica-
tions of donee organizations as public charities, so that the grantor
need not exercise expenditure responsibility over grants to such
donees.

House bill
There is no statutory provision in the House bill relating to reli-

ance on IRS classifications of donees. However, the committee
report directs Treasury to extend the advance ruling period during
which qualifying new organizations are considered public charities
to five years, and to amend its regulations to permit greater reli-
ance on IRS classifications concerning new organizations in the
first five years of their existence.

Senate amendment
The Senate amendment provides that a private foundation

making a grant to a charitable organization may rely in specified
circumstances on an IRS determination of the organization's public
charity or operating foundation status, effective for grants made
after 1984.

Conference agreement
The conference agreement follows the House directions to Treas-

ury to extend the advance ruling period, and to amend its regula-
tions to permit greater reliance on IRS classifications concerning
new organizations in the first five years of their existence and in
any other circumstances in which Treasury concludes that greater
reliance is appropriate.

10. Expenditure responsibility rules

Present law
In the case of grants to organizations other than public charities,

a private foundation must exercise "expenditure responsibility"
over the grant (Code sec. 4945(d)). To ensure that such grants will
be properly used by the recipient for charitable purposes, the
grantor must make reasonable efforts, and establish adequate pro-
cedures, to see that the grant is spent solely for proper uses, to
obtain full reports from the grantee, and to make full reports to
the IRS on the grants. Treasury regulations set forth guidelines
under which donor foundations may satisfy the section 4945 rules.

House bill
There is no statutory provision in the House bill on expenditure

responsibility rules. However, the committee report directs the
Treasury Department to review its expenditure responsibility regu-
lations for purposes of modifying any requirements which are
found to be unduly burdensome or unnecessary. As part of its
review, Treasury is to modify the required grantor reports to the
IRS.
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Senate amendment
The Senate amendment is the same as the approach under the

House bill.

Conference agreement
The conference committee reaffirms the central purpose of the

expenditure responsibility rules-to ensure that foundation grants
will be properly used by the recipient organization solely for
exempt purposes. At the same time, because the committee is con-
cerned whether implementation of the statutory requirements in
Treasury regulations may have added unduly burdensome or un-
necessary requirements in some respects (which may operate to
deter grants by some foundations to newly formed, community-
based foundations), the conference agreement follows the approach
under the House bill and the Senate amendment in directing the
Treasury to review its expenditure responsibility regulations for
purposes of modifying any requirements which are found to be
unduly burdensome or unnecessary. As part of its review, the
Treasury is to modify the required grantor reports to the IRS. The
Treasury is to report to the tax-writing committees on its review
and modifications.

11. Divestiture of post-1969 holdings acquired by gift or bequest

Present law
If a private foundation acquires, by gift or bequest after May 26,

1969, business holdings exceeding permitted limitations (generally,
20 percent), the foundation must reduce its holdings to the permit-
ted level within five years (Code sec. 4943(c)(6)).

House bill
The House bill authorizes the IRS to allow an additional five-

year period for disposition of an unusually large gift or bequest
(after 1969) of either diverse or complex business holdings, on a
showing by the foundation of diligent efforts to divest during the
initial period but that divestiture had not been possible because of
the size and complexity or diversity of the holdings. This provision
applies with respect to business holdings as to which the initial
five-year divestiture period ends after October 31, 1983.

Senate amendment
The Senate amendment generally is the same as the House bill.

However, the Senate amendment adds as justifications for failure
to divest within the initial period a Federal or State court order, or
Federal or State law, which effectively precluded divestiture; also,
the additional period is extended beyond five years if such a court
order is then in effect. The Senate amendment requires that the
divestiture plan be submitted to the relevant State attorney gener-
al.

Conference agreement
The conference agreement follows the House bill, with a modifi-

cation adding the requirement in the Senate amendment that the
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divestiture plan must be submitted to the relevant State attorney
general.

12. Divestiture of grandfathered business holdings of foundations

Present law

The Tax Reform Act of 1969 in effect generally limited the com-
bined ownership of a business corporation by a private foundation
and disqualified persons to not more than 20 percent of the voting
stock (Code sec. 4943). Under transitional rules for divestiture of
then existing holdings, the 1969 Act provided that if on May 26,
1969, a foundation (together with disqualified persons) had business
holdings exceeding the limitations, the existing holdings generally
could be retained, subject to gradual reduction over several phases.

Under the first phase, by the deadlines shown below the com-
bined foundation/disqualified person holdings cannot exceed 50
percent of the voting stock of the corporation-

Ownership on 5/26/69: Deadline to reach 50%
combined holdings:

M ore than 95% by foundation alone ............................................................. M ay 26, 1989.
M ore than 75% combined holdings ............................................................... May 26, 1984.
More than 50% combined holdings ............................................................... M ay 26, 1979.

After expiration of the first phase, a second set of divestiture re-
quirements becomes operational-

(1) If disqualified persons do not own more than two percent of
the corporate voting stock at any time during the second phase (the
15 years after the close of the first phase), the combined founda-
tion/disqualified person holdings must be reduced to not more than
35 percent by the end of that period (i.e., for a foundation which
itself owned 95 percent of the stock on May 26, 1969, by May 26,
2004); and if at any time after the end of the second phase the hold-
ings of disqualified persons exceed two percent, then the founda-
tion itself cannot hold more than 25 percent of the voting stock
during the third (and final) phase.

(2) If the holdings of disqualified persons exceed two percent at
any time during the second phase, then at all times thereafter the
combined foundation/disqualified person holdings are limited to 50
percent, with no more than 25 percent of the voting stock being
held by the foundation.

House bill

No provision.

Senate amendment

Under the Senate amendment, holdings acquired prior to May
27, 1969 in a business enterprise are exempt from the section 4943
divestiture rules if-

(1) the management of the foundation and the management
of the business enterprise are sufficiently unrelated,

(2) no disqualified person who was not a foundation manager
on March 12, 1984 can become a foundation manager after
that date,
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(3) no disqualified person receives compensation (other than
reasonable director fees) from both the foundation and the
business enterprise,

(4) the foundation continues to meet the charitable payout
rules of present law, and

(5) the foundation and any disqualified persons comply with
the section 4943 rules applicable to any holdings in the enter-
prise acquired after May 26, 1969.

This provision is effective on enactment.

Conference agreement

The conference agreement does not include the Senate amend-
ment.

13. Exception to "downward ratchet" rule

Present law

Grandfathered excess business holdings are subject to reduction
by operation of the "downward ratchet" rule (Code sec.
4943(c)(4)(A)(ii)). This rule, in effect, provides that if there is any re-
duction in the holdings of a private foundation or in combined pri-
vate foundation/disqualified person holdings, then these holdings
can never go up again to the former grandfathered or otherwise
permitted level over 20 percent (35 percent, if applicable).

House bill
The House bill provides an exception to the downward ratchet

rule under which certain reductions of less than two percent in a
foundation's holdings are disregarded when resulting from certain
issuances of stock (or stock issuances coupled with subsequent re-
demptions). This provision is effective for decreases and subsequent
increases occurring after the date of enactment.

Senate amendment
The Senate amendment is the same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Senate
amendment.

14. Eligibility for 20-year first phase

Present law

The 20-year first phase divestiture period for grandfathered hold-
ings applies where the foundation itself held more than 95 percent
of the stock of the business enterprise, but not where the 95-per-
cent requirement can be met only by aggregating foundation/dis-
qualified person holdings.

House bill

The House bill modifies the divestiture rules of present law to
provide that the 20-year first phase period to reduce grandfathered
excess business holdings applies if the combined holdings of the pri-
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vate foundation and disqualified persons exceeded 95 percent on
May 26, 1969. This provision is effective on the date of enactment.

Senate amendment

The Senate amendment is the same as the House bill, but clari-
fies that the provision is effective as if included in the Tax Reform
Act of 1969.

Conference agreement

The conference agreement follows the House bill and the Senate
amendment (with the effective date clarification in the Senate
amendment).

15. Modification of second and third divestiture phases

Present law

During the second and third phases of the divestiture rules for
grandfathered excess business holdings, private foundations have a
lower limit (i.e., 25 percent of voting stock) for direct holdings if
disqualified persons own more than two percent of the business en-
terprise. If disqualified persons first acquire more than two percent
during those phases, present law does not permit any time for the
private foundation to reduce its holdings to the lower limit and
avoid excise taxes.

House bill

The House bill provides that if a private foundation's maximum
business holdings must be reduced to 25 percent of the voting stock
by reason of the acquisition by disqualified persons of more than
two percent of the business enterprise during either the second or
third phase of the divestiture rules, the private foundation is given
five years to dispose of the excess over 25 percent. This provision
applies to acquisitions made after the date of enactment.

Senate amendment

The Senate amendment is the same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Senate
amendment.

16. Technical correction in description of Herndon Foundation

Present law

The Tax Reform Act of 1969 permitted the Herndon Foundation
to retain more than 50 percent of certain business enterprises.

House bill

The House bill makes a technical correction to clarify that the
Herndon Foundation is permitted to continue to hold a majority of
the stock of certain business enterprises. This provision applies as
if included in section 101(l)(4) of the Tax Reform Act of 1969.
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Senate amendment
The Senate amendment is the same as the House bill.

Conference agreement
The conference agreement follows the House bill and the Senate

amendment.

17. Treatment of ESOP as disqualified person for section 4943
rules applicable to grandfathered buildings

Present law
The owner of more than 20 percent of a corporation which is a

substantial contributor to a private foundation constitutes a dis-
qualified person (Code sec. 4946(a)(1)(C)), and the stock it owns is
therefore aggregated with that of the foundation for purposes of
the section 4943 business holdings limitations.

House bill
No provision.

Senate amendment
An employee stock ownership plan described in Code sec.

4975(e)(7) is excepted from the definition of disqualified person,
only for section 4943 purposes, with respect to grandfathered busi-
ness holdings acquired pursuant to a pre-1969 will. This provision
is effective for taxable years beginning after the date of enactment.

Conference agreement
The conference agreement follows the Senate amendment.

18. Exception to self-dealing rules for certain stock transactions

Present law
Present law in effect prohibits certain transactions between a

private foundation and substantial contributors (or other disquali-
fied persons), including the sale of property between a private foun-
dation and a disqualified person and the lending of money or other
extension of credit between a private foundation and a disqualified
person (Code sec. 4941). Excise taxes are imposed for violations of
these rules.

House bill
The House bill exempts from the self-dealing taxes certain 1978

transactions. Under the bill, Code section 4941 is not to apply in
the case of the 1978 sale of stock of Murphy Motor Freight Lines,
Inc. by the Wasie Foundation to Murphy Motor Freight Lines, Inc.
and the related financing by the Wasie Foundation if the total con-
sideration received (i.e., the sum of the cash and the value of the
notes) equaled or exceeded the fair market value of the stock to
Wasie Foundation. The provision applies retroactively for 1978 and
subsequent years.

Senate amendment
The Senate amendment is the same as the House bill.
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Conference agreement

The conference agreement follows the House bill and the Senate
amendment.

19. Termination of status as substantial contributor

Present law

The term substantial contributor means a person whose contribu-
tions to a private foundation exceeded two percent of all contribu-
tions received by the foundation before the close of the year in
which the contribution is made, but only if the person's contribu-
tions exceed $5,000. Once a person becomes a substantial contribu-
tor, that person retains that status forever (Code sec. 507(d)(2)).

House bill

The House bill provides rules under which a person's status as a
substantial contributor terminates in certain circumstances after
10 years with no connection to the foundation, effective for post-
1984 taxable years.

Senate amendment
The Senate amendment is the same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Senate
amendment.

C. Exempt Organizations

1. Acquisition indebtedness of certain educational institutions and
organizations managing property for tax-exempt organizations;
tax exemption for such organizations

Present law

Under present law, tax-exempt organizations (including qualified
pension trusts and IRAs) generally are subject to tax on income
from a trade or business unrelated to the organization's exempt
purposes. Exclusions are provided for certain types of passive
income.

Income that is subject to tax includes income from debt-financed
property. An exception is provided to this rule for property ac-
quired or improved by a qualified pension trust if the acquisition
satisfies certain restrictions.

Present law provides that a company that holds title to property
for a tax-exempt organization is entitled to tax exemption. Howev-
er, present law is unclear as to whether a title-holding company
may have more than one parent.

House bill

No provision.
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Senate amendment

Unrelated business income tax on debt-financed property

The special exception to the debt-financed property rules is ex-
tended to certain educational institutions (and certain affiliated
support organizations) and to certain tax-exempt title-holding com-
panies that are granted tax-exempt status by the Senate amend-
ment. However, in order for any organization (including a qualified
pension trust) to qualify for the exception, two additional restric-
tions must be met. First, if the real property is acquired by a part-
nership, the exception does not apply to any partner unless each
partner is an organization eligible for the exception. Second, no
part of the financing of the acquisition can be provided by the
seller.

The provision is effective with respect to indebtedness incurred
after the date of enactment.

Title-holding companies
The Senate amendment provides tax exemption to a title-holding

corporation that has more than one parent (and to trusts estab-
lished for the same purposes), only if no individual who provides
investment advice to the title-holding company is an officer,
member of the board of directors, etc., of the company. Organiza-
tions eligible to invest in a title-holding company include (1) a
qualified pension plan, (2) a governmental pension plan, (3) the
United States, or any State or political subdivision, or (4) any chari-
table organization described in sec. 501(c)(3).

The provision is effective for taxable years beginning after De-
cember 31, 1984.

Conference agreement

Unrelated business income tax on debt-financed property
The conference agreement generally follows the Senate amend-

ment with one exception. Under the conference agreement, an or-
ganization that is a partner in a partnership that holds real prop-
erty can qualify for the exception to the tax on unrelated business
income on debt-financed real property as long as (1) all of the part-
ners of the partnership are organizations qualifying for the excep-
tion, or (2) each allocation to a partner of the partnership that is a
qualified organization is a qualified allocation. For purposes of (1),
an organization is not treated as a qualified organization if any of
such organization's income is unrelated business taxable income
determined without regard to sec. 514(c)(9).

Under the conference agreement, an allocation generally is a
qualified allocation if it meets the rules relating to partnerships
under the tax-exempt leasing provisions. Thus, a qualified alloca-
tion is an allocation under which (1) the qualified organization is
allocated the same percentage share of each item of partnership
income, gain, loss, deduction, credit, and basis (excluding alloca-
tions with respect to contributed property), (2) such share remains
the same during the entire period that the organization is a part-
ner, and (3) such allocation has a substantial economic effect, as de-
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fined under the rules applicable to partnership allocations general-
ly (sec. 704(b)(2)).

The conference agreement authorizes the Treasury to prescribe
regulations dealing with the effect of guaranteed payments (as de-
fined in sec. 707(c)) under this rule. Under those regulations, priori-
ty cash distributions to partners that constitute guaranteed pay-
ments should not disqualify an otherwise qualified allocation so
long as the priority cash distributions are reasonable in amount
(e.g., equal to the most appropriate Federal rate) and are made to
all partners in proportion to their capital in the partnership. On
the other hand, the conferees expect that the regulations will pre-
vent partnerships from avoiding the qualified allocation rules by
making disproportionately large guaranteed payments to its tax-
exempt partners for the use of their capital.

Under the conference agreement, a qualified organization in-
cludes a qualified pension trust (sec. 401) and certain educational
organizations (and their support organizations).

The conference agreement provides that the Secretary shall pre-
scribe such regulations as may be necessary to carry out the pur-
poses of the unrelated debt-financed income provisions, including
regulations to prevent the circumvention of these provisions
through the use of segregated asset accounts. The conferees intend
that such regulations shall be applied only with respect to transac-
tions entered into after the date on which any regulations relating
to this provision are issued.

The conferees intend that the rules of present law relating to the
transfer of property with liabilities that exceed the transferor's
basis in the property shall be applied to the transfers of property to
a tax-exempt organization, particularly where such transfers are
designed to avoid ordinary income recapture on the property.

Title-holding companies

The conference agreement does not contain the Senate amend-
ment.

Effective dates

The conference agreement is generally effective with respect to
indebtedness incurred after the date of enactment. Certain partner-
ship transition rules are provided under the conference agreement.

2. Exemption for certain local organizations of police and
firefighters

Present law

Under present law, certain local police and firefighter organiza-
tions in Minnesota that provide pension and other benefits to mem-
bers have received IRS determinations providing exemption from
Federal income tax.

House bill

No provision.
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Senate amendment

The Senate amendment provides income tax exemption to an or-
ganization (other than a qualified pension plan) for police and fire-
fighter organizations that provide benefits in lieu of government-
funded benefits and that meet the requirements applicable to quali-
fied pension plans maintained by a State or local government.

The provision is effective for taxable years beginning after
August 23, 1981.

Conference agreement

The conference agreement does not include the Senate amend-
ment. However, the conferees understand that the Internal Reve-
nue Service will issue a revenue ruling that clarifies that the af-
fected organizations are exempt from tax.

3. UBIT exemption for renting of membership lists by Federally
chartered corporations

Present law

The U.S. Court of Claims held in a 1981 case that income re-
ceived by the Disabled American Veterans from other exempt orga-
nizations and commercial businesses for the use of mailing lists is
salject to the unrelated business income tax (UBIT). The court
found that in renting its donor lists, the DAV operated in a com-
petitive, commercial manner with respect to taxable firms in the
direct mail industry; that these rental activities were regularly car-
ried on; and that the rental activities- were not substantially relat-
ed-to accomplishment of exempt purposes (apart from the organiza-
tion's need for or use of funds derived from renting the mailing
lists). Similarly, the IRS has ruled that amounts received by an
exempt charitable organization from the regular sale of its mem-
bership or mailing lists to business firms and charities are subject
to the UBIT.

House bill

No provision.

Senate amendment

The Senate amendment provides an exemption from the UBIT
for amounts received by certain Federally chartered corporations
(named in 36 U.S. Code sec. 1101) for renting or exchanging lists of
their donors or members with organizations contributions to which
are eligible for charitable deductions, effective for taxable years
ending after the date of enactment. The 60 some organizations ben-
efitting from the provision include various veterans, scouting, sci-
entific, and literary groups.

Conference agreement

The conference agreement does not include the Senate amend-
ment.
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4. Exemption from UBIT for certain gambling income

Present law

An exemption from the unrelated business income tax (UBIT) is
provided for certain bingo games conducted by tax-exempt organi-
zations (Code sec. 513(f)).

House bill

The House bill extends the bingo exemption to certain games of
chance which, under State law, can be conducted only by nonprofit
organizations, effective for games of chance conducted after June
30, 1981.

Senate amendment

No provision.

Conference agreement

The conference agreement follows the House bill.

5. Tax treatment of certain nonprofit child care organizations

Present law

Nonprofit organizations which are organized and operated exclu-
sively for charitable, educational, or other specified purposes, and
which meet certain other requirements, are exempt from Federal
income tax, and contributions to such organizations are deductible
for income, gift, and estate tax purposes. The IRS has recognized
that nonprofit day care centers may be eligible for tax exemption
and tax-deductible contributions where enrollment is based on fi-
nancial need of the family and the need of the child for the pro-
gram, or where the center provides preschool age children of work-
ing parents with an educational program through a professional
staff of qualified teachers.

House bill

Under the House bill, nonprofit organizations which provide care
of children (away from their homes) are deemed to have a qualify-
ing tax-exempt purpose if both (1) substantially all of the child care
provided by the organization is for the purpose of enabling individ-
uals (the parents) to be gainfully employed, and (2) the services pro-
vided by the organization are available to the general public. This
provision is effective for taxable years beginning after the date of
enactment.

Senate amendment
The Senate amendment is the same as the House bill.

Conference agreement
The conference agreement follows the House bill and the Senate

amendment. The provision is not intended to affect the meaning of
the terms "educational" or "charitable" for any purpose other than
considering the child care organizations described in the provision
as having educational purposes.
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6. Church audits

a. Commencement of church tax inquiry

Present law

No special requirements are imposed before commencing an in-
vestigation or inquiry regarding church tax liabilities. Special re-
quirements are imposed before the IRS may examine church books
of account as defined under present law.

House bill

No provision.

Senate amendment

Under the Senate amendment, an investigation of church tax li-
abilities may be commenced only if the IRS regional commissioner
reasonably believes, on the basis of facts and circumstances record-
ed in writing (1) that the church does not qualify for tax exemption
as a church, or (2) that the church is engaged in taxable activities.
Additionally, before commencing the investigation, the IRS is re-
quired to provide notice containing specified information to the
church. This notice must contain (1) a list of Code provisions au-
thorizing the investigation, (2) a general explanation of the
church's administrative and constitutional rights in connection
with the audit, and (3) an explanation of the concerns which gave
rise to the investigation and the general subject matter of the in-
vestigation.

Conference agreement

Requirement of reasonable belief before commencing church
tax inquiry

The conference agreement provides that the IRS may begin a
church tax inquiry only if the IRS regional commissioner (or
higher official) reasonably believes, on the basis of facts and cir-
cumstances recorded in writing, that the organization (1) may not
qualify for tax exemption as a church, or (2) may be carrying on an
unrelated trade or business (within the meaning of section 513 of
the Code) or be otherwise engaged in taxable activities. A church
tax inquiry is defined as any inquiry to a church (other than an
examination) which serves as a basis for determining whether the
organization qualifies for tax exemption as a church or whether it
is carrying on an unrelated trade or business or otherwise engaged
in taxable activities. An inquiry is considered to commence when
the IRS requests information or materials from a church of a type
contained in church records, other than routine requests for infor-
mation or inquiries regarding matters which do not primarily con-
cern the tax status or liability of the church itself (as specified in
the conference agreement).

The conferees intend that the facts and circumstances which
form the basis for a reasonable belief under this provision will be
derived from information lawfully obtained by the IRS. Informa-
tion obtained from informants used by the IRS for this purpose
must not be known to be unreliable.
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Notice requirement upon commencement of inquiry

Under the conference agreement, upon beginning a church tax
inquiry, the IRS is required to provide written notice to the church
of the beginning of the inquiry. This notice is to include (1) an ex-
planation of the concerns which gave rise to the inquiry and the
general subject matter of the inquiry, (2) a general explanation of
the provisions of the Internal Revenue Code which authorize the
inquiry or which may otherwise be involved in the inquiry, and (3)
a general explanation of applicable administrative and constitu-
tional provisions with respect to the inquiry, including the right to
a conference with the IRS before an examination of church records.

The explanation of the concerns and general subject matter of
the inquiry (item (1) above) should be sufficiently specific to allow
the church to understand the particular area of church activities or
behavior which is at issue in the inquiry. For example, for an in-
quiry regarding unrelated business income, the notice should indi-
cate the general activities of the church which may result in unre-
lated income (e.g., use of a particular property or facility for other
than tax-exempt purposes). For an inquiry regarding tax-exempt
status, the notice should indicate those general aspects of the
church's operations or activities which have given rise to questions
regarding its tax-exempt status. The IRS is not to be precluded
from expanding its inquiry beyond the concerns expressed in the
notice as a result of facts and circumstances which subsequently
come to its attention (including, where appropriate, an expansion
of an unrelated income inquiry to include questions of tax-exempt
status, or vice-versa).

The notice requirement is not to be interpreted to require the
IRS to share particular items of evidence with the church, or to
identify its sources of information regarding church activities,
where providing such information would be damaging to the in-
quiry or to the sources of IRS information. For example, in an in-
quiry regarding unrelated business income, the IRS might indicate
that its inquiry was prompted by a local newspaper advertisement
regarding a church-owned business; however; the IRS would not be
required to reveal the existence or identity of any so-called "in-
formers" within a church (including present or former employees).

The general explanation of applicable administrative and consti-
tutional provisions (item 3) should make reference to the various
stages of the church audit procedures contained in the conference
agreement (including the right to a pre-examination conference)
and the principle of separation of church and state under the First
Amendment. The explanation is not required to explain the possi-
ble legal or constitutional ramifications of any particular church
audit.

For purposes of this and the remaining church audit procedures,
a church includes (1) any organization claiming to be a church or
(2) a convention or association of churches. For purposes of these
procedures, a church does not include church-supported schools or
other organizations incorporated separately from the church.
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b. Notice before examining church records

Present law

Under section 7605(c) of the Code and the regulations thereun-
der, the IRS may examine church books of account (generally, ac-
counting and bookkeeping records) only if (1) the IRS regional com-
missioner believes that an examination is necessary, and (2) the
IRS notifies the church at least 30 days prior to examination.

House bill

No provision.

Senate amendment

The Senate amendment broadens the present law rule to require
a pre-examination notice containing specified information to be
sent to the church. This notice is in addition to the notice of com-
mencement of an investigation and must be provided not less than
15 days after the prior notice. As part of this second notice, the IRS
must offer the church a pre-examination meeting to seek to resolve
outstanding issues and an opportunity to request, under the Free-
dom of Information Act, copies of any materials in the possession
of the IRS which are relevant to the investigation of the church.
The church is to have 15 days (i.e., a minimum of 30 days after the
notice of commencement of investigation) in which to request a
pre-examination meeting, during which period the IRS is prohibit-
ed from examining church records. The IRS is also prohibited from
examining church records until a meeting (if requested by the
church) is held, or until any any Freedom of Information Act re-
quest by the church is granted or a final administrative denial of
the request is made.

Concurrently with the notice of examination to the church, the
IRS regional counsel must be notified of the proposed examination
and has 15 days in which to file a nonbinding objection to the ex-
amination.

Conference agreement

Additional notice and offer of IRS conference

Under the conference agreement, the IRS may examine church
records or religious activities only if, at least 15 days prior to the
examination, the IRS provides written notice to the church and to
the IRS regional counsel of the proposed examination. This notice
is in addition to the notice of commencement of inquiry previously
provided to the church.

The notice of examination is required to include (1) a copy of the
church tax inquiry notice previously provided to the church, (2) a
description of the church records and activities which the IRS
seeks to examine, and (3) a copy of all documents which were col-
lected or prepared by the IRS for use in the examination, and
which are required to be disclosed under the Freedom of Informa-
tion Act (5 U.S.C. sec 552) as supplemented by section 6103 of the
Code (relating to disclosure and confidentiality of tax return infor-
mation). The conferees intend that the documents to be supplied
under this provision will be limited to documents specifically con-
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cerning the church whose records are to be examined and will not
include documents relating to other inquiries or examinations or to
IRS practices and procedures in general. The conferees further spe-
cifically intend that disclosure to the church will be subject to the
restrictions of present law regarding the disclosure of the existence
or identity of informers. The description of materials to be exam-
ined in the notice of examination and the documents disclosed by
the IRS to the church do not restrict the ability of the IRS to exam-
ine the church records or religious activities which are properly
within the scope of the examination.

The conference agreement further requires the IRS regional com-
missioner, as part of the notice of examination, to offer the church
an opportunity to meet with an IRS official to discuss the concerns
which gave rise to the inquiry and the general subject matter of
the inquiry. The organization may request such a meeting at any
time prior to the examination. If the church requests a meeting,
the IRS is required to schedule a meeting within a reasonable time
and may proceed to examine church records only following the
meeting. The conferees intend that the holding of one meeting with
the church will be sufficient to satisfy the requirements of this pro-
vision. The conferees further intend that churches will not be able
to utilize the meeting requirement in order to unreasonably delay
an examination.

The purpose of a meeting between the church and the IRS is to
discuss the relevant issues that may arise as part of the inquiry, in
an effort to resolve the issues of tax exemption or liability without
the necessity of an examination of church records. The conferees
therefore intend that the church and the IRS will make a reasona-
ble effort to resolve outstanding issues at the meeting. To avoid
misunderstandings, the conferees intend that the IRS will remind
the church at the meeting, in general terms, of the stages of the
church audit procedures and the church's rights under such proce-
dures. However, the IRS will not be required to reveal information
at the meeting of a type properly excludable from a written notice
(including information regarding the identity of third-party wit-
nesses or evidence provided by such witnesses).

The notice of examination may be sent to a church not less than
15 days after the notice of commencement of a church tax inquiry.
Thus, at least 30 days must pass between the first notice and the
actual examination of church records. For example, if notice of
commencement of an inquiry is sent to a church on day 1, notice of
proposed examination may be sent to the church no earlier than
day 15, and no examination of church records may be made prior
to day 30. If an organization does not request a meeting prior to
day 30, the IRS may proceed to examine church records. However,
if the IRS does not send a notice of examination within 90 days
after sending the notice of inquiry, the inquiry would be terminat-
ed. The conferees intend that this 90-day period be suspended
during any period for which the two-year period for duration of a
church audit (item (d) below) would be suspended; however, the 90-
day period is not to be suspended because of the church's failure to
comply with requests for information made prior to the notice of
examination. If the inquiry is terminated under this provision, any
further inquiry regarding the same or similar issues within a 5-
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year period would then require approval of the IRS Assistant Com-
missioner for Employee Plans and Exempt Organizations, as speci-
fied in the conference agreement.

Notification of regional counsel

At the same time as notice of an examination is provided to a
church, the IRS is required to provide a copy of the same notice to
the appropriate IRS regional counsel. The regional counsel is then
allowed 15 days from issuance of the notice in which to file an ad-
visory objection to the examination. (This is concurrent with the
15-day period during which the IRS is prohibited from examining
church records pending a request for a conference.) The committee
intends that the regional commissioner will take any objection by
the regional counsel into account when determining whether to
proceed with the examination.

c. Definition of protected church records

Present law

Church books of account may be examined only to the extent
necessary to determine the amount (if any) of the tax liabilities of
a church or its contributors or employees. Under IRS guidelines,
books of account include accounting and bookkeeping records kept
in the regular course of church business. The present law notice re-
quirements are also limited to examinations of church books of ac-
count.

Third-party records (e.g., records held by a bank) are not subject
to special scope or notice requirements. However, under general
third-party summons rules (sec. 7609), the church must be notified
before the IRS examines such records.

Present law provides that, when an organization claims to be a
church, the religious activities of the organization may be exam-
ined only to the extent necessary to determine whether the organi-
zation actually is a church.

House bill

No provision.

Senate amendment

Under the Senate amendment, all regularly kept church corpo-
rate and financial records, including (but not limited to) corporate
minute books, contributor or membership lists in the possession of
the church, and church books of account, may be examined only to
the extent necessary to determine tax. The special notice require-
ments under the amendment (items (a) and (b) above) apply to ex-
aminations of any such records. The scope and notice rules do not
apply to records previously filed with a public official.

As under present law, third-party records are not specially pro-
tected. However, the Senate amendment prohibits the IRS from re-
voking a church's tax exemption or imposing tax on a church, on
the basis of third-party records, without following the proper
church audit procedures.
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Conference agreement

The conference agreement provides that the IRS may examine
church records only to the extent necessary to determine the liabil-
ity for, and the amount of, any Federal tax. The conferees intend
that, as under present law, this may include examinations (1) to de-
termine the initial or continuing qualification of the organization
whose records re being examined as a tax-exempt entity under sec-
tion 501(c)(3); (2) to determine whether the organization qualifies to
receive tax-deductible contributions (sec. 170(c); or (3) to determine
the amount of tax, if any, which is to be imposed on the organiza-
tion.

Church records include all regularly kept church corporate and
financial records, including (but not limited to) corporate minute
books, contributor or membership lists, and any materials which
qualify as church books of account under present law. The confer-
ees further intend that church records will include private corre-
spondence between a church and its members that is in the posses-
sion of the church. Church records protected by the conference
agreement do not include records previously filed with a public offi-
cial or, as under present law, newspapers or newsletters distributed
generally to the church members.

Records held by third parties (e.g., cancelled checks or other
records in the possession of a bank) are not considered church
records for purposes of the conference agreement. Thus, subject to
the general Code provisions regarding third party summonses, the
IRS is permitted access to such records without regard to the re-
quirements of the church audit procedures (sec. 7609). As under
present law, either the IRS or a third party recordkeeper generally
is required, however, to inform a church of any IRS requests for
materials.

The conference agreement provides that the IRS may not deter-
mine that a church is not entitled to an exemption or assess tax for
unrelated business income against a church solely on the basis of
third party records, without complying with the church audit pro-
cedures. This limitation does not apply to assessments of tax other
than for unrelated business income (e.g., for social security or other
employment taxes). The conferees further intend that the IRS will
be prohibited from using information obtained from third party
bank records to avoid the purposes of the church audit procedures.

The conference agreement provides that, as under present law,
the IRS may examine the religious activities of an organization
claiming to be a church (including a convention or association of
churches) only to the extent necessary to determine if the organiza-
tion actually is a church. The conference agreement clarifies that
this includes a determination of the organization's qualification as
a church for any period.

d. Time limitation on church audit

Present law

There is no specific limitation under present law on the duration
of a church audit.
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House bill
No provision.

Senate amendment

The Senate amendment generally requires the IRS to complete
an investigation of church tax liabilities, and to make a final deter-
mination in such an investigation, within two years after notifying
the church of the commencement of the investigation. The running
of this period is suspended for any period during which (1) a judi-
cial proceeding initiated by the church or its agents challenging
the IRS investigation, examination, or proceeding is pending or
being appealed, (2) a judicial proceeding brought by the IRS to
compel compliance with a reasonable request for an examination of
church records or religious activities is pending or being appealed,
or (3) the IRS is unable to take action by reason of a stay of a suit
involving access to third-party records (sec. 7609). The two-year
period is also suspended, under the Senate amendment, for certain
periods relating to the filing of a Freedom of Information Act by
the church seeking access to documents in the possession at the
IRS. Additionally, the committee report provides that the two-year
period is to be suspended for any period in which the IRS is unable
to make a determination because of the refusal of the church or its
agents to comply with reasonable and lawful requests for informa-
tion or materials necessary for the conduct of the investigation.

The Senate amendment allows the two-year period to be ex-
tended by mutual agreement of the church and the IRS.

Conference agreement
The conference agreement requires the IRS to complete any

church inquiry or examination, and to make a final determination
with. respect thereto, not later than two years after the date on
which the notice of examination is supplied to the church. The run-
ning of this two-year period is suspended for any period during
which (1) a judicial proceeding brought by the church or its agents
against the IRS with respect to the church tax inquiry or examina-
tion is pending or being appealed, (2) a judicial proceeding brought
by the IRS against the church (or any official thereof) to compel
compliance with any reasonable IRS request for examination of
church records or religious activities is pending or being appealed,
or (3) the IRS is unable to take actions with respect to the church
tax inquiry or examination by reason of an order issued in a suit
involving access to third-party records under section 7609. The two-
year period is also suspended for any period in excess of 20 days
(but not in excess of 6 months) in which the church or its agents
fail to comply with any reasonable IRS request for church records
or other information.

The conference agreement allows the two-year period to be ex-
tended by mutual agreement of the church and the IRS.
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e. Period for assessment or collection of tax

Present law
The IRS is generally required to assess tax, or proceed for collec-

tion without assessment, within three years after a return is filed.
No limitation period applies if no return is filed or in the case of a
false or fraudulent return or willful tax evasion.

Where a limitation period is applicable, the period may be ex-
tended by mutual agreement of a taxpayer and the IRS.

House bill

No provision.

Senate amendment

The Senate amendment applies a three-year limitation period for
assessment or collection of church tax liabilities whether or not a
return has been filed. 'No limitation applies in cases of fraud, will-
ful tax evasion, or knowing failure to file a return which should
have been filed.

Under the Senate amendment, the three-year limitation period is
suspended during periods for which the two-year limit on duration
of a church audit (item (d) above) is suspended. As under present
law, the three-year period may be extended by mutual agreement
of a church and the IRS.

Conference agreement
Under the conference agreement, for examinations regarding

revocation of tax-exempt status, where no return is filed, the IRS is
to be limited initially to an examination of church records which
are relevant to a determination of tax status or liability for the
three most recent taxable years preceding the date on which the
notice of examination (i.e., second notice) is sent to the church. If
the church is proven not to be exempt for any of these years, the
IRS may examine relevant records and assess tax (or proceed with-
out assessment), as part of the same audit, for a total of 6 years
preceding the notice of examination date.

For examinations relating to unrelated business taxable income,
where no return is filed, the IRS may assess or collect tax for the 6
most recent years preceding the date on which the notice of exami-
nation is sent, with no additional limit on the period of church
records which may be examined.

For examinations involving issues other than revocation of
exempt status or unrelated business income (e.g., examinations re-
lating to social security or other employment taxes), no limitation
period is to apply if no return has been filed.

The special limitation periods for church tax liabilities are not to
be construed to increase an otherwise applicable limitation period.
Thus, as under present law, a three-year limitation period would
apply where a church filed a tax return before an examination was
held and did not substantially understate income. No limitation
period is to apply in any case of fraud, willful tax evasion, or know-
ing failure to file a return which should have been filed.

As under present law, the applicable limitation period may be
extended by mutual agreement of the church and the IRS.
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f. Declaratory judgment actions regarding tax-exempt status

Present law

Organizations (including churches) may bring a declaratory judg-
ment action in any case involving a determination of tax-exempt
status under section 501(c)(3). The action may be brought in the
Tax Court, the Claims Court, or the United States District Court
for the District of Columbia. The court may generally issue a de-
claratory judgment only after (1) a final adverse determination by
the IRS, or (2) failure by the IRS to make a determination within
270 days of a request for such.

Service of process.-Where an action is brought under section
7428 in the Tax Court or the Claims Court, trial subpoenas may be
served on a nationwide basis. However, if the suit is brought in the
United States District Court for the District of Columbia, a trial
subpoena may generally be served only within a limited distance of
the place of trial.

House bill

No provision.

Senate amendment

Under the Senate amendment, an organization is entitled to
bring a declaratory judgment action under section 7428 once the
IRS issues a revenue agent's final report ("30-day letter") proposing
to revoke a church's tax-exempt status.

Conference agreement
The conference agreement follows the Senate amendment.
Additionally, the conference agreement further provides for na-

tionwide service of trial subpoenas in declaratory judgment actions
brought under section 7428 in the United States District Court for
the District of Columbia.

g. Regional counsel approval of final IRS determinations

Present law
There is no statutory provision requiring approval of IRS deter-

minations in church audits by a particular IRS official.

House bill

No provision.

Senate amendment
The Senate amendment requires the IRS regional counsel to ap-

prove, in writing, the issuance of an adverse determination letter
or deficiency notice to a church.

Conference agreement
The conference agreement requires the IRS regional counsel to

approve, in writing, (1) the determination of whether an organiza-
tion has tax-exempt status as a church (sec. 501(a), (2) the determi-
nation of whether such an organization is a church which is enti-
tled to receive tax-deductible contributions (sec. 170(c)), or (3) the
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issuance of a notice of tax deficiency to a church following a
church tax examination (in cases where deficiency procedures are
inapplicable, the assessment of any underpayment of tax by the
church following a church tax examination). The conference agree-
ment further requires the regional counsel to state in writing that
the IRS has substantially complied with the church audit proce-
dures as provided by the conference agreement.

h. Prevention of repeated examinations

Present law

There is no special provision regarding approval of a second ex-
amination of a church. However, the IRS must provide special
notice before inspecting any taxpayer's records twice for the same
tax year.

House bill

No provision.

Senate amendment
The Senate amendment requires the appropriate IRS assistant

commissioner to approve, in writing, any second investigation or
examination of a church, unless the first investigation or examina-
tion resulted in (1) revocation of tax exemption or an assessment of
tax, or (2) a request by the IRS for any significant changes in
church operational practices (including the adequacy or sufficiency
of records maintained to reflect income). The committee report in-
dicates that this provision is to apply only to second audits involv-
ing the same or similar issues as the prior audit.

Conference agreement
The conference agreement follows the Senate amendment, but

specifies that (1) the requirement of assistant commissioner ap-
proval does not apply where the second audit (i.e., church tax in-
quiry or examination) does not involve the same or similar issues
as the preceding inquiry or examination, and (2) the requirement
applies only to second audits beginning within 5 years of the date
on which the notice of examination was sent to the church during
the prior audit (if no notice of examination was sent, the date of
the notice of commencement of inquiry). This 5-year period is to be
suspended for periods during which the two-year period for comple-
tion of an audit is suspended as described under the conference
agreement (unless the prior audit was actually concluded within 2
years of the notice of examination). Finally, the conference agree-
ment clarifies that the approval of any second audit to which the
provision applies is to be made by the IRS Assistant Commissioner
for Employee Plans and Exempt Organizations.

The conferees intend that, in determining whether a second
audit involves similar issues to a prior audit, the substantive factu-
al issues involved in the two audits, rather than legal classifica-
tions, will govern. Specifically, the conferees intend that unrelated
business income from different sources will be considered different
issues for purposes of this provision.
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i. Scope of church audit procedures

Present law
The Internal Revenue Code applies special procedural require-

ments (described above) which are primarily intended to protect
churches in examinations concerning unrelated business income.
Treasury regulations generally extend these rules to examinations
concerning tax-exempt status of an organization claiming to be a
church.

House bill

No provision.

Senate amendment
The Senate amendment applies expanded statutory procedures

(described above) to investigations of church tax status and liabil-
ities. The committee report specifies that these procedures do not
apply to investigations of individuals' tax liability (e.g., liabilities of
individual contributors to a church) and do not prevent routine in-
quiries to a church (e.g., regarding employment taxes, income tax
withholding, or similar matters). However, further legislative histo-
ry indicates that the procedures are intended to apply at any point
at which the tax status of a church becomes the issue in an investi-
gation.

Conference agreement
The conference agreement specifies that the church examination

procedures described above do not apply to (1) any inquiry or exam-
ination of any person other than a church, (2) any termination as-
sessment (sec. 6851) or jeopardy assessment (sec. 6861), or (3) any
case involving a knowing failure to file a return or a willful at-
tempt to defeat or evade tax. Additionally, the conference agree-
ment clarifies that these procedures do not apply to criminal inves-
tigations.

The conferees intend that inquires or examinations which relate
primarily to the tax status or liability of persons other than the
church (including the tax status or liability of a contributor or con-
tributors to the church), rather than the tax status or liability of
the church itself, will not be subject to the church audit proce-
dures. These may include, but are not be limited to, (1) inquiries or
examinations regarding the inurement of church funds to a par-
ticular individual or individuals or to another organization, which
may result in the denial of all or part of such individual's or orga-
nization's deduction for charitable contributions to the church, (2)
inquiries or examinations regarding the assignment of income or
services or excessive contributions to a church, and (3) inquiries or
examinations regarding a vow of poverty by an individual or indi-
viduals followed by a transfer of property or an assignment of
income or services to the church. The IRS may inquire of a church
regarding these matters without being considered to have com-
menced a church tax inquiry and may proceed to examine church
records relating to these issues (including enforcement of a sum-
mons for access to such records) without following the require-
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ments applicable to church tax examinations, subject to the gener-
al rules regarding examinations of taxpayer books and records.

The conferees intend that inquiries or examinations conducted
outside the church audit procedures will be limited to the determi-
nation of facts and circumstances specifically relating to the tax li-
abilities of the individuals or other organizations in question. For
example, in an inurement case, the IRS could request information
or examine church records regarding amounts of money, property,
or services transferred to the individual or individuals in question
(including wages, loans, or non-contractual transfers), the use of
church funds for personal expenses, or other similar matters, out-
side of the church audit procedures. In an assignment of income
case, the IRS could request information or examine church records
relevant to an individual's assignment of particular income, dona-
tion of property, or transfer of a business to a church. However, the
IRS could not examine a contributor or membership list in the pos-
session of the church, without following the church audit proce-
dures, for the purpose of determining the overall financial struc-
ture of the church, merely because such structure was relevant to
the church's qualification as a tax-exempt entity and therefore in-
directly relevant to the validity of contributors' deductions in gen-
eral. The conferees further intend that the IRS will not make use
of inquiries or examinations regarding individuals' or other organi-
zations' tax liabilities to avoid the intended purpose of the church
audit procedures. The failure of a church to respond to repeated in-
quiries regarding individuals' or other organizations' tax liabilities
will be considered a reasonable basis for commencement of a
church tax inquiry.

The conferees further intend that routine IRS inquiries to a
church will not be considered to commence a church tax inquiry
and therefore will not trigger application of the church audit proce-
dures. Routine questions for the purpose include (but are not limit-
ed to) questions regarding (1) the filing or failure to file any tax
return or information return by the church, (2) compliance with
income tax or FICA tax withholding responsibilities by the church,
(3) any supplemental information needed to complete the mechani-
cal processing of any incomplete or incorrect return filed by the
church, (4) information necessary to process applications for
exempt status, letter ruling requests, or employment tax exemption
requests by the church, and information identifying a church that
is used by the IRS to update its Cumulative List of Tax Exempt
Organizations and other computer files, and (5) confirmation that a
specific business is or is not owned or operated by a church. Re-
peated failure by a church or its agents to reply to such routine
inquiries will be considered reasonable basis for commencement of
a church tax inquiry under the applicable church audit procedures.
The IRS may further request a church to provide information nec-
essary to locate third-party records (e.g., bank records), including
information regarding the church's chartered name, state and year
of incorporation, and location of checking and savings accounts,
without following the church audit procedures; failure to provide
this type of information is to be a factor, but not a conclusive
factor, in determining if there is reasonable cause for commencing
a church tax inquiry.
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The conference agreement specifies that the church audit proce-
dures do not apply to any case involving a knowing failure to file a
return or a willful attempt to defeat or evade tax. The conferees
are aware that, in recent years, increasing numbers of tax protest-
ers and other taxpayers have utilized the form of religious organi-
zations in an effort to avoid tax. In Fiscal Year 1983, the IRS closed
6,612 examinations involving alleged church tax avoidance
schemes, assessing $23,803,200 in taxes and penalties (an average
assessment of $3,600 per return) and leaving a calendar year-end
inventory of 15,296 church tax avoidance cases (in addition to ap-
proximately 200 criminal investigations). In the first 6 months of
Fiscal 1984 alone (October 1, 1983-March 31, 1984), the IRS as-
sessed $25,620,178 in taxes and penalties in 5,498 cases relating to
church tax avoidance schemes.' The conferees specifically intend
that nothing in the church audit procedures will inhibit IRS inquir-
ies, examinations, or criminal investigations of tax protestor or
other tax avoidance schemes posing as religious organizations, in-
cluding (but not limited to) tax avoidance schemes posing as mail-
order ministries or storefront churches, whether such schemes are
limited to one particular taxpayer or encompass a group of taxpay-
ers.

j. Remedy for IRS violation of audit procedures

Present law

The violation of statutory procedures may generally be raised as
a defense (but not an absolute defense) in a proceeding to gain
access to statutorily protected records.

House bill

No provision.

Senate amendment
The Senate amendment specifies that IRS failure to follow the

proper church audit procedures is a defense (but not an absolute
defense) in a proceeding to gain access to church records. The com-
mittee report states that, once this defense is raised, the IRS has
the burden to prove it has followed the property statutory proce-
dures. However, the IRS is permitted to correct any procedural vio-
lations before continuing an investigation.

Conference agreement
The conference agreement provides that the exclusive remedy for

any IRS violation of the church audit procedures described above is
as follows: failure of the IRS to substantially comply with (1) the
requirement that two notices be sent to the church, (2) the require-
ment that the regional commissioner approve the commencement!
of a church tax inquiry, or (3) that an offer of an IRS conference
with the church be made (and a conference held if requested), will
result in a stay of proceedings in a summons proceeding to gain
access to church records (but not in dismissal of such proceeding)

I Information provided to Treasury Department by IRS Employee Plans/Exempt Organiza-
tions Operations Division, June 19, 1984.
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until these requirements are satisfied. The two-year limitation on
duration of a church audit is not to be suspended during stays of
summons proceedings resulting from violations described above;
however, the IRS may correct such violations without regard to the
otherwise applicable time limits prescribed under the church exam-
ination procedures. The conferees intend that, in determining
whether a stay is necessary, a court will consider the good faith of
the IRS and the effect of any violation of the proper examination
procedures.

Aside from the exclusive remedy described above, there is to be
no judicial remedy for IRS violation of any of the church examina-
tion procedures provided by the conference agreement. IRS failure
to comply with any of these requirements may not be raised as a
defense or an affirmative ground for relief in any judicial proceed-
ing including, but not limited to, a summons proceeding to gain
access to church records; a declaratory judgment proceeding involv-
ing a determination of tax-exempt status (sec. 7428); or a proceed-
ing to collect unpaid tax. Additionally, failure to substantially
comply with the requirements that two notices be sent, that the as-
sistant commissioner approve an inquiry, and that a conference be
offered (and the conference held if requested) may not be raised as
a defense or as an affirmative grounds for relief in a summons pro-
ceeding or any other judicial proceeding other than as specifically
set forth above. The conferees specifically intend that a church or
its representatives will not be able to litigate the issue of the rea-
sonableness of the assistant commissioner's belief in approving the
commencement of a church tax inquiry (i.e., that the church may
not be tax-exempt or may be engaged in taxable activities) in a
summons proceeding or any other judicial proceeding. These provi-
sions are not, however, intended to derogate from a church's right
to raise any substantive or procedural argument which would be
available to taxpayers generally in the appropriate proceeding.

k. Effective date

Present law

No provision.

House bill

No provision.

Senate amendment

Under the Senate amendment, the church audit procedures are
effective for investigations, examinations, or other proceedings
commencing after the date of enactment.

Conference agreement

The church audit procedures contained in the conference agree-
ment are effective for inquiries and examinations commencing
after December 31, 1984.
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IV. SIMPLIFICATION

A. Individual Estimated Tax

Present law
Under present law, a penalty is imposed on the underpayment of

the individual estimated tax. The amount of underpayment is
based on difference between payments (including withholding)
made and 80 percent of tax shown on the return. No penalty is im-
posed if payment equals an amount based on: (1) the tax shown on
the preceding year's return; (2) 80 percent of the current year's tax
computed on income to date placed on an annualized basis; (3) 90
percent of the tax on income to date; or (4) tax on the prior year's
facts and current year's rates and exemptions. The penalty may
not be waived by the IRS. Estimated payments of the alternative
minimum tax are not required.

The IRS had ruled (Rev. Rul. 83-111, 1983-2 C.B. 245) that over-
payments may not be credited to estimated tax payments earlier
than the date election to credit payment is made. This ruling has
been revoked by Rev. Rul. 84-58, 1984-16 I.R.B. 8.

House bill

Under the House bill, the underpayment will be based on the
lesser of (1) 80 percent of tax shown on the return, (2) 100 percent
of tax shown on the preceding year's return, or (3) 80 percent of the
current year's tax computed on income to date placed on an annua-
lized basis. Exceptions (3) and (4) described under present law are
repealed.

The penalty may be waived as the result of casualty, disaster or
circumstances where imposition of tax would be inequitable. Esti-
mated tax payments of the alternative minimum tax will be re-
quired.

The House bill overrules Revenue Ruling 83-111.
The provision is generally effective for taxable years beginning

after December 31, 1984.

Senate amendment
Under the Senate amendment, the underpayment may be waived

as in the House bill. Also the penalty may be waived for reasonable
cause during the first 2 years after the taxpayer retires upon
reaching age 62 or becomes disabled.

Estimated tax payments of the alternative minimum tax will be
required.

The provision is effective for taxable years beginning after De-
cember 31, 1984.

Conference agreement

The conference agreement follows the House bill, with the
Senate amendment relating to penalty waivers. The penalty waiver
provision will be effective for taxable years beginning after Decem-
ber 31, 1983.

If the taxpayer designates that the overpayment of tax shown on
his return is to be credited against his estimated tax, but the over-
payment is offset for either past-due child support or non-tax Fed-
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eral debt under section 6402(c) or (d), and the taxpayer is not noti-
fied of the offset prior to the due date of the estimated tax, the con-
ferees intend that the Secretary consider these circumstances as
warranting a waiver of the estimated tax penalty.

B. Domestic Relations Tax Reform

1. Treatment of transfer of property between spouses or incident
to divorce

Present law

Under present law, gain is generally recognized on transfers of
property in exchange for the release of marital claims (United
States v. Davis, 370 U.S. 65 (1962)).

House bill

The House bill provides that transfers of property between
spouses or incident to divorce will generally be non-taxable, carry-
over basis transactions.

The provision applies to transfers after date of enactment (other
than transfers pursuant to instruments in effect on that date
where the parties do not elect to have the provisions apply). The
parties may elect to have the provision apply to transfers after De-
cember 31, 1983.

Senate amendment

No provision.

Conference agreement
The conference agreement follows the House bill.

2. Alimony

Present law

Alimony paid under divorce or separation instruments is deducti-
ble by the payor and includible in the income of the payee. Alimo-
ny must be in discharge of a legal obligation because of family or
marital relationship; the payment may not discharge a principal
sum, with an exception for certain payments which exceed 10
years.

There is no requirement to furnish the name or social security
number of payee.

House bill
The House bill repeals the present law requirements to qualify

as alimony. The bill's new requirements are as follows: (1) payment
must be in cash; (2) payor and payee who are divorced or legally
separated may not be members of the same household at time of
payment; (3) payment must be terminable at death of payee spouse;
and (4) the parties must not designate the payment as not being
alimony.

The deduction for payments made during the first year which
exceed average payments made during the second and third year
by more than $15,000 will be recaptured. Also recapture will occur
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where second-year payments exceed third-year payments by more
than $15,000. No recapture will occur where either party dies or
where payee spouse remarries by the end of the third year. Recap-
ture does not apply to temporary support decrees.

Payee must furnish payor with his or her social security number
and the payor must furnish the name and social security number
of the payee to the IRS; a $50 penalty may be imposed for failure
to comply.

The provision applies generally to decrees and agreements exe-
cuted after 1984.

Senate amendment

No provision.

Conference agreement
The conference agreement follows the House bill with the follow-

ing modifications:
(1) The divorce or separation instrument must state that there is

no liability to make payments for any period after the death of the
payee spouse.

(2) If any amount specified in the instrument will be reduced on
the happening of a contingency relating to a child, then an equal
amount will be treated as child support rather than alimony. Thus,
for example, if the divorce instrument provides that payments will
be reduced by $100 per month when a child reaches age 18 (or in
the month the child happens to reach that age), then $100 of each
monthly payment will be treated as fixed for child support.

(3) The conference agreement generally provides that deductible
alimony payments must continue for at least 6 years duration and
may not vary by more than $10,000 during any of those years. Spe-
cifically, the agreement provides that any payment in excess of
$10,000 per year will be deductible only if the instrument provides
that the payor spouse is required to make alimony payments for at
least 6 consecutive calendar years beginning with the year a pay-
ment is first made (assuming neither spouse dies during that
period and that the payee does not remarry).

Also, if payments are deductible for any year, but in a subse-
quent year (during the 6-year period) the payments decrease by
more than $10,000 from that prior year, then those excess pay-
ments (i.e., those earlier year payments in excess of the sum of the
later year payments plus $10,000) will be includible in the income
of the payor and deductible by the payee in the subsequent year.
Thus, for example, if alimony payments of $25,000 are made in
year 1 and payments of $12,000 are made in year 2, then $3,000
will be recaptured in year 2. If the payments further decline to
$1,000 in year 3, then, in year 3, an additional $11,000 will be re-
captured from year 1 and $1,000 will be recaptured from year 2. If,
prior to the end of year 6, payments further decline, additional re-
capture will occur. In applying these rules, years beginning with
the year of death of either spouse or remarriage of the payee
spouse will be ignored if payments terminate by reason thereof.
Also, for purposes of applying these rules, payments pursuant to a
support decree (specified in section 71(b)(2)(C)) or payments which
fluctuate as a result of a continuing liability to pay, for at least 6
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years, a fixed portion of income from the earnings of a business,
property or services will not be taken into account.

3. Dependency exemption

Present law

A $1,000 deduction is allowed for a dependent child of the tax-
payer; to qualify as a dependent of the taxpayer, the taxpayer must
furnish over one-half of his or her support.

Special rules are provided for divorced or legally separated par-
ents or parents separated under written separation agreement
where the two parents provide more than one-half of the support.
The custodial parent is allowed the dependency exemption except
that: (1) if the decree or agreement provides that the non-custodial
parent is entitled to a deduction and that the parent provides at
least $600 of the support, the non-custodial parent is treated as pro-
viding over one-half the support; or (2) if the non-custodial parent
furnishes at least $1200 of the support, that parent is presumed to
furnish over one-half the support unless the custodial parent clear-
ly establishes otherwise.

A medical expense itemized deduction is allowed for expenses of
a dependent child.

Numerous different rules relating to status of married individ-
uals living apart apply.

A child is not eligible as a dependent if his or her gross income
exceeds $1,000 unless the child is under age 19 or is a student.

House bill

Under the House bill, the dependency special rules will be ex-
tended to parents living apart at all times during the last 6 months
of the calendar year. The custodial parent will be allowed the de-
pendency exemption unless that parent signs a declaration that he
or she will not claim the exemption for the taxable year, and the
non-custodial parent attaches the declaration to his or her return.
Pre-1985 agreements described under (1) of present law will contin-
ue to be recognized.

The House bill treats a child as the dependent of both parents
for purposes of the medical expense deduction.

The House bill provides that parents living apart for the last 6
months of the year can be treated as unmarried or head-of-house-
hold if the other eligibility tests are met. Eligibility for unmarried
status, head-of-household status, earned income credit, and credit
for dependent care are not lost where the custodial parent waives
the right to claim the dependency exemption.

Income received by a permanently and totally disabled individ-
ual at a sheltered workshop school will be disregarded in determin-
ing the dependency exemption.

The provision applies to taxable years beginning after December
31, 1984.

Senate amendment

No provision.
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Conference agreement

The conference agreement follows the House bill.

4. Innocent spouse relieved of liability in certain cases

Present law

Under present law, a spouse filing a joint return may be relieved
of liability for tax if (1) there is a more-than-25-percent omission
from gross income attributable to the other spouse, (2) the spouse
establishes that he or she had no knowledge, or reason to know, of
the unreported income, and (3) it would be inequitable to hold the
spouse liable, taking into account whether the spouse significantly
benefitted from the omission.

Community income is treated as income of both spouses. An ex-
ception applies where the spouses live apart for the entire year, file
separate returns, and one spouse has earned income which is not
transferred to the other spouse.

House bill

The House bill extends the innocent spouse joint return rule to
substantial understatements resulting from (1) omitted income and
(2) deductions, basis, and credits with no basis in law or fact. A sub-
stantial understatement will be an understatement of tax exceed-
ing $500.

The community property rule is extended to situations where a
spouse establishes that he or she did not know, or have reason to
know, of an item of community income, and it is inequitable to in-
clude the item in that spouse's income.

The provision applies to all taxable years to which the Internal
Revenue Codes of 1939 and 1954 apply.

Senate amendment

No provision.

Conference agreement

The conference agreement follows the House bill with the follow-
ing two modifications:

(1) The joint return innocent spouse relief, to the extent the
understatement is not attributable to an omission from gross
income, will be available only if the liability which otherwise
would qualify for relief exceeds

(a) 10 percent of the spouses's adjusted gross income for
the taxable year prior to which the deficiency notice is
mailed if that income was $20,000 or less, or

(b) 25 percent of the spouse's adjusted gross income for
the prior taxable year if that income exceeded $20,000.
(Where the spouse will meet these tests, it is not necessary
to actually mail the deficiency notice.)

The conferees understand that the additional relief in the
bill will be available to pending court cases where the decision
in the case is not final.

(2) The Secretary may disallow the benefits of any communi-
ty property law to a taxpayer if the taxpayer acts as if he or

35-426 0 - 84 - 71
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she is solely entitled to the income and the taxpayer failed to
notify the taxpayer's spouse of that income.

5. Gift and estate tax liability for transfers of property to spouses
incident to divorce

Present law

Under present law, there is no gift tax liability for transfers of
property to a spouse in settlement of marital or property rights
pursuant to a written agreement where divorce occurs within 2
years of agreement.

House bill

The House bill provides an estate tax deduction for transfers pur-
suant to these written agreements. It also extends the period to
enter into an agreement to one year after divorce.

The provision applies to gifts made, and estates of decedents
dying, after date of enactment.

Senate amendment

No provision.

Conference agreement

The conference agreement follows the House bill.

C. At-risk Provisions

Present law

Investment tax credit

Present law generally limits the amount of property on which a
taxpayer (other than a non-closely held corporation) may claim the
investment tax credit to the amount the taxpayer is "at risk". Real
estate and certain corporate leasing activities are exempt from this
rule.

There is an exception for loans from persons in the commercial
lending business who are unrelated to the seller or to the taxpayer
where the taxpayer is at least 20 percent at risk at all times.

Present law allows a lessor to pass the credit through to the
lessee. The application of the at-risk rules to these leases is un-
clear.

Losses

Present law limits the losses from an activity which a taxpayer
(other than a non-closely held corporation) may claim to the
amount the taxpayer is at risk in the activity.

House bill

Investment tax credit

The House bill generally clarifies present law by revising the
rules (including the recapture rules) so as to specifically disallow
the credit with respect to property financed with nonrecourse bor-
rowing.
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The House bill generally retains the commercial lending excep-
tion. It also adds an exception for recourse loans to a subchapter S
corporation where the loan is from an unrelated commercial lender
and the property is used in an active trade or business with at
least 3 full-time non-owner employees, including one full-time em-
ployee managing the business.

In the case of a pass-through lease, the at-risk rule will continue
to apply to the lessor. For the lessee to get the full credit in the
year the property is placed in service, the lessee must be liable to
make non-contingent payments the present value of which at the
beginning of the lease (assuming the rate of interest used in com-
puting interest on tax underpayments) must equal or exceed 30
percent (18 percent in the case of 3-year property) of the value of
the property.

These rules apply to property placed in service after date of en-
actment (or as if enacted by ERTA, if the taxpayer so elects).

Losses
Under the bill, an active trade or business of a closely held sub-

chapter C corporation (other than a personal holding company or
personal service corporation) will not be subject to any at-risk
rules. A trade or business will be required to have three full-time,
non-owner employees, one full-time employee actively managing
the business, and "out-of-pocket" business expenses exceeding 15
percent of gross income. Losses from an active business may not
offset income of a personal holding company or personal service
company that is a member of the same affiliated group.

Certain activities will be aggregated if the taxpayer actively par-
ticipates in the management of each activity.

A taxpayer can be at risk for amounts borrowed from a related
party.

These rules will apply to taxable years beginning after December
31, 1983.

Senate amendment

No provision.

Conference agreement
The conference agreement follows the House bill with the follow-

ing modifications:

(1) "Section 48(d)" leases
(a) In order to reduce the possibility that in the case of a "pass-

thru" lease, a lessee subject to the "at risk" rules may claim an
inflated value for the property, the agreement requires that the
lessor be subject to the investment tax credit at-risk rules with re-
spect to these leases unless the lessor would not otherwise be sub-
ject to these rules and either the lessor manufactured or produced
the property, the property has a readily ascertainable fair market
value, or the Secretary determines by regulation that it is unneces-
sary for the lessor to be subject to the "at-risk" rules.

(b) The requirement that the lessee be 30-percent at risk is modi-
fied to provide that the "at risk" percentage be an amount equal to
two times the credit percentage (set forth in section 46(a)) plus 10
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percent (60 percent of this amount in the case of three-year proper-
ty). This change is intended to insure that the lessee have an after-
tax investment in the property.

(2) Definition of qualified business

(a) The legislative language is amended to specifically require
that a qualifying business be an active business. It is intended that
the creation of an active business be treated as the conduct of an
active business for this purpose.

(b) The application of the partnership rules are revised. Under
the conference agreement, a qualified corporate partner will take
into account its proportionate share of the employees of a qualified
partnership (or of a qualified corporate partner) substantially all
the services of whom are directly related to the business of the
partnership, and also will take into account its share of the income
and deductions of the partnership for purposes of determining
whether the corporation is engaged in a qualifying business. The
corporation may aggregate its share of the partnership business
with any portion of the business which it conducts directly.

A partnership is qualified if it is engaged in an active business
and if there is one full-time employee of the partnership (or of a
qualified corporate partner) substantially all the services of whom
are involved in the active management of the business.

A qualified corporate partner is a general partner that has at
least a 20-percent interest in the profits and losses of the partner-
ship that has contributed an amount equal to the lesser of $500,000
or 10 percent of its net worth to the partnership as of the end of
the taxable year.

(3) Aggregation of activities

The agreement provides that all leased section 1245 properties
which are placed in service in any taxable year of a partnership or
S corporation shall be treated as a single activity. In addition, the
authority of the Secretary to aggregate or separate activities
(under section 465(c)(3)(C)) is extended to the activities (including
activities conducted by partnerships or S corporations) described in
section 465(c)(2).

(4) Recapture

The conferees wish to clarify that the disposition of property in a
transaction described in section 47(b) (relating to changes in form
of doing business) will not result in recapture (under sec. 47(d)) to
the extent the taxpayer remains liable on any debt with respect to
the property and does not reduce his direct or indirect at-risk in-
vestment in the property. For example, if section 38 property fi-
nanced with nonrecourse financing that is qualified commercial fi-
nancing is contributed to a wholly-owned corporation by an individ-
ual, the at-risk recapture rules ordinarily will not apply where the
transferor is not relieved of any personal liability for recourse fi-
nancing incurred with respect to the property, or the transferor's
at-risk investment in the corporation increases by the transferor's
at-risk investment in the contributed property (exclusive of the
nonrecourse qualified commercial financing). Appropriate excep-
tions may be provided in regulations.
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D. Administrative Provisions

1. Miscellaneous Treasury administrative provisions

House bill
The bill makes a number of minor amendments relating to

Treasury administrative provisions. The bill simplifies certain re-
quirements of the Treasury Department to make reports to the
Congress, removes the $1 million limitation of the Treasury work-
ing capital fund, increases the authorization limit from $1 million
to $10 million on the revolving fund for the redemption of real
property, allows the Secretary of the Treasury to accept gifts and
bequests for the Treasury Department, allows an extension of time
for court review of a jeopardy assessment where the government is
not promptly served, removes the $1 million limitation on the Sec-
retary of the Treasury's special authority to dispose of obligations,
allows the Internal Revenue Service a minimum of 60 days to
assess unpaid taxes shown on an amended return, provides the gov-
ernment a lien on the assets of all financial institutions which
issue an unpaid guaranteed draft for the payment of taxes, and
allows the disclosure of windfall profit tax returns to State tax
agencies.

Senate amendment

The Senate amendment is the same as the House bill.

Conference agreement

The conference agreement follows the House bill and Senate
amendment.

2. Distilled spirits administrative provision

a. Repeal of occupational tax on manufacturers of stills and
condensers

Present law

An occupational tax of $55 per year is imposed on manufacturers
of stills. In addition, a tax of $22 is imposed on each still (or con-
denser to be used in distilling) manufactured.

Present law also requires notice to the Treasury upon removal of
a still from the place of its manufacture and permission from the
Treasury before setting up a still for distilling operations. Further,
every person having possession or control over a still is required to
register with the Treasury immediately after setting up the still.

House bill

The House bill repeals the $55 per year occupational tax on man-
ufacturers of stills and the additional $22 tax for each still. The
House bill also repeals the mandatory notice requirement upon re-
moval of a still from the place of its manufacture and the require-
ment of permission prior to setting up of a still. In their place, the
bill allows the Treasury Department, pursuant to regulations, to
require manufacturers of stills to give notice before removal of
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stills from the factory. The House bill retains the requirement of
registration by a user after setting up the still.

These provisions are effective on the first day of the first month
beginning more than 90 days after the date of enactment.

Senate amendment

The Senate amendment is the same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Senate
amendment.

b. Return of taxes on spirits used for food or medicinal purposes

Present law

Present law provides for the drawback (i.e., return to the taxpay-
er) of distilled spirits excise taxes where the spirits are used for
food, medicinal, or other nonbeverage purposes. For a drawback
claim to be allowed, Treasury regulations require that extensive
supporting data be maintained by the manufacturer, including
quantitative formulae which must be filed with the Treasury. Fail-
ure to comply with these requirements (including any deviation
from a previously filed formula) may result in denial of a drawback
claim.

House bill
In lieu of denying a claim, the House bill imposes a $1,000 penal-

ty for each failure to comply with applicable laws or regulations,
where it is established that the distilled spirits were used for non-
beverage purposes. The aggregate amount of these penalties may
not exceed the taxpayer's claim. Additionally, the penalty may be
waived where the failure to comply was due to reasonable cause.

This provision is effective on the first day of the first calendar
month beginning more than 90 days after the date of enactment.

Senate amendment
The Senate amendment is the same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Senate
amendment.

c. Disclosure of information regarding alcohol fuel producers to
administrators of State alcohol laws

Present law

The Treasury Department is prohibited from disclosing tax
return information (including the identity of taxpayers), without
the taxpayer's consent, except under certain limited circumstances.
Under this prohibition, Treasury is prohibited from disclosing the
names and addresses of alcohol fuel producers to State alcohol en-
forcement agencies.
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House bill
The House bill allows the Treasury Department to disclose the

names, addresses, and business locations of persons producing alco-
hol for fuel use to State agencies having responsibility for the ad-
ministration of State alcohol laws. This disclosure is to be made
solely for use in the administration of State alcohol laws and is
subject to the existing confidentiality safeguards for disclosure of
tax information to other Federal and State agencies.

This provision is effective on the first day of the first calendar
month beginning more than 90 days after the date of enactment.

Senate amendment

The Senate amendment is the same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Senate
amendment.

d. Elimination of Government-supplied strip stamps for distilled
spirits containers

Present law

Distilled spirits containers transported or sold in the United
States are required to bear a stamp indicating that the Federal
excise tax on the spirits has been paid. Strip stamps which satisfy
this requirement are printed by the Bureau of Engraving and
Printing at an estimated cost of $1.7 million per year and are dis-
tributed to distillers and bottlers free of charge.

Government-supplied strip stamps must generally be broken in
order to open a distilled spirits container; thus, the stamps act as
closure devices.

House bill

The House bill repeals the strip stamp requirement for distilled
spirits containers and associated penalty provisions. However, the
bill requires that distilled spirits containers, on determination of
tax, bear a closure or other device which is designed to require
breaking in order to gain access to the contents of the container.
This requirement does not apply to containers having a capacity in
excess of one wine gallon.

These provisions are effective on July 1, 1985. Government-sup-
plied strip stamps may be affixed only until that date.

Senate amendment

The Senate amendment is the same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Senate
amendment.
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e. Removal of distilled spirits without payment of tax for use in
production of certain nonbeverage wine

Present law

Distilled spirits (other than wine spirits) used in production of
nonbeverage wine products are taxed upon removal from the dis-
tilled spirits plant where the spirits are produced or from customs
custody. This tax (less a processing fee) is later returned to the tax-
payer upon filing of a proper claim for refund.

House bill
The House bill permits removal from a distilled spirits plant of

distilled spirits without payment of tax for use in producing non-
beverage wine products (e.g., cooking wine).

This provision is effective on the date of enactment.

Senate amendment
The Senate amendment is the same as the House bill.

Conference agreement
The conference agreement follows the House bill and the Senate

amendment.

3. Financial accounting for the investment tax credit

Present law

Section 101(c)(1)(A) of the Tax Reform Act of 1971 limits the abil-
ity of any Federal agency to compel with respect to any taxpayer a
particular method of financial accounting for the investment tax
credit. The 1971 Act also requires a taxpayer to use the same
method of financial accounting for the investment tax credit in all
reports subject to the jurisdiction of any Federal agency unless the
Treasury approves a change to another method.

House bill

No provision.

Senate amendment

The Senate amendment repeals the provision requiring Treasury
approval of a change of financial reporting method for the invest-
ment tax credit, effective as of its original effective date.

Conference agreement

The conference agreement follows the Senate amendment.

E. Tax Court Provisions

1. Certified public accountants and enrolled agents authorized to
represent taxpayers

Present law

In any Tax Court proceeding, a taxpayer may appear pro se or be
represented by any person admitted to practice before the Tax
Court.
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House bill
The House bill allows certified public accountants and enrolled

agents to represent a taxpayer in a small tax case.

Senate amendment

No provision.

Conference agreement

The conference agreement does not include the provision of the
House bill.

2. Annuities for survivors of Tax Court Judges

Present law
If a Tax Court Judge is survived by a dependent child or chil-

dren, an annuity is provided. The maximum limits on these annu-
ities have not been changed since 1961.

House bill
The maximum limits on annuities for surviving children is in-

creased to the level provided surviving children of U.S. District
Court Judges.

Senate amendment

No provision.

Conference agreement
The conference agreement follows the House bill.

3. Tax Court Commissioners and jurisdictional limit for small tax
cases

Present law
Proceedings involving less than $5,000 may be assigned to Com-

missioners to make a decision.

House bill
The House bill increases the jurisdictional limit for small tax

cases from $5,000 to $10,000.
The House bill also provides that other proceedings may be as-

signed to be heard by Commissioners, but no decision with respect
to these proceedings may be made by a Commissioner. The title of
"Commissioner" is changed to "Special Trial Judge."

Senate amendment

The Senate amendment increases the jurisdictional limit for
small tax cases from $5,000 to $10,000.

Conference agreement

The conference agreement follows the House bill.
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4. Publicity of Tax Court proceedings

Present law

Reports of the Tax Court and evidence received by the Court are
open to public inspection.

House bill
The House bill clarifies that the Court may prevent the disclo-

sure of trade secrets and other confidential information.

Senate amendment

No provision.

Conference agreement

The conference agreement follows the House bill.

5. Elimination of mandatory retirement age for Tax Court judges

Present law

Tax Court Judges must retire upon attaining age 70. After retire-
ment, Judges who have served at least 10 years receive retirement
pay generally equal to the salary of active Judges and may contin-
ue to hear cases. Retired Judges are not considered in determining
whether the authorized maximum number of Judges (currently 19)
has been reached. Retirement plan payments are not considered
wages for purposes of social security taxes.

House bill

The House bill provides that Tax Court Judges may retire at any
time after attaining age 70.

Senate amendment
No provision.

Conference agreement
The conference agreement does not include the provision of the

House bill.

F. Simplification of Income Tax Credits

Present law
Present law provides a series of income tax credits allowable to

reduce a taxpayer's tax liability.

House bill

In general, the bill groups existing income tax credits into logical
categories and provides uniform tax liability limitations and carry-
over rules. The business credits (i.e., investment tax credit, targeted
jobs credit, alcohol fuels credit, and ESOP credit) are combined into
one credit and allowed up to 100 percent of the first $25,000 of tax
liability and 85 percent of the remainder. The research credit will
continue to be allowable against 100 percent of tax liability. A 3-
year carryback and 15-year carryforward period on a FIFO basis
will be allowed for the business credits.
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This provision applies to taxable years beginning after 1983. Un-
expired credits from each pre-1984 taxable year will be combined
into a business credit carryforward from that year to be carried to
post-1983 years (for a period not to exceed 15 years from the year of
the original credit). Thus, for example, where a taxpayer made an
investment entitling it to claim the employee plan percentage, the
taxpayer may continue to make an election to claim that percent-
age as a carryforward from the earlier year under the rules in
effect for the year the investment was made.

Carrybacks of the general business credit to pre-1984 years will
be allowed.

Senate amendment
The Senate amendment is the same as the House bill.

Conference agreement

The conference agreement follows the House bill and Senate
amendment.

G. Miscellaneous Simplification

1. Preferred stock eligible under section 1244

Present law

An ordinary loss deduction of up to $50,000 per year ($100,000 in
the case of a joint return) is allowed for losses on certain common
stock of small business corporations ("section 1244 stock").

House bill
The House bill allows preferred stock to qualify as "section 1244

stock".
The provision applies to stock issued after date of enactment.

Senate amendment

No provision.

Conference agreement
The conference agreement follows the House bill.

2. Medical expense deduction for certain lodging

Present law
Present law allows an itemized deduction for unreimbursed med-

ical expenses in excess of five percent of the taxpayer's adjusted
gross income (Code sec. 213). Expenses eligible for deduction in-
clude costs of transportation primarily for and essential to medical
care, but not costs of meals or lodging (except where paid as part of
a hospital bill) while away from home to obtain medical care.

House bill

Under the House bill, amounts paid for lodging while away from
home, if primarily for and essential to care provided by a physician
in a licensed hospital or certain equivalent medical-care facilities,
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are treated as medical care expenses eligible for the section 213 de-
duction.

The lodging amount allowable as a deduction cannot exceed $50
per night for the patient or other eligible person (such as a parent
accompanying a dependent child). No deduction is allowed for lodg-
ing that is lavish or extravagant, if there is any significant element
of personal pleasure, recreation, or vacation in the travel away
from home, or for any expenses, such as food, other than the cost of
lodging.

This provision is effective for taxable years beginning after 1983.

Senate amendment

No provision.

Conference agreement
The conference agreement follows the House bill. As in the case

of other types of medical expenses eligible for deduction under sec-
tion 213, the taxpayer must substantiate any deduction claimed for
lodging expenses as prescribed by Treasury regulations (see Regs.
sec. 1.213-1(h)).

H. Deadwood

1. Government retirement bonds

Present law
Present law provides for the issuance of certain government re-

tirement bonds. Treasury has terminated the sale of these bonds.

House bill
The House bill repeals the provisions of law relating to these

bonds. Current holders of the bonds will be governed by present
law, but can redeem the bonds at any time.

The provision generally applies to obligations issued after De-
cember 31, 1983.

Senate amendment
No provision.

Conference agreement
The conference agreement follows the House bill.

2. Farm loss recapture

Present law
Present law provides for the recapture of certain farm losses.

These provisions were terminated for losses after 1975.
House bill

The House bill repeals the farm loss recapture provisions for tax-
able years beginning after December 31, 1983.
Senate amendment

No provision.
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Conference agreement

The conference agreement follows the House bill.

V. PROVISIONS RELATING TO EMPLOYERS AND TO
EMPLOYEES AND TO RETIREMENT

A. Pension Plan Provisions

1. Deduction limits for qualified plans

Present law

Under present law, limits are imposed on the amount of employ-
er deductions for contributions to a qualified pension, profit-shar-
ing, or stock bonus plan ("qualified plan"). In addition, if an em-
ployer maintains a defined benefit pension plan or a money pur-
chase pension plan and an annuity, profit-sharing, or stock bonus
plan for the same employees, then the employer's deduction for
plan contributions for a year is limited to the greater of (1) 25 per-
cent of aggregate compensation paid or accrued during the year to
the beneficiaries of the plan or (2) the amount necessary to satisfy
the employer's minimum funding requirement under the pension
plan. This limitation does not apply if the employer maintains a
defined benefit pension plan and a money purchase pension plan
for the same employees.

Present law provides overall limits on the dollar amount and
percentage of compensation that may be provided to participants
as contributions or benefits under qualified plans. In the case of an
employee participating in both a defined contribution plan and a
defined benefit pension plan maintained by the same employer, the
sum of the fractions of the separate limits used by each plan is sub-
ject to an overall limit. TEFRA generally reduced the combined
limit with respect to dollar amounts from 1.4 to 1.25.

House bill

No provision.

Senate amendment
The Senate amendment applies the 25-percent deduction limita-

tion to situations in which an employer maintains both a defined
benefit pension plan and a money purchase pension plan for the
same employees. In no event, however, will the deduction limita-
tion for a year be less than the amount necessary to satisfy the
minimum funding requirement for the defined benefit pension
plan.

In addition, under the Senate amendment, the total amount de-
ductible for a taxable year under all plans of the employer is limit-
ed to the aggregate amount of compensation paid or accrued during
the taxable year to the beneficiaries of the plans. In applying this
aggregate limit, benefits paid by a plan (within limits) are treated
as compensation paid during the year.

Under the Senate amendment, in the case of an employee par-
ticipating in both a defined contribution plan and a defined benefit
pension plan maintained by the same employer, the combined limit
on the sum of the fractions of the separate limits used by each plan
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is raised to 1.4. The increased limit applies only if, at all times
after June 30, 1982, no plan of the employer is (1) a top-heavy plan
or (2) integrated with social security.

The provisions of the Senate amendment are effective for years
beginning after December 31, 1984.

Conference agreement

The conference agreement does not contain the Senate amend-
ment.

2. Provisions relating to top-heavy plans

Present law

Under present law, if a qualified plan is top heavy, then certain
additional minimum requirements (including minimum contribu-
tions or benefits for non-key employees) are imposed. A qualified
plan is top heavy if more than 60 percent of the value of accrued
benefits are allocable to key employees. The accrued benefits of em-
ployees who have separated from service generally continue to be
counted until 5 years after they are distributed.

Present law defines a key employee as an individual who (1) is
an officer (in the case of a corporate employer), (2) is one of the 10
employees owning the largest interests in the employer, (3) owns
more than a 5-percent interest in the employer, or (4) owns more
than a 1-percent interest in the employer and has compensation
from the employer in excess of $150,000.

In addition, present law provides that the combined limit on con-
tributions and benefits for a key employee participating in both a
defined contribution plan and defined benefit pension plan main-
tained by the same employer is reduced from 1.25 to 1.0. This re-
duction in the combined plan limit does not apply if additional
minimum benefits or contributions are provided to non-key employ-
ees. In the case of a super top-heavy plan, (i.e., a plan under which
more than 90 percent of the accrued benefits are provided to key
employees), the reduction in the combined plan limit applies with-
out regard to whether additional minimum contributions or bene-
fits are provided to non-key employees.

Under present law, in testing whether an employer has satisfied
the minimum contribution or benefit requirement with respect to a
non-key employee and for purposes of determining the amount that
has been contributed to a plan on behalf of a key employee,
amounts contributed pursuant to a salary reduction arrangement
are not counted.

The present-law rules relating to top-heavy plans (including the
requirement that a plan contain provisions that are operative if
the plan becomes top heavy) apply to governmental plans (as de-
fined in sec. 414(d)).

House bill

No provision.

Senate amendment

Under the Senate amendment, the special combined limit on con-
tributions and benefits under a super top-heavy plan is repealed.
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The amendment also revises the definition of the term "key em-
ployee" to exclude officers who earn less than twice the dollar limit
on contributions under a defined contribution plan ($60,000 for
1984).

The Senate amendment provides that if an individual has not re-
ceived compensation with respect to any plan of the employer at
any time during the 5-year period ending on the determination
date, then any accrued benefit of the individual is disregarded for
purposes of determining whether the plan is top heavy.

Under the Senate amendment, the amounts contributed to a
qualified plan pursuant to a salary reduction arrangement are
taken into account under the top-heavy provisions. The amend-
ment also exempts governmental plans (as defined in sec. 414(d))
from the top-heavy plan requirements.

Under the Senate amendment, if the Secretary of the Treasury
fails to issue final regulations under the rules of the Code relating
to top-heavy plans before January 1, 1985, then a simplified amend-
ment procedure applies.

The provisions generally are effective for plan years beginning
after December 31, 1983. The provisions relating to separated em-
ployees and salary reduction arrangements are effective for plan
years beginning after December 31, 1984.

Conference agreement
The conference agreement generally follows the Senate amend-

ment, with two exceptions. First, the conference agreement retains
the special combined limit on contributions and benefits under a
super top-heavy plan. Second, the conference agreement revises the
definition of the term "key employee" to exclude officers who earn
less than 1'/2 times the dollar limit on contributions under a de-
fined contribution plan ($45,000 for 1984).

Under the conference agreement (as under the Senate amend-
ment), if the Secretary of the Treasury fails to issue final regula-
tions under the Code rules relating to top-heavy plans before Janu-
ary 1, 1985 (as in effect on the day before the date of enactment of
these provisions), the Secretary is required to publish plan amend-
ment provisions that may be incorporated into all qualified plans
of an employer. If a plan is amended to incorporate these provi-
sions, then the plan is deemed to have met the top-heavy plan re-
quirements and is not required to be amended further to comply
with the top-heavy provisions until the date that is 6 months after
the issuance of the final regulations.

Under the conference agreement, if the Secretary fails to publish
the required plan amendment provisions by January 1, 1985, then
a plan is treated as meeting the top-heavy plan requirements if the
plan is amended to incorporate such requirements by reference. In
any case in which a plan is so amended and the plan does not
specify the particular provisions that apply, the conferees intend
that the employer is to be considered, in those situations in which
more than one provision may apply, to have elected the provision
that maximizes the vested, accrued benefits for each non-key em-
ployee. For example, if a plan is amended to incorporate the top-
heavy plan requirements by reference and does not specify a vest-
ing schedule, the plan is deemed to provide a vesting schedule that
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maximizes the vested, accrued benefits of each non-key employee.
Thus, if a particular non-key employee separates from service after
two years of service, the plan is considered to have incorporated
the graduated vesting schedule with respect to that employee and
the employee would have a 20-percent vested accrued benefit. On
the other hand, if another non-key employee under the same plan
has at least three years of Service, the plan is considered to have
incorporated the three-year, 100-percent vesting schedule with re-
spect to that employee. Similarly, if an employer maintains a top-
heavy group of plans and the plans are amended to incorporate the
top-heavy plan requirements by reference without specifying the
plan or plans under which the minimum benefits or minimum con-
tributions are provided, then a non-key employee in any plan that
is a required member of the group must be provided with the mini-
mum contribution or benefit under each plan that is a required
member in which the employee participates.

The conference agreement does not change the effective date of
the top-heavy plan rules. In addition, the conferees intend that the
issuance, as final regulations, of regulations similar to the proposed
regulations under section 416 (published on March 15, 1983) will
constitute the issuance of final regulations for purposes of this pro-
vision.

3. Distribution rules for qualified plans

Present law

Distributions prior to age 591/2
Present law imposes an additional 10-percent income tax on cer-

tain distributions to employees in top-heavy plans. Amounts re-
ceived under a qualified plan before a participant attains age 592,
becomes disabled, or dies are subject to this tax to the extent that
(1) the amounts are includible in the participant's gross income and
(2) are attributable to years in which the participant was a key em-
ployee in a top-heavy plan. The tax is designed to discourage the
use of retirement funds for nonretirement purposes.

Before-death distribution rules

Present law requires that benefits provided under a qualified
plan must be for the primary benefit of an employee, rather than
the employee's beneficiaries. Accordingly, benefits provided for a
participant's beneficiaries must be incidental. Under this inciden-
tal benefit rule, a qualified plan generally is required to provide for
a form of distribution under which the present value of the pay-
ments projected to be made to the participant, while living, is more
than 50 percent of the present value of the total payments project-
ed to be made ,to the participant and the participant's beneficiaries.
The incidental benefit rule is designed to limit the use of qualified
plans for nonretirement purposes (e.g., to provide for deferral of
income tax or to provide for tax-favored transfers of wealth to
others). The rule is supplemented by requirements that benefits be
distributed after age 701/2.

Under present law, a participant's benefits under a qualified
plan must be distributed by a benefit distribution date, which is
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the last day of the later of the taxable year in which the partici-
pant (i) attains age 701/2, or (ii) retires. In the case of a key employ-
ee participating in a top-heavy plan, distributions must be made in
the taxable year in which the key employee attains age 701/2, with-
out regard to whether the key employee has retired. Alternatively,
distributions must begin no later than the applicable benefit distri-
bution date and must be made over the life of the participant (or
lives of the participant and the participant's spouse) or over a
period not exceeding the life expectancy of the participant (or the
joint life expectancy of the participant and the participant's
spouse).

The distribution rules applicable to individual retirement plans
(IRAs) are similar to the before-death distribution rules applicable
to benefits under qualified plans except that the benefit distribu-
tion date for the owner of an IRA is the end of the taxable year in
which the owner attains age 701/2, without regard to whether the
owner has retired.

After-death distribution rules

If a participant dies before the entire interest in a qualified plan
is distributed, present law requires that amounts payable to a bene-
ficiary (other than the participant's surviving spouse) generally
must be paid to the beneficiary within 5 years after the partici-
pant's death. In addition, after the death of the participant's sur-
viving spouse, any amounts payable to a beneficiary of the surviv-
ing spouse must be paid within 5 years after the spouse's death.
The after-death distribution rules for IRAs are similar to the after-
death distribution rules applicable to qualified plans.

Qualifying rollover distributions
If the balance to the credit of an employee is paid to the employ-

ee or to the surviving spouse of the employee as a qualifying rollov-
er distribution, all or any portion of the distribution may be rolled
over, tax free, within 60 days after the date of the distribution, to
another qualified plan or to an IRA. Under present law, no rollover
is permitted for a plan distribution that is not a total distribution.
Similar rules apply to distributions from or under a tax-sheltered
annuity contract.

House bill

Qualifying rollover distributions
The House bill provides for a tax-free rollover to an IRA of a dis-

tribution of at least 50 percent of the balance to the credit of an
employee under a qualified plan or tax-sheltered annuity contract.
As under present law, the rollover of a partial distribution is to be
made within 60 days after the date of the distribution. Any subse-
quent distribution from the same plan (or any other plan of the
employer required to be aggregated for the lump sum distribution
rules) is not eligible for the special 10-year income averaging or
long-term capital gain treatment accorded lump sum distributions.

Under the House bill, similar plans of the employer are aggre-
gated for purposes of applying the 50-percent test.

35-426 0 - 84 - 72
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The provision is effective for distributions made after the date of
enactment.

Senate amendment

Distributions prior to age 5o91/2

Under the Senate amendment, the additional 10-percent income
tax on premature distributions applies to a distribution only to the
extent that the distribution is attributable to years in which the
participant was a 5-percent owner (sec. 416) without regard to
whether the plan was top heavy for such years.

Before-death distribution rules

Under the Senate amendment, a qualified plan is required to
provide that a participant's entire interest will be distributed
before the end of the taxable year in which the participant (i) at-
tains age 701/2 or (ii) retires, whichever is later. If a participant is a
5-percent owner (sec. 416) with respect to the taxable year in which
the participant attains age 701/2, the participant's entire interest is
to be distributed no later than the close of such year even though
the participant has not retired. The Senate amendment continues
the incidental benefit rule of present law.

The Senate amendment provides for an alternative method of
distribution over the life of the participant or over the lives of the
participant and the participant's spouse. Under the Senate amend-
ment, a qualified plan may provide that a participant's entire in-
terest will be distributed, commencing on or before the applicable
benefit distribution date, over the life of the participant (or the
lives of the participant and spouse) or over a term certain not ex-
ceeding the life expectancy of the participant (or the joint life ex-
pectancy of the participant and spouse).

Under the Senate amendment, a qualified plan does not fail to
satisfy the before-death distribution rules if it provides for the pur-
chase, by the applicable benefit distribution date, of an immediate
annuity contract that provides for substantially nonincreasing an-
nuity payments to be made over the lives of the participant and a
nonspouse beneficiary (or over a term certain not exceeding the
joint life expectancy of the participant and a nonspouse benefici-
ary). A defined benefit pension plan is permitted to make substan-
tially nonincreasing payments directly from the plan, in lieu of dis-
tributing an annuity contract.

After-death distribution rules

The Senate amendment generally continues the after-death dis-
tribution rules of present law. However, the amendment provides
that the 5-year payout rule is satisfied, for both qualified plans and
IRAs, by the purchase of an immediate annuity contract that pro-
vides for substantially nonincreasing payments over the life of the
beneficiary or over a term certain not exceeding the life expectancy
of the beneficiary. A defined benefit pension plan is permitted to
make such payments directly without purchasing an annuity con-
tract.
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Qualifying rollover distributions
The Senate amendment generally follows the House bill, except

that similar plans of the employer are not aggregated for purposes
of applying the 50-percent test.

Effective dates

The provisions generally are effective for plan years beginning
after December 31, 1984. For governmental plans, the provisions
are effective for plan years beginning on or after December 31,
1986. For collectively bargained plans, the provisions are effective
for plan years beginning in or after the earlier of (1) January 1,
1987, or (2) the expiration of the collective bargaining agreement.
The qualifying rollover distribution provision is effective for distri-
butions after the date of enactment, in taxable years ending after
that date.

Conference agreement

Distributions prior to age 5912
The conference agreement follows the Senate amendment.

Before-death distribution rules
The conference agreement generally follows the Senate amend-

ment, with several exceptions. Under the conference agreement, a
trust is not a qualified trust unless the plan of which it is a part
provides that the entire interest of the employee will be distributed
no later than the required commencement date. Alternatively, the
entire interest is to be distributed, beginning no later than the re-
quired commencement date, over (1) the life of the employee, (2)
the lives of the employee and a designated beneficiary, (3) a period
not extending beyond the life expectancy of the employee, or (4) a
period not extending beyond the life expectancy of the employee
and a designated beneficiary.

Under the conference agreement, the required commencement
date is April 1 of the calendar year following the year in which (1)
the employee attains age 701/2 or (2) the employee retires, whichev-
er is later. If an employee is a 5-percent owner (as defined in sec-
tion 416) with respect to the plan year ending in the calendar year
in which the employee attains age 70'/2, the employee's entire in-
terest is to be distributed no later than April 1 of the calendar year
following such plan year even though the employee has not retired.
In the case of employer securities that may not be distributed on
account of the 84-month holding period of section 409A(d), the rule
applicable to 5-percent owners does not apply with respect to such
securities until the applicable holding period expires.

Of course, the conferees intend that an individual who is subject
to the 701/2 distribution requirement on the effective date of the
conference agreement will not be treated as failing to meet the
701/2 distribution requirement merely because the individual
would have been required to begin payments if the rules had been
effective in earlier years. The distribution requirement with re-
spect to such an individual commences on April 1 of the year fol-
lowing the first year for which the provision is effective, based on
the individual's age in that year.



1138

For purposes of the before-death distribution rules, the conferees
intend that an employee's "entire interest" does not include ancil-
lary benefits (such as lump sum death benefits) that are, in no
event, available to the employee.

The conferees intend that, in implementing these before-death
distribution rules, Treasury regulations will require that distribu-
tions over any of the permissible periods are to satisfy a minimum
distribution rule similar to the rules under present law, except that
the participant's life expectancy may be recalculated no more fre-
quently than annually. Similarly, if payments are made over the
joint life expectancy of the employee and the employee's spouse,
such joint life expectancy may be recalculated no more frequently
than annually. The conferees intend that, in the case of payments
made over the joint life expectancy of the employee and a non-
spouse beneficiary, Treasury regulations will provide a method of
recalculation under the minimum distribution rule that takes into
consideration the change in life expectancy of the employee, but
not the change in life expectancy of the nonspouse beneficiary.

Distributions over any of the permissible periods from or under a
defined benefit pension plan are deemed to satisfy the minimum
distribution rule if the plan makes substantially nonincreasing
annual payments over any of these periods. The conferees intend,
however, that regulations will permit defined benefit pension plan
distributions to increase under certain circumstances. For example,
certain cost-of-living increases in an employee's annual payments,
cash refunds of employee contributions upon an employee's death,
an increase in annual benefit payments to the employee upon the
death of the employee's beneficiary, and increases based on invest-
ment experience generally could be permitted. In no event, howev-
er, may increasing payments be permitted if the effect of the in-
crease is circumvention of the minimum distribution rules.

Under a defined contribution plan, the minimum distribution
rule is satisfied if the payments are subject to an irrevocable
payout schedule that satisfies the minimum distribution rule. In
addition, a defined benefit pension plan or a defined contribution
plan may satisfy the minimum distribution rule by distributing an
immediate annuity contract that provides for payments that satisfy
the minimum distribution rule (e.g., provides for substantially non-
increasing annual payments).

The conferees intend that, as under present law, plan distribu-
tions, including distributions under annuity contracts distributed
by a qualified plan, are required to meet the incidental benefit
rule. For example, if a plan provides for a before-death distribution
of an immediate annuity contract to the employee and a benefici-
ary, then the present value of the payments projected to be paid to
the employee are to be more than 50 percent of the present value
of the payments projected to be paid to the employee and the bene-
ficiary. As under present law, distributions in accordance with the
rules relating to qualified joint and survivor annuities will satisfy
the incidental benefit rule.

After-death distribution rules

The conference agreement provides rules that apply in the case
of an employee's death before the employee's entire interest has
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been distributed. In the case in which distributions have com-
menced to the employee before death, the conference agreement
provides that the remaining portion of the employee's interest is to
be distributed at least as rapidly as under the method of distribu-
tion in effect prior to death. For example, if an employee elected to
receive benefits in the form of equal annual installments for a
term of 20 years (which did not extend beyond the life expectancy
of the employee) and the employee died after benefits had been
paid for 10 years, the remaining interest of the employee could be
distributed in equal annual installments over a term not exceeding
10 years. Of course, the beneficiary could elect to accelerate pay-
ments of the remaining interest.

In the case in which distributions have not commenced to the
employee before the employee's death, the conference agreement
provides that the entire interest of the employee is to be distribut-
ed within 5 years after the death of the employee. Under the con-
ference agreement, two exceptions apply to this 5-year distribution
rule.

The first exception provides that the 5-year rule does not apply if
(1) any portion of the employee's interest is payable to (or for the
benefit of) a designated beneficiary, (2) the portion of the employ-
ee's interest to which the beneficiary is entitled will be distributed
over the life of the beneficiary (or over a period not extending
beyond the life expectancy of the beneficiary), and (3) the distribu-
tions commence no later than 1 year after the date of the employ-
ee's death. The conferees intend that this exception applies only if
amounts are paid to the beneficiary under rules that satisfy the
minimum distribution rule applicable to before-death distributions.
Recalculation of life expectancy is not permitted under this provi-
sion.

The Secretary may, under regulations, provide exceptions to the
1-year rule under appropriate circumstances (e.g., if a beneficiary
cannot be located). The conferees intend, however, that the regula-
tions could require that catch-up distributions be made with re-
spect to amounts deferred under such exceptions.

The second exception applies if the designated beneficiary is the
surviving spouse of the employee. Under this provision, the 5-year
rule does not apply if (1) the portion of the employee's interest to
which the surviving spouse is entitled will be distributed over the
life of the surviving spouse (or over a period not extending beyond
the life expectancy of the surviving spouse), and (2) the distribu-
tions commence no later than the date on which the employee
would have attained age 70/2. If the surviving spouse dies before
payments are required to commence, then the 5-year rule is to be
applied as if the surviving spouse were the employee. The conferees
intend that payments to the surviving spouse will satisfy the excep-
tion to the 5-year distribution requirement if payments are made
pursuant to a qualified joint and survivor annuity.

For purposes of the after-death distribution rules, the conference
agreement provides that any amount paid to a child is treated as if
it had been paid to the surviving spouse of an employee if the
amount becomes payable to the surviving spouse when the child
reaches the age of majority (or such other event as may be speci-
fied in Treasury regulations).



1140

Under the conference agreement, similar rules are provided for
after-death distributions from or under an individual retirement
account or annuity. In addition, under the conference agreement,
the rules applicable to after-death distributions under an annuity
contract are to apply to a custodial account that is treated as a tax-
sheltered annuity contract (sec. 403(b)(7)).

Qualifying rollover distributions

The conference agreement follows the Senate amendment.

Effective dates

The conference agreement generally follows the Senate amend-
ment.

The conference agreement provides that a plan is not to be dis-
qualified merely because it pays benefits under a designation made
before January 1, 1984, in accordance with section 242(b)(2) of the
Tax Equity and Fiscal Responsibility Act of 1982 (as in effect before
the amendments made by the conference agreement).

4. Treatment of distributions of benefits substantially all of which

are derived from employee contributions

Present law

Present law permits a qualified plan, a tax-sheltered annuity
contract, or a governmental plan to be funded solely by employee
contributions. Nondeductible employee contributions may be with-
drawn from a qualified plan at any time without a tax penalty. In
addition, the first withdrawals of nondeductible contributions (prior
to the annuity starting date) are treated as a return of the nonde-
ductible contributions, which are not includible in gross income.
After the balance of the nondeductible contributions has been with-
drawn, further withdrawals are considered to be income.

House bill

The House bill provides that a plan is not a qualified plan if sub-
stantially all of the accrued benefits under the plan are derived
from employee contributions, other than deductible employee con-
tributions.

The provision is effective for plan years beginning after March
31, 1984.

Senate amendment
Under the Senate amendment, if substantially all of the accrued

benefits under a qualified plan are derived from employee contri-
butions, then distributions under the plan will be considered to be
income until all income has been withdrawn. In addition, if an em-
ployee received (directly or indirectly) any amount as a loan under
the plan, the bill treats the amount of the loan as a withdrawal
from the plan.

The provision is effective for amounts received or loans made on
or after the 90th day after the date of enactment.
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Conference agreement

The conference agreement generally follows the Senate amend-
ment with two exceptions. First, the conference agreement defines
a plan in which substantially all of the contributions are employee
contributions as a plan with respect to which more than 85 percent
of the total contributions during a representative period (such as 5
years as determined under Treasury regulations) are employee con-
tributions. Of course, if less than 85 percent of the total contribu-
tions for all years during which the plan is in existence are em-
ployee contributions, then the plan is not a plan in which substan-
tially all of the contributions are employee contributions.

In addition, under the conference agreement, in the case of the
Federal Government or an instrumentality of the Federal Govern-
ment, the 85 percent test is to be applied by aggregating all plans
maintained by the Federal Government or such instrumentality.
This aggregation rule applies only to those plans that are actively
administered by the Federal Government or the instrumentality.
For example, if a plan of the Federal Government was adminis-
tered by a commercial financial institution, it would not be aggre-
gated for purposes of applying the 85 percent test.

Of course, the conferees intend that amounts which are contrib-
uted to a qualified cash or deferred arrangement pursuant to an
employee's election to defer are not treated as employee contribu-
tions to the extent that the amounts are not currently includible in
gross income (sec. 402(a)(8)).

In the case of a pre-existing thrift or savings feature to an em-
ployer-funded defined benefit arrangement, the conferees intend
that the 85 percent test is applied by aggregating the thrift or sav-
ings feature with the defined benefit arrangement. This aggrega-
tion rule applies only if the employer has consistently treated the 2
features as a single plan, as by consistently filing for (and receiv-
ing) one determination letter and filing one annual return covering
both features. Voluntary employee contributions to a qualified de-
fined benefit pension plan are not treated as a separate defined
contribution plan merely because they are taken into account as
contributions to a defined contribution plan in applying the overall
limits on contributions and benefits.

5. Repeal of estate tax exclusion for qualified plan benefits

Present law

Under TEFRA, a $100,000 aggregate limit was imposed on the
estate tax exclusion for certain benefits payable under qualified
plans, tax-sheltered annuities, individual retirement plans (IRAs),
and certain military retirement plans. The TEFRA provision was
effective for decedents dying after December 31, 1982.

House bill

No provision.
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Senate amendment

The Senate amendment repeals the separate $100,000 estate tax
exclusion for benefits under qualified plans, tax-sheltered annu-
ities, IRAs, and military retirement plans.

The provision is effective with respect to decedents dying after
December 31, 1984. An exception is provided for the estate of any
decedent whose benefits are in pay status on the date of enactment
and who, prior to that date, made an irrevocable election to desig-
nate the beneficiaries who will receive the retirement benefits and
the form of such benefits. In addition, the effective date of the
TEFRA estate tax provision is amended to provide a similar excep-
tion with respect to the $100,000 limit imposed by TEFRA.

Conference agreement

The conference agreement generally follows the Senate amend-
ment with two modifications. First, the conference agreement con-
tinues the rule of present law applicable to certain interests cre-
ated by community property laws. Thus, under the conference
agreement, if the spouse of an employee on whose behalf contribu-
tions or payments are made by an employer to a qualified plan or a
tax-sheltered annuity dies, the spouse's gross estate does not in-
clude the value of any interest of the spouse in the plan or annu-
ity. This treatment applies only if the spouse's interest is attributa-
ble to the employer's contributions or payments and arises solely
by reason of the spouse's interest under the community property
laws of a State.

Second, the conference agreement modifies the exception to the
effective date provision of the Senate amendment. Under the con-
ference agreement, an exception is provided for the estate of any
decedent whose benefits are in pay status on the date of enactment
and who, prior to that date, made an irrevocable election to desig-
nate the form of the retirement benefits (including the form of any
survivor benefits). The conference agreement does not require the
irrevocable designation of a beneficiary in order to qualify for the
exception. In addition, the effective date of the TEFRA estate tax
provision is amended to provide a similar exception with respect to
the $100,000 limit imposed by TEFRA.

6. Affiliated service groups and employee leasing arrangements

Present law

Affiliated service groups

Under present law, all employees of employers that are members
of an affiliated service group are treated as employed by a single
employer for purposes of the requirements for qualified plans. An
affiliated service group consists of certain service organizations and
related organizations.

Employee leasing arrangements

Present law provides that, for purposes of certain of the tax-law
rules for qualified pension plans and simplified employee pensions
(SEPs), certain leased employees are treated as employees of the
person who receives their services (the recipient). Present law in-



1143

cludes a safe harbor rule under which the leased employee is not
treated as the employee of the recipient for purposes of the employ-
ee leasing rules if certain requirements are met.

House bill

Affiliated service groups

No provision.

Employee leasing arrangements

The House bill clarifies the present law definition of a leased em-
ployee to include only those individuals who are not otherwise em-
ployees of the recipient.

The provision is effective for plan years beginning after Decem-
ber 31, 1983.

Senate amendment

Affiliated service groups

The Senate amendment provides that, in determining whether a
group of employers constitutes an affiliated service group, more
comprehensive attribution-of-ownership rules are provided to in-
clude "brother-sister" relationships.

The provision is effective for plan years beginning after Decem-
ber 31, 1984.

Employee leasing arrangements

The Senate amendment is the same as the House bill.

Conference agreement

The conference agreement follows the Senate amendment. In ad-
dition, the conference agreement provides the Secretary of the
Treasury with regulatory authority to develop any rules as may be
necessary to prevent the avoidance of any employee benefit re-
quirement to which the employee leasing provisions apply through
the use of employee leasing or other arrangements. The conferees
do not intend to imply that such regulations could only be applied
prospectively.

For example, the conferees are aware of situations in which pro-
fessionals are hired as leased employees of their own professional
corporations in order to avoid the nondiscrimination rules applica-
ble to qualified plans. The conferees intend that regulations will
prevent the avoidance of the nondiscrimination rules through the
use of such employee leasing arrangements.

The conferees do not intend any inference that this example is
the sole situation in which employee leasing is used to avoid the
qualified plan requirements. However, the conferees do not intend
to imply that legitimate uses of employee leasing are necessarily
abuses. For example, the conferees recognize that the historical use
by businesses of temporary help company employees on temporary
projects generally is not an avoidance situation subject to the Sec-
retary's regulatory authority provided under the conference agree-
ment if the project has an ascertainable termination date and it is



1144

not customary under the circumstances to hire permanent employ-
ees for such a project.

7. Determination of whether there is a collective bargaining
agreement

Present law

Under present law, special rules relating to employee benefits
apply with respect to plans covering collective bargaining units.
Some of these rules provide effective dates that are more appropri-
ate for these plans. In other cases, rules forbidding discrimination
in favor of highly compensated employees are modified or waived
with respect to employees included in a collective bargaining unit.

House bill
The House bill clarifies present law by providing that, in deter-

mining whether there is a collective bargaining agreement between
employee representatives and one or more employers, an organiza-
tion is not to be considered an employee representative if more
than one-half of its members are employees (including a self-em-
ployed individual who is considered to be an employee under the
rules for qualified pension plans) who are owners, officers or execu-
tives of the employer. This provision is effective on April 1, 1984.

Senate amendment
The Senate amendment is the same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Senate
amendment.

8. Standards for cash-or.-deferred arrangements

Present law
Under present law, a cash-or-deferred arrangement is subject to

special tests under which the amount that highly compensated em-
ployees can elect to defer (and exclude from current gross income)
depends upon the level of deferrals by other employees. These spe-
cial tests do not permit employer-provided social security benefits
to be taken into account. However, proposed Treasury regulations
permit a cash-or-deferred arrangement to satisfy the general non-
discrimination standards applicable to qualified plans in lieu of the
special tests. The general nondiscrimination rules permit employer-
provided social security benefits to be taken into account.

House bill

Under the House bill, a cash-or-deferred arrangement is not a
qualified cash-or-deferred arrangement unless the special tests ap-
plicable to such an arrangement are satisfied. If an arrangement
fails to satisfy the special tests, amounts deferred are not excluded
from gross income, but the plan of which the arrangement is a part
is not to be disqualified if it meets the usual rules for qualification,
including the general nondiscrimination requirements.
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All plans of an employer required to be aggregated for nondis-
crimination purposes are aggregated for purposes of applying the
special tests.

The provision is effective for plan years beginning after Decem-
ber 31, 1984.

Senate amendment

No provision.

Conference agreement

The conference agreement generally follows the House bill, with
two amendments. First, the conference agreement provides that
the deferral percentage taken into account for purposes of applying
the special deferral percentage tests is the sum of the deferral per-
centages for an employee under each cash or deferred arrangement
in which the employee participates.

Second, under the conference agreement, the provision does not
apply to a cash or deferred arrangement maintained, on June 8,
1984, by a State government and with respect to which a determi-
nation letter had been issued on December 6, 1982. The conferees
intend that no inference is to be drawn from this effective date pro-
vision with respect to the issue of whether a State government may
maintain a profit-sharing plan.

In addition, the conferees intend that the agreement does not
change the rule contained in proposed Treasury regulations, none-
lective contributions by the employer to a cash or deferred arrange-
ment may be taken into account in applying the special deferral
percentage tests. Such contributions may be taken into account
only if the contributions (1) are nonforfeitable when made and (2)
satisfy the withdrawal restrictions applicable to elective deferrals
under a qualified cash or deferred arrangement.

9. Treatment of certain medical, etc., benefits under pension plans

Present law
Present law limits contributions and benefits under qualified

pension, profit-sharing, and stock bonus plans. Medical benefits
provided under a qualified plan are not taken into account in ap-
plying the limits.

House bill
Under the bill, in the case of a qualified plan, medical benefits

are to be taken into account with respect to any participant who
has an individual medical benefit account. A plan is required to
maintain such an account for each key employee. The provision ap-
plies to years beginning after March 31, 1984.

Senate amendment
The Senate amendment is the same as the House bill, except

that the provision is limited to top heavy qualified plans. The pro-
vision applies after the date of enactment.

Conference agreement
The conference agreement follows the House bill.
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10. Limits on contributions and benefits under qualified plans

Present law

TEFRA reduced the overall dollar limits on contributions and
benefits under qualified plans (qualified plans). In addition, TEFRA
suspended all cost-of-living adjustments to these dollar limits until
1986. Beginning in 1986, the limits will be adjusted for post-1984
cost-of-living increases under the formula then in effect to provide
cost-of-living increases in social security benefits.

House bill

The House bill suspends the cost-of-living adjustments to the
dollar limits on benefits and contributions under qualified plans
until 1988.

The provision is effective on the date of enactment.

Senate amendment

The Senate amendment is the same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Senate
amendment.

11. Application of cash-or-deferred arrangement rules to pre-
ERISA money purchase pension plans

Present law

Through 1979, the tax treatment of cash-or-deferred profit-shar-
ing and stock bonus plans and money purchase pension plans with
salary reduction arrangements in existence on June 27, 1974, was
grandfathered under the law before January 1, 1972. The Revenue
Act of 1978 provided rules (sec. 401(k)) for all profit-sharing and
stock bonus plans with cash-or-deferred arrangements. No new
rules were provided by the 1978 Act for pre-ERISA money pur-
chase pension plans with salary reduction arrangements.

House bill

The House bill applies the cash-or-deferred arrangement rules re-
lating to profit-sharing and stock bonus plans to money purchase
pension plans with salary reduction arrangements in existence on
June 27, 1974. This treatment applies only if employer and employ-
ee contributions under the plan do not exceed the limits under the
plan's contribution formula in effect on June 27, 1974.

The provision is effective for plan years beginning after the date
of enactment. The rules in effect prior to ERISA apply for plan
years beginning after December 31, 1979, and before the date of en-
actment.

Senate amendment

No provision.

Conference agreement

The conference agreement follows the House bill.
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12. Dollar limits on benefits under qualified pension plans for
airline pilots

Present law

Under present law, if benefits begin before age 62, the dollar
limit on benefits under a defined benefit pension plan is to be actu-
arially reduced to reflect the value of early payment. Federal regu-
lations require that commercial airline pilots retire after attaining
age 60.

House bill

Under the House bill, the reduction of benefits on account of
early retirement applies only to those commercial airline pilots
whose benefits commence before age 60. The dollar limit on bene-
fits at age 60 is increased to $90,000 for commercial airline pilots.

The provision is effective for years beginning after December 31,
1982.

Senate amendment

No provision.

Conference agreement

The conference agreement follows the Senate amendment.

13. Elimination of retroactive application of amendments made
by Multiemployer Pension Plan Amendments Act of 1980

Present law

The Multiemployer Pension Plan Amendments Act of 1980
(MPPAA) was enacted on September 26, 1980. Under ERISA, as
amended by that Act, liability generally is imposed on an employer
who withdraws from a multiemployer defined benefit pension plan.
The withdrawal liability provisions of the MPPAA generally apply
retroactively to withdrawals after April 28, 1980.

House bill

No provision.

Senate amendment

Generally, under the Senate amendment, any liability incurred
by an employer under the withdrawal liability provisions of
ERISA, as a result of the complete or partial withdrawal from a
multiemployer plan before September 26, 1980, is void. The amend-
ment provides for refunds of amounts paid by an employer to a
plan sponsor as a result of such withdrawal liability, reduced by a
reasonable amount for administrative expenses incurred by the
plan sponsor in calculating, assessing, and refunding the payments.

In the case of an employer who, on September 26, 1980, had a
binding agreement to withdraw from a multiemployer plan, the ef-
fective date for withdrawal liability is changed to December 31,
1980.

This provision is effective on the date of enactment.
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Conference agreement

The conference agreement generally follows the Senate amend-
ment. Under the conference agreement, a plan sponsor is required
to refund with interest (as determined under sec. 401(a)(2)) any
amounts paid by an employer to a plan sponsor as a result of any
withdrawal liability imposed by reason of a complete or partial
withdrawal from a multiemployer plan before September 26, 1980.
The plan sponsor may deduct a reasonable amount for administra-
tive expenses incurred by the plan sponsor, other than legal ex-
penses of the plan, incurred in collecting the liability.

The conferees do not intend that multiemployer plans are to be
liable for any legal expenses incurred by the withdrawn employer
(e.g., in opposing its withdrawal liability).

14. Treatment of certain distributions from a qualified terminated
plan

Present law

If a lump sum distribution is paid to an employee (or the spouse
of a deceased employee) under a qualified plan, tax is deferred on
the portion of the distribution rolled over, within 60 days, to an-
other qualified plan or to an IRA. A distribution from a qualified
plan is not a lump sum distribution unless it consists of the bal-
ance to the credit of the employee under the plan and is made
within one taxable year of the recipient.

House bill

No provision.

Senate amendment

The amendment provides special relief for certain pension plan
distributions received during 1976 and 1977 and transferred to an
IRA. Under the amendment, the transfers are treated as a qualify-
ing rollover distributions. Thus, to the extent the payments were,
in fact, rolled over to an IRA within 60 days of receipt, the distri-
bution will not be includible in income.

The amendment is effective upon enactment.

Conference agreement

The conference agreement follows the Senate amendment.

15. Special rule for Trans-Alaskan Pipeline employees

Present law

Under a qualified plan, benefits are provided to participants
under plan formulas that determine the amount of the benefit a
participant may earn, the portion of that benefit that has been
earned (accrued), and the portion of the earned benefit that is
vested or nonforfeitable.

Under the Code, if an employer maintains a qualified plan and
an act of the employer (e.g., dismissing employees) causes a partial
termination of the plan, then the rights of all affected employees to
benefits accrued to the date of the partial termination generally
must be nonforfeitable to the extent those benefits are funded.
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Under the Code, whether a partial termination of a qualified plan
has occurred (and the time of its occurrence) is determined by the
Commissioner of Internal Revenue on the basis of all the facts and
circumstances in a particular case.

House bill

No provision.

Senate amendment

Under the Senate amendment, a partial termination does not
occur in the case of a turnover of employees under a plan in the
State of Alaska occurring between December 31, 1975, and January
1, 1980, in connection with the completion of the Trans-Alaskan Oil
Pipeline construction project if certain requirements are met.

The provision is effective on the date of enactment.

Conference agreement

The conference agreement follows the Senate amendment.

16. Distribution requirements for plans, accounts, and annuities
of an insurer in rehabilitation proceedings

Present law

Under present law, distributions under a qualified plan generally
must commence in the later of the taxable year in which a partici-
pant (1) retires or (2) attains age 701/2. Distributions under an IRA
must commence no later than the year in which the owner attains
age 701/2. If the IRA distribution rules are not satisfied, a 50-per-
cent excise tax is applied to the amount that should have been dis-
tributed.

House bill

No provision.

Senate amendment
The Senate amendment provides that an amount is not required

to be distributed under the usual rules for qualified plans and IRAs
to the extent that the amounts are held by an insurer that, on
March 15, 1984, is engaged in a rehabilitation proceeding under ap-
plicable State insurance law (e.g., Baldwin-United). The provision
applies only for the period during which the insurer is engaged in
the proceedings.

The provision is effective on March 15, 1984.

Conference agreement
The conference agreement follows the Senate amendment.

17. Extension of time for repayment of qualified refunding loans

Present law

TEFRA imposed limits on the extent to which an individual can
borrow amounts from a qualified plan without the loan being treat-
ed as a distribution to the individual under the plan. Under
TEFRA, a transition rule was provided for certain "qualified re-



1150

funding loans" made on or after August 13, 1982, and repaid before
August 14, 1983.

House bill

No provision.

Senate amendment

The bill extends the period for making and repaying a qualified
refunding loan to January 1, 1985, with respect to individuals who
are not key employees, without regard to whether the plan is top-
heavy.

The provision is effective as if enacted in TEFRA.

Conference agreement
The conference agreement follows the Senate amendment.

18. Pension portability involving telecommunications divestiture

Present law

Under the rules for qualified plans, all employees of related em-
ployers are treated as employed by a single employer. Consequent-
ly, an employee's service with a predecessor employer is treated as
service with a successor employer. Generally, two or more employ-
ers may agree to provide for transferability of benefit and service
credits (portability) under their plans even though they were never
related.

Under the modified final judgment requiring the divestiture of
AT&T subsidiaries, with respect to an employee's service with
AT&T or any of its subsidiaries subject to the judgment, an em-
ployee's service performed before 1985 is treated as service for each
other employer subject to the judgment. Under the judgment, how-
ever, post-1984 service for one of the employers subject to the judg-
ment is not to be taken into account as service by any of the other
employers subject to the judgment.

House bill

No provision.

Senate amendment

Under the Senate amendment, the recognition after December
31, 1983, of creditable service of a transferred qualifying employee,
and the treatment after that date of associated accrued benefits
and assets, are to be governed by the provisions of the modified
final judgment as those provisions applied during calendar year
1984 with respect to transfers to or from the divesting corporation
and any subsidiary. The provision applies in the case of a qualify-
ing employee who transfers between any entities subject to the
modified final judgment. The Senate amendment does not limit
benefits that would otherwise be provided under the modified final
judgment or under applicable law.

The Senate amendment provides that, in computing the overall
limits on contributions and benefits (sec. 415 of the Code) for any
employee who, on December 31, 1983, was an employee of an entity
subject to the modified final judgment, contributions and benefits
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under all plans of such entities shall be taken into account. Accord-
ingly, contributions and benefits provided after December 31, 1983,
for such employees, are to be taken into account together with con-
tributions and benefits provided as of December 31, 1983. The pro-
vision clarifying the application of the overall limits in this case is
not to be regarded as a precedent for the determination of how the
limits apply in other cases.

The Senate amendment exempts the employees of Sandia Corpo-
ration of Albuquerque, N.M., from coverage under the provision.

Generally, the provision applies on the date of enactment. The
provisions with respect to the limits on contributions and benefits
apply for years ending after December 31, 1983.

Conference agreement

The conference agreement follows the Senate amendment with
several modifications.

Under the conference agreement, in the case of any change in
employment on or after January 1, 1985, by a covered employee,
the recognition of service credit and the enforcement of such recog-
nition, shall be governed in the same manner and to the same
extent as provided under the divestiture interchange agreement for
a change in employment by a covered employee during calendar
year 1984.

Prior to divestiture, the Bell System Pension Plan provided for
the full recognition and interchange of service credit and benefit
obligations between and among all participating Bell System com-
panies, and including Cincinnati Bell and Southern New England
Telephone. These provisions were formally known as "interchange"
agreements.

After divestiture, however, the interchange agreements were no
longer applicable. In place of those agreements, a "divestiture
interchange agreement" was entered into by AT&T, the regional
Bell operating companies, the BOCs' Central Services Organization,
Advanced Mobile Phone Service, Inc., and Cincinnati Bell.

The divestiture interchange agreement provides continued
mutual reciprocal recognition of post-divestiture service credit be-
tween and among AT&T, the divested Bell operating companies,
and the other parties to that agreement. Recognition of service
credit applies for all purposes, including seniority provisions under
applicable collective bargaining agreements.

The applicability of the divestiture interchange agreement is lim-
ited to calendar year 1984, in the case of most Bell System employ-
ees. The vast bulk of AT&T and Bell company employees, in other
words, would not be able to take their accumulated service credit
with them in the event of a move from one local Bell company to
another, or between a local Bell company and AT&T, after 1984.
See Plan of Reorganization submitted on December 16, 1982, in
United States v. Western Electric Co., et al, Civil Action No. 82-0192
(D.D.C.), 284-289. The Plan of Reorganization, including this limited
portability of service credit, was approved by U.S. District Judge
Harold H. Greene on August 5, 1983. United States v. Western Elec-
tric Co., et al., 569 F. Supp. 1057, 1091-1097 (D.D.C. 1983), affd sub
nom. California v. United States, 104 S. Ct. 542 (1983).

35-426 0 84 73
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Notwithstanding the time limitations in the divestiture inter-
change agreement, the conference agreement permanently extends
beyond 1984 the provisions of the agreement that govern the recog-
nition of service credit and the enforcement of such recognition, in
the case of any change in employment by a covered employee on or
after January 1, 1985. For such an employee, in other words, there
would be no time limitation on the portability of service credit
granted under the divestiture interchange agreement. In addition,
as noted above, employees of Southern New England Telephone
Company would also be covered by the legislation, even though the
company did not sign the divestiture interchange agreement.

Under the conference agreement, a covered employee is an em-
ployee of an entity subject to the modified final judgment who is
serving in an eligible position, and who was either (A) an employee
of an entity subject to the modified final judgment, and serving in
an eligible position, on December 31, 1983, or (B) a former employ-
ee who had rehire or recall rights on December 31, 1983, under ap-
plicable collective bargaining agreements, and who is rehired
during the period of his or her rehire or recall rights. A covered
employee can move from one entity subject to the modified final
judgment to another such entity without losing service credit.

A person need not work continuously after December 31, 1983,
for an entity subject to the modified final judgment (a "subject
entity"), in order to be considered a covered employee. For exam-
ple, suppose a person who was working for a subject entity on De-
cember 31, 1983, continues to work for that company during 1984
and 1985, but leaves in 1986 for a job with a firm that is not a sub-
ject entity. In 1987, that person returns to work at a subject entity
(although not necessarily the same company he or she left in 1986).
Under those circumstances, that person would be a covered em-
ployee during 1984 and 1985, and again beginning in 1987. The sub-
ject entity for which he or she is working in 1987 must recognize
the service credit he or she accumulated during employment with
other subject entities. The conferees do not intend that subject enti-
ties must recognize service credit earned at firms that are not sub-
ject to the modified final judgment; nor do the conferees intend
this provision to require employers who are not subject to the
modified final judgment to recognize service credit earned at sub-
ject entities.

The conference agreement provides that "service credit" means
service credit for benefit accrual, vesting, and eligibility for any
benefits under pension plan, or any other employee benefits, in-
cluding seniority rights; the right to other benefits such as medical
and dental care, insurance, and disability payments; the ability to
bid on vacations and shifts; and any other rights which have been
secured under applicable collective bargaining agreements. The
term also includes the interchange and treatment of associated
benefit obligations and assets.

"Change in employment" means the movement of a covered em-
ployee from one entity subject to the modified final judgment to
another such entity. Even if there is a break in service-for in-
stance, where a person moves from one entity subject to the modi-
fied final judgment to a firm not subject, and from there to another
entity that is subject-the eventual movement from the first entity
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subject to the modified final judgment to the second such entity is
a "change in employment" for purposes of this legislation. Howev-
er, as noted above, only service credit earned at entities subject to
the modified final judgment is required to be recognized in the
event of a change in employment.

Under the conference agreement, an "eligible position" means a
nonsupervisory position, or a position that pays not more than
$50,000 (adjusted by the percentage increase in the consumer price
index since December 31, 1983). "Modified final judgment" means
the settlement of the AT&T antitrust suit, United States v. Western
Electric Co., et al., Civil Action No. 82-0192 (D.D.C.).

"Entity subject to the modified final judgment" means the 22
Bell operating companies divested under the settlement of the
AT&T (except for any subsidiary that does not participate in a de-
fined benefit pension plan, as discussed below); Southern New Eng-
land Telephone Company and Cincinnati Bell Inc., which were not
divested under the antitrust settlement, but in which AT&T held a
minority interest on December 31, 1983; and any Interchange Com-
pany, as defined in the divestiture interchange agreement, together
with any subsidiary of such company which was established as of
December 31, 1983, and which participates in a defined benefit pen-
sion plan maintained by the Interchange Company.

AT&T, the seven regional Bell holding companies, the BOC's
Central Services Organization (now called Bell Communications
Research, Inc.), Advanced Mobile Phone Service, Inc., and Cincin-
nati Bell, Inc. are Interchange companies under the divestiture
interchange agreement, and are therefore included in the term"entity subject to the modified final judgment." In addition, it is
the conferees' understanding that all Interchange Company sub-
sidiaries established as of December 31, 1983 (except for AT&T's
Sandia Corporation, U.S. West's Beta West, Inc. and U.S. West
Services, Inc., and Bell South Enterprises) currently participate, or
shortly plan to participate, in a defined benefit pension plan. Con-
sequently, they are also entities subject to the modified final judge-
ment. These subsidiaries include, but are not limited to, Bell Labs,
Western Electric, AT&T Information Systems, and the cellular
radio subsidiaries of the regional Bell operating companies. The
conferees do not intend to restrict the ability of any Interchange
Company to extend portability of service credit to employees at any
other subsidiary, under a collective bargaining agreement, for ex-
ample, or by any other means.

The conferees recognize that some subsidiaries established as of
December 31, 1983, did not participate in defined benefit pension
plans until after that date. The conferees intend that any subsidi-
ary which participates in such a plan, regardless of when the deci-
sion to participate is made, will be included in the term "entity
subject to the modified final judgment." The conferees also intend
that such term include any subsidiary which participates in a de-
fined pension plan on the date of enactment of this legislation.

Under the conference agreement, "divestiture interchange agree-
ment" means the agreement among the Bell System companies
and AT&T, executed as of November 9, 1983, which provides for
mutual reciprocal recognition of service credit. "Consumer price
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index" means the Consumer Price Index (all items-United States
city average) published monthly by the Bureau of Labor Statistics.

Nothing in this conference agreement is intended to limit bene-
fits that are otherwise available to any individual under the provi-
sions of the modified final judgment (including the divesture inter-
change agreement), under applicable law, or otherwise. This in-
cludes, but is not limited to, rights under the Communications Act
of 1934, as amended, and the Employee Retirement Income Securi-
ty Act of 1974 (ERISA), as amended. A person alleging a violation
of this legislation may seek redress under the Communications Act
of 1934 (which governs communications common carriers), under
applicable labor and pension statutes, or at common law.

The conference agreement does not follow the Senate amend-
ment with respect to the limits on contributions and benefits under
sec. 415. It is the understanding of the conferees that present law
provides for the aggregation of contributions and benefits under
plans maintained by separate employers for purposes of the overall
limits on contributions and benefits in situations in which prior
service with another employer is recognized by the employer.

B. Welfare Benefit Plans

1. Deductions for contributions to funded benefit plans

Present law

An employer's contribution to a fund that is a part of a welfare
benefit plan may be deductible in the year it is made rather than
at the time the benefit is provided. Deductions for employer contri-
butions to a nonqualified deferred compensation plan are generally
not allowed until an amount is includible in the gross income of
the employee.

House bill

The House bill generally limits employer deductions for a contri-
bution to a VEBA, SUB to the amount that would be deductible by
a cash-method taxpayer for a payment under an unfunded plan.
An additional deduction is allowed for an addition to a funded re-
serve. Generally, the reserve is limited to 75 percent of insurance-
type benefits provided by the plan during the current year and the
preceding year. A transitional rule is provided for pre-enactment
accumulations.

The House bill would generally apply to contributions paid or ac-
crued after March 31, 1984 in taxable years ending after that date.
The bill provides a delayed effective date for collectively bargained
plans.

Senate amendment

No provision.

Conference agreement

a. Contributions to funded welfare benefit plans

The conference agreement generally follows the House bill, with
modifications. In general, deductions for contributions to a welfare
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benefit fund are limited to qualified costs, which is the sum of (i)
qualified direct costs, and (ii) additions, within limits, to a qualified
asset account. Several changes are made to the definitions of quali-
fied direct cost and welfare benefit and substantial modifications
are made to the allowable limit on a qualified asset account.

Child care facilities.-Under the conference agreement, in deter-
mining qualified direct costs with respect to a child care facility
held by a fund, the adjusted basis of the facility is treated as de-
ductible ratably over a period of 60 months. A child care facility is
tangible property of a character subject to depreciation and located
in the United States, and must be a child care center primarily for
children of the employees of the employer. As under the House bill,
qualified direct costs with respect to other capital expenditures are
those which would be allowed under the usual Code rules which
would be applied if the employer owned the asset.

Definition of welfare benefit fund.-In general, this section of the
bill applies to contributions to welfare benefit funds which are or-
ganizations, reserves or accounts held by organizations, through
which an employer provides welfare benefits to employees or their
beneficiaries. In prescribing regulations relating to the definition of
the term "fund," the conferees wish to emphasize that the princi-
pal purpose of this provision of the bill is to prevent employers
from taking premature deductions, for expenses which have not yet
been incurred, by interposing an intermediary organization which
holds assets which are used to provide benefits to the employees of
the employer. Thus, a retired life reserve or premium stabilization
account ordinarily is to be considered a fund or part of a fund,
since such an account is maintained for an individual employer
and that employer has a determinable right to have the amount in
such an account applied against that employer's future costs of
benefit claims or insurance premiums. A similar situation exists
with respect to premium arrangements, under which an employer
may, in some cases, pay an insurance company more in a year than
the benefit costs incurred in that year and the employer has an un-
conditional right in a later year to a refund or credit of the excess
of payments over benefit costs. In contrast, an ordinary disability
income policy under which an employer pays a premium so that
employees who become disabled in that year may collect benefit
payments for the duration of disability is not a fund, since the em-
ployer has no right to recover any part of the premium payment
and the future benefit payments to an employee whose disability
occurs during the period for which the premium is paid is not con-
tingent on any further payments by the employer. While in many
cases welfare benefit funds are designed to function in a manner
similar to insurance arrangements, the conference is concerned
that there are no clear standards or limitations applicable to such
funds that prevent their utilization for substantial nonqualified de-
ferred compensation funding outside the general pension plan
funding, accrual and vesting rules.

Limitations on qualified asset account.-The conference agree-
ment includes substantial modifications to the provisions setting
forth the limitation on additions to a qualified asset account. Such
an account consists of assets set aside for the payment of disability
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benefits, medical benefits, supplemental unemployment or sever-
ance pay benefits, and life insurance or death benefits.

In general, the account limit is the amount estimated to be nec-
essary under actuarial assumptions that are reasonable in the ag-
gregate, to fund the liabilities of the plan for the amount of claims
incurred but unpaid, for benefits described in the previous para-
graph and administrative costs of such benefits, as of the close of
the taxable year. Claims are incurred only when an event entitling
the employee to benefits, such as a medical expense, a separation, a
disability, or a death actually occurs. The allowable reserve in-
cludes amounts for claims estimated to have been incurred but
which have not yet been reported, as well as those claims which
have been reported but have not yet been paid. An example of an
incurred but unpaid claim is the occurrence of the death of an em-
ployee during the year under a plan that provides for payments to
a survivor of the employee for the survivor's remaining life. Under
the conference agreement, the qualified asset account may include
the estimated present value of the future stream of benefits pay-
able to this survivor, using reasonable assumptions as to earnings
of the fund and mortality experience.

With respect to disability benefits, the conferees expect that
Treasury regulations will provide more specific guidance as to the
time at which claims are incurred. It is the intention of the con-
ferees that a disability is to be defined as any serious physical or
mental impairment which causes an inability to perform a substan-
tial portion of the duties of an individual's ordinary employment.
The conferees intend that funding of claims with respect to an in-
definite period of time is to be allowed only in connection with dis-
abilities which are determined to be long-term disabilities. Such
disabilities are those which (1) a medical evaluation determines is
expected to last for more than 12 months and (2) has persisted for
at least 5 months. With respect to such disabilities, current deduc-
tions are to be allowed for contributions necessary to fund the ex-
pected future stream of benefit payments using reasonable assump-
tions as to morbidity, mortality, and fund earnings. Other disabil-
ities which have persisted for at least 2 weeks are to be considered
short-term disabilities; no more than 5 months of benefit payments
may be deemed to have been incurred with respect to short-term
disabilities.

In general, in addition to requiring that actuarial assumptions
are to be reasonable in the aggregate, Treasury regulations may
prescribe specific interest rate and mortality assumptions to be
used in all actuarial calculations. Such assumptions are to be con-
sistent with requirements provided elsewhere in conference agree-
ment for the computation of tax reserves held by life insurance
companies.

Limitation on disability, or SUB, or severance benefits taken into
account.-In the case of any disability benefit, a reserve may not be
established with respect to a benefit payment in excess of the
lesser of the limit for the year on an annual benefit under a quali-
fied defined benefit pension plan ($90,000 for 1984) or 75 percent of
a disabled employee's annual compensation from the employer.

With respect to supplemental unemployment compensation bene-
fits (SUB) and severance pay benefits the portion of an annual ben-
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efit in excess of 1.5 times the limit on contributions under a quali-
fied defined contribution plan ($45,000 for 1984) for any employee is
not to be taken into account in determining the limit.

Prefunding of life insurance, death benefits, or medical benefits
for retirees.-The qualified asset account limits allow amounts rea-
sonably necessary to accumulate reserves under a welfare benefit
plan so that the medical benefit or life insurance (including death
benefit) payable to a retired employee during retirement is fully
funded upon retirement. These amounts may be accumulated no
more rapidly than on a level basis over the working life of the em-
ployee, with the employer of each employee. Each year's computa-
tion of contributions with respect to retiree medical benefits is lim-
ited to the use of assumptions that the medical benefits provided to
retirees in the future will have the same cost as medical benefits
currently provided to retirees (projected inflation is not to be taken
into account). Of course, no advance deduction is to be allowed with
regard to a plan which provided medical or life insurance benefits
exclusively for retirees, since such a plan would be considered a de-
ferred compensation plan subject to the rules of section 404 rather
than the provision applicable to funded welfare benefit plans. The
conferees intend that the Treasury Department prescribe rules re-
quiring that the funding of retiree benefits be based on reasonable
and consistently applied actuarial cost methods, which take into ac-
count experience gains and losses, changes in assumptions, and
other similar items, and be no more rapid than on a level basis
over the remaining working lifetimes of the current participants
(reduced on the basis of reasonable turnover and mortality assump-
tions).

Further, contributions for any employee who is a key employee
are required to be accounted for separately by a welfare benefit
fund. The separate account is to include amounts contributed to
the plan with respect to any service after the employee becomes a
key employee as well as a reasonable allocation (determined under
Treasury regulations) of amounts contributed to the fund on ac-
count of the employee before key employee status was attained.
Medical and life insurance benefits with respect to such an employ-
ee may be only from such account. In addition, in the case of a key
employee, the conference agreement provides that post-retirement
medical benefits are to be taken into account in applying the limi-
tations on contributions and benefits under qualified plans (sec.
415) under principles similar to those applicable to post-retirement
medical benefits provided by qualified pension plans.

In addition, under the conference agreement, if the life insurance
or medical coverage provided by a plan discriminates in favor of
employees who are officers, shareholders, or highly compensated,
then the limit on the qualified asset account may not take account
of contributions to provide such coverage.

Finally, the amount of life insurance or death benefit that may
be taken into account with respect to prefunding of retiree benefits
of any employee is not to exceed the amount of the insurance that
may be provided to the employee tax-free under section 79. This
amount generally is limited to $50,000 but the $50,000 limit may
not apply in the case of certain grandfathered employees defined
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by amendments to section 79 elsewhere in the conference agree-
ment.

SUB and severance pay reserve.-The conference agreement pro-
vides an additional reserve for SUB and severance pay benefits
equal to 75 percent of the sum of (a) the average annual qualified
direct cost of such benefits provided and (b) the administrative
costs, during any 2 of the immediately preceding 7 years. Such ben-
efits may include medical or other benefit payable to severed or un-
employed workers. The agreement also authorizes Treasury regula-
tions under which an interim limit is to be provided in the case of
a new SUB or severance pay plan. The interim reserve is not avail-
able, under the agreement, in the case of a plan that provides SUB
or severance benefits for any employee who is a key employee.

Safe-harbor.-The conference agreement provides that an actuar-
ial certification by a qualified actuary (determined under Treasury
regulations) justifying the taxpayer's reserve computations is not
necessary if the amount in the qualified asset account is below a
prescribed safe harbor, equal to the sum of separate safe harbor
amounts computed with respect to each benefit. For short-term dis-
ability benefits, the safe harbor amount is 17.5 percent of benefit
costs plus administrative costs in the prior taxable year; for medi-
cal benefits, the safe harbor amount is 35 percent of prior year
medical benefits and allocable administrative costs. For SUB or
severance benefits, the safe harbor amount is the additional re-
serve described above. Safe harbor amounts for long-term disabil-
ity, life insurance and retiree medical benefits may be prescribed
by Treasury regulations. For any safe harbor limitation based on
prior plan costs, insurance premiums may not be taken into ac-
count, because the conferees do not intend that a fund is to be used
as a vehicle for prepayment of insurance premiums for current
benefits. Even if the safe harbors are satisfied, the taxpayer is to
show that the reserves, as allowed under the general standards
provided by the bill (e.g., claims incurred but unpaid) are reasona-
ble.

Certain collectively bargained plans.-By July 1, 1985, the Treas-
ury Department is to publish final regulations establishing special
reserve limit principles with respect to welfare benefit funds main-
tained pursuant to an agreement that the Secretary of Labor finds
to be a collective bargaining agreement between employee repre-
sentatives and one or more employers, if there is evidence of good
faith bargaining over the benefits provided by the plan between the
employee representatives and the employer (or employers).

In establishing these limits, the Treasury is to presume that re-
serves in such plans are not excessive because of the arm's length
negotiations between adversary parties inherent in the collective
bargaining process. Because contributions under such plans are
often made on the basis of a defined contribution fixed over a mul-
tiyear period on the basis of economic assumptions which prove to
be incorrect and because such contributions may be the only source
of benefits to be provided during layoffs, strikes, lockouts, and eco-
nomic recession, these special limits are to allow substantial flexi-
bility in determining the application of these provisions with re-
spect to such plans.
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Transitional rule.-Under the conference agreement, in the case
of a plan that was in existence on June 22, 1984, special rules are
provided for the determination of the limit for each of the first four
years to which the provision applies. In particular, the agreement
provides that for the first year, the limit for the year is to be the
sum of (1) the limit determined without regard to the transitional
rule, and (2) 80 percent of the excess reserve amount. The excess
reserve amount for any year is the excess of the reserve as of the
end of the first plan year ending after the date of enactment over
the limit determined without regard to the transitional rule. For
the second, third, and fourth succeeding years, 60, 40, and 20 per-
cent, respectively, of the excess reserve amount for such years is to
be added to the limit determined under the usual rules.

Elective aggregation.-Under the conference agreement, an em-
ployer may elect to aggregate plans and funds in applying the de-
duction limits and the rules prohibiting discrimination in favor of
certain employees. The agreement provides, however, that the elec-
tion to aggregate must be consistent for deduction and discrimina-
tion purposes. For example, if an employer elects to aggregate 2
plans for deduction purposes, those 2 plans must be aggregated for
discrimination purposes.

10 or more employer plans.-For a plan year in which no employ-
er (or employers related to an employer) are required to contribute
more than 10 percent of the total contributions, the conference
agreement provides that the deduction limits do not apply. The ex-
clusion is provided because under such a plan, the relationship of a
participating employer to the plan often is similar to the relation-
ship of an insured to an insurer. The agreement authorizes Treas-
ury regulation under which the percentage may be increased in ap-
propriate cases. For example, a higher percentage could be appro-
priate in the case of a plan maintained by employers in the con-
struction industry if unusual building activity in the geographic
area covered by the plan causes temporary and unusual distortions
in the contribution pattern under the plan.

The agreement provides, however, that notwithstanding compli-
ance with the 10-percent rule, and consistent with the discussion
above on definition of a fund, a plan is not exempt from the deduc-
tion limits if the liability of any employer who maintains the plan
is determined on the basis of experience rating because the employ-
er's interest with respect to such a plan is more similar to the rela-
tionship of an employer to a fund than an insured to an insurer.

Effective date.-These provisions generally apply to contributions
paid or accrued after December 31, 1985. However, in the case of a
plan maintained under a collective bargaining contract in effect on
July 1,- 1985, or ratified before that date, the provisions do not
apply until the termination of the contract, determined without
regard to any contract extension agreed to after that date.

In addition, these provisions apply to any contribution of a facili-
ty to a welfare benefit fund after June 22, 1984, so that deductions
with respect to this contribution are to be determined under usual
Code rules applicable to recovery of the cost of assets (but taking
account of the special rule for child care facilities described above).
Further, these rules apply to other contributions, such as cash,
made after that date which are to be used to acquire a facility, so
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that later acquisition of facility with the use of such funds will
limit the deduction for the original contribution. This rule does not
apply for any facility acquired under a binding contract in effect on
and at all times after that date or any facility under construction
on June 22, 1984.

b. Unfunded deferred benefits

The conference agreement follows the House bill, with two modi-
fications. First, the agreement provides that any vacation benefit to
which an election applies under section 463 is not to be considered
a deferred benefit subject to the rules of section 404. Second, the
bill provides that that provision generally is effective for amounts
paid or incurred after the date of enactment. However, in the case
of an extended vacation pay plan in effect on June 22, 1984 and
maintained under a collective bargaining agreement, the provision
is not effective until the agreement terminates (without regard to
any extension agreed to after June 22, 1984). An extended vacation
pay plan is one under which employees gradually over a period of
years earn the right to additional vacation which cannot be taken
until the end of this period. Such a plan is a deferred benefit plan,
which under the conference agreement is subject to the deduction-
timing rules of section 404.

However, the conferees intend that payment of bonuses or other
amounts within 21/2 months after the close of the taxable year in
which significant services required for payment have been per-
formed is not to be considered a deferred compensation or deferred
benefit plan. The conferees also intend that the reference in the
House bill to deferred compensation arrangements under section
404(b) includes all compensation, fee, and similar payments, howev-
er denominated, except those which are specifically exempted.

2. Excise taxes on funded benefit plans

Present law

No provision.

House bill

No provision.

Senate amendment

Under the Senate amendment, an excise tax is imposed on an
employer who maintains a top heavy funded welfare benefit plan
with an excess reserve. The tax is equal to the sum of (1) for each
year in which an excess arose, the product of the addition to the
excess and the highest corporate income tax rate in effect for the
current year, and (2) a tax equal to interest on that amount from
the time the excess arose to the current year.

The Senate amendment defines excess reserves for a year as re-
serves in excess of the reserve limit. The reserve limit for a year is
the sum of (1) 3 times the average annual benefits paid by the fund
during the current year and the preceding year for total and per-
manent disability, and (2) 1/3 of the average annual benefits paid by
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the fund during that period for medical care, severance pay, and
supplemental unemployment compensation.

Under the Senate amendment, a fund is generally top heavy for
a year if more than 50 percent of any class of its benefits are pro-
vided to key employees. Special rules are provided for educational
benefits and in the case of a benefit that consists of the use of a
facility, top heavy use of the facility would result in excise taxes on
the employer and on key employees. Benefits provided by a top
heavy fund to a key employee are subject to an excise tax imposed
at the highest individual income tax rate for the year.

The Senate amendment defines a key employee as (a) an owner
of more than 5 percent of the employer, (b) an officer of the em-
ployer, or (c) a member of the family of a key employee. Key em-
ployee status is permanent under the Senate amendment.

The Senate amendment applies to years beginning after Decem-
ber 31, 1984.

Conference agreement

Under the conference agreement, an excise tax is imposed with
respect to disqualified benefits provided by a fund under a welfare
benefit plan. The tax is equal to 100 percent of the disqualified ben-
efits provided during a taxable year and is imposed on the employ-
er who maintains the fund.

Under the agreement, a disqualified benefit is (1) (any medical
benefit or life insurance benefit provided with respect to a key em-
ployee (sec. 416(i)) other than from a separate account established
for that employee under the new rules relating to deductions under
funded welfare benefit plans (sec. 419(A)(d)), (2) any medical or life
insurance benefit provided with respect to a retired employee
unless the benefit is provided from a fund that meets the addition-
al requirements for tax exempt status provided by the agreement
(sec. 505(b)(1)), and (3) any portion of the fund reverting to the ben-
efit of the employer.

The amount to be charged against a key employee's account is to
be determined under Treasury regulations. The conferees intend
that these regulations will provide for the computation of this
amount on the basis of the key employee's allocable share of the
cost of providing the benefit for the year to all covered employees.

This provision is effective under the same rules applicable to the
provisions relating to deductions for plan contributions.

3. Tax treatment of exempt benefit organizations

Present law

The income of certain tax-exempt organizations, including a sup-
plemental unemployment compensation benefit trust (SUB) and a
group legal service organization (GLSO) generally is not subject to
income tax. However, a tax applies to the unrelated business
income of such an organization. In addition, the other income of a
voluntary employees' beneficiary association (VEBA) is subject to
the tax on unrelated business income to the extent it is not set
aside for an exempt purpose. No specific limit is provided on the
amount that may be set aside for an exempt purpose.
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No part of the net earnings of a tax-exempt VEBA may inure to
the benefit of any private shareholder or individual other than
through the payment of permissible benefits. Under Treasury Reg-
ulations, a VEBA violates this standard if it does not meet rules
prohibiting discrimination in favor of employees who are officers,
shareholders, or highly compensated. The eligibility criteria for
VEBA membership and benefits under a VEBA may not be estab-
lished or administered in a manner that limits membership or ben-
efits to officers, etc., or entitles them to benefits that are dispropor-
tionate to benefits for other employees. A tax-exempt VEBA is re-
quired to benefit at least 2 employees.

Under present law, an organization or trust created or organized
exclusively to form part of a group legal services plan (within the
meaning of sec. 120) may be entitled to tax exemption.

House bill
Unrelated business income tax.-The income of a VEBA, SUB, or

GLSO for a year is subject to the tax on unrelated business income
to the extent that benefit plan reserves for the year exceed the re-
serve limit.

Benefits for certain employees.-A VEBA, SUB, or GLSO is not
tax exempt if more than 25 percent of any class of benefits it pro-
vides is provided to an individual who (a) is one of the 5 highest
paid officers, (b) owns more than 10 percent of the value of the em-
ployer, or (c) is one of the 10 percent highest paid employees. The
provision does not apply to a collectively bargained plan.

Discrimination.-A VEBA, SUB, or GLSO is not tax exempt if
any class of benefits discriminates in favor of highly compensated
employees. The new nondiscrimination standard does not apply to
a class of benefits for which a nondiscrimination standard is other-
wise provided by the Code. The provision does not apply to a collec-
tively bargained plan.

Reporting requirements.-A VEBA, SUB, or GLSO is not tax
exempt unless it notifies the IRS of its claim to tax exempt status.

Effective date.-The provision applies to taxable years beginning
after December 31, 1984.

Senate amendment
Unrelated business income tax.-No provision.
Benefits for certain employees.-Similar to the House bill except

that the limit is applied to benefits provided to key employees.
Under the Senate amendment, the following are key employees
permanently: (1) an owner of more than 5 percent of the employer,
(2) an officer of the employer, or (3) a member of the family of a
key employee. The provision does not apply to a multiemployer
plan.

Discrimination. -Same as the House bill except that if the Code
provides standards under which a class of VEBA, SUB, or GLSO
benefits is excludible from gross income, then the nondiscrimina-
tion rules of the Senate amendment are met only if those stand-
ards are satisfied. The provision does not apply to a multiemployer
plan.

Reporting requirefnents.-An employer who maintains a VEBA,
SUB, or GLSO is required to report on whether the organization
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meets the nondiscrimination and concentration of benefits stand-
ards.

Effective date.-Same as the House bill.

Conference agreement

Unrelated Business Income.-Under the conference agreement,
the special rules applicable to voluntary employees' beneficiary as-
sociations (VEBAs) and social clubs for purposes of the tax on unre-
lated business taxable income are extended to supplemental unem-
ployment compensation benefit trusts (SUBs) and group legal serv-
ice organizations (GLSOs). In addition, under the agreement, more
specific limits are provided with respect to the amount that may be
set aside for exempt purposes by such an organization.

Under the agreement, in the case of a VEBA, etc., the amount
set aside for an exempt purpose is generally not to exceed the
qualified asset account limit (sec. 419A(c)) for the taxable year
(without taking into account any reserve for medical benefits pro-
vided to retired employees). In addition, the amount set aside for
exempt purposes is not to include any facility used to provide rec-
reational and other certain other benefits. The limit on the set-
aside applies to more-than-10-employer VEBAs which are exempt
from the deduction limitations.

The agreement provides a transitional rule for existing reserves
to provide medical benefits and life insurance benefits to retired
employees. Under the agreement, the income attributable to an ex-
isting reserve is not subject to the new rules for calculating unre-
lated business taxable income. The agreement provides that an ex-
isting reserve is the amount of assets set aside as of the close of the
last plan year ending before the date of the enactment of the bill
for purposes of providing such benefits. The transition relief ap-
plies to a reserve to provide such benefits only to the extent the
reserve does not exceed the amount that could be accumulated
under the principles of Rev. Ruls. 69-382, 1969 C.B. 28, and 73-599,
1973-2 C.B. 40. All future payments of medical or life insurance
benefits to retirees under plans of the employer are to be charged
against the reserve to which the transition rule applies.

The new rules for calculating unrelated business taxable income
are not to apply to any organization if substantially all of the con-
tributions to the organization are made by employers who were
exempt from income tax throughout the 5-taxable year period
ending with the taxable year in which the contributions are made.

The agreement also provides for a tax on an employer who main-
tains a welfare benefit fund that is not exempt from income tax.
Under the agreement, in the case of any welfare benefit fund, such
as a retired life reserve account, that is not exempt from income
tax as a social club, VEBA, SUB, or GLSO, the employer who
maintains the fund is to include in gross income for the taxable
year an amount equal to the deemed unrelated income of the fund.
The agreement provides that deemed unrelated income of such a
welfare benefit fund is the amount that would be unrelated busi-
ness taxable income of the fund if it were a tax exempt social club,
VEBA, SUB, or GLSO. In determining deemed unrelated income,
at the election of the employer, 2 or more non-exempt welfare ben-
efit funds of the employer may be treated as a single fund. Also,
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under the rules relating to deemed unrelated income, the aggrega-
tion rules applicable to qualified pension plans are to apply.

This provision is effective under the same rules applicable to the
provisions relating to deductions for plan contributions.

Benefits for Certain Employees.-The conference agreement does
not contain the provisions of the House bill on the Senate amend-
ment.

Discrimination. -The conference agreement generally follows the
provisions of the House bill establishing new nondiscrimination
standards for a tax-exempt voluntary employees' beneficiary asso-
ciation (VEBA), or group legal services organization (GLSO). With
respect to the nondiscrimination rules, certain employees who are
not covered by a plan may be excluded from consideration in apply-
ing the nondiscrimination standards. These employees are employ-
ees who have not attained the age of 21, employees who have not
completed 3 years of service with the employer, less than 1/2-time
employees, employees who are included in certain collective 'bar-
gaining units, and certain nonresident aliens.

The conferees wish to clarify the rules of the House bill relating
to integration of benefits under a VEBA with social security. In
testing whether a disability plan funded with an exempt trust vio-
lates the rules forbidding discrimination in favor of employees who
are officers, shareholders, or highly compensated, a part of each
employee's Social Security benefit (the part considered to be paid
for by the employer) can be taken into account as if it were provid-
ed under the employer's plan. Similar integration rules are provid-
ed for qualified pension plans.

For example, a pension plan may provide a retirement benefit
that is reduced by up to 831/3 of the primary insurance amount for
the employee under Social Security. This 831/3 percent offset repre-
sents the part of the employee's Social Security benefit that the
employer is considered to have provided. It includes the value of
the employer's Disability Income (DI) contribution, as well as his
Old-Age and Survivor's Insurance (OASI) contribution. The Disabil-
ity Income benefit is considered to make up 10 percent of the value
of employer-provided Social Security benefits. Thus, if the employer
provides a disability benefit under the pension plan and the disabil-
ity benefit is reduced by 100 percent of the Social Security benefit,
then the employer may "take credit" for only 90 percent of employ-
er-provided Social Security benefits when paying a retirement ben-
efit. Accordingly, only 75 percent (90 percent of 83/3) of Social Se-
curity benefits could be subtracted from the retirement benefit.

Thus, under the agreement, if an employer's pension plan is not
more than 90 percent integrated-that is, it does not reduce bene-
fits by more than 90 percent of the amount by which they could be
reduced (e.g., by more than 75 percent of social security benefits)-
then double integration does not occur. In this case, the agreement
requires no change in either the pension plan or the disability
plan.

On the other hand, if an employer's pension plan is more than 90
percent integrated, the full value of the Disability Income benefit
under Social Security could not be used to reduce long-term disabil-
ity benefits under the employer's plan. For example, if the pension
plan is 93 percent integrated (so that 30 percent of the employer's
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Social Security Disability Income benefit has been used by the pen-
sion plan), then no more than 70 percent of the Disability Income
benefit could be applied to reduce long-term disability benefits
under the employer's plan. Of course, if the pension plan were 100
percent integrated, the long-term disability benefit under the em-
ployer's plan could not be integrated with Social Security. The
rules relating to integration of long-term disability benefits apply
to benefits funded by employer contributions as well as benefits
funded by employee contributions.

Of course, the agreement also permits the integration of long-
term disability benefits with workers' compensation benefits.

In addition, the agreement does not affect the integration of
long-term disability benefits for employees who are disabled before
the effective date.

Effective date.-The conference agreement follows the House bill.
Reporting Requirements. -The conference agreement follows the

House bill.
Studies.-Under the conference agreement, the Secretary of the

Treasury is directed to study the possible means of providing for
minimum standards for employee participation, vesting, accrual,
and funding under welfare benefit plans for current and retired
employees (including separated employees). The study is to include
a review of whether the funding of welfare benefits is adequate, in-
adequate, or excessive. The Secretary is to report to the Congress
with respect to the study by February 1, 1985. The conferees expect
that the Secretary will provide suggestions for minimum standards
where appropriate.

4. Employer and welfare benefit fund treated as related persons

Present law

Under present law, the gain from the sale of depreciable proper-
ty between certain related taxpayers is treated as ordinary income
but an employer and a welfare benefit fund to which the employer
contributes are not generally treated as related parties.

House bill

The House bill treats an employer and a welfare benefit fund as
related parties if the employer controls the fund directly or indi-
rectly.

The provision applies to sales and exchanges after the date of en-
actment, in taxable years ending after that date.

Senate amendment

The Senate amendment is the same as House bill except that the
provision applies to a welfare benefit fund whether or not the fund
is exempt from tax.

Conference agreement

The conference agreement follows the Senate amendment.
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C. Employee Benefits

1. Exclusions for certain employer-provided fringe benefits;
moratorium

Present law

General rule

Gross income, for income tax purposes, includes "all income from
whatever source derived" (Code sec. 61(a)). This provision "is broad
enough to include in taxable income any economic or financial ben-
efit conferred on the employee as compensation, whatever the form
or mode by which it is effected" (Comm'r v. Smith, 324 U.S. 177,
181 (1945)). However, certain fringe benefits, such as health bene-
fits, are expressly excluded from gross income by specific statutory
provisions.

Moratorium

A moratorium first enacted in 1978 prohibited issuance of Treas-
ury regulations relating to the income tax treatment of nonstatu-
tory fringe benefits. The legislative moratorium expired on Decem-
ber 31, 1983. The Treasury Department has announced that Treas-
ury and the IRS "will not issue any regulations or rulings altering
the tax treatment of nonstatutory fringe benefits prior to January
1, 1985," and that "present administrative practice will not be
changed during this period" (Ann. 84-5, 1984-4 I.R.B. 31).

Employment taxes

The social security and unemployment insurance payroll taxes
(FICA and FUTA) and income tax withholding apply to "wages,"
defined in the Code as all remuneration for employment, including
the cash value of all remuneration paid in any medium other than
cash (secs. 3121(a), 3306(b) and 3401(a)). The railroad retirement tax
(RRTA) applies to any form of money remuneration (sec. 3231(e)).
Regulations applicable to these provisions specify that the value of
any noncash item is to be determined by the excess of its fair
market value over any amount paid by the recipient for the item
(see, e.g., Reg. sec. 31.3121(a)-1(e)).

Employer-provided housing

Present law (Code sec. 119) excludes from an employee's gross
income the value of lodging provided by the employer if (1) the
lodging is furnished for the convenience of the employer, (2) the
lodging is on the business premises of the employer, and (3) the em-
ployee is required to accept the lodging as a condition of employ-
ment. Several court decisions have held that on-campus housing
furnished to faculty or other employees by an educational institu-
tion under the circumstances involved in those cases did not satisfy
the section 119 requirements, and hence that the fair rental value
of the housing (less any amounts paid for the housing by the em-
ployee) was includible in the employee's gross income and consti-
tuted wages for income tax withholding and employment tax pur-
poses.
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House bill

General rule

The House bill provides a statutory exclusion from income and
employment taxes for: (1) no-additional-cost services, (2) qualified
employee discounts, (3) working condition fringes, (4) de minimis
fringes, and (5) employer-operated athletic facilities provided to em-
ployees. No fringe benefit (other than a de minimis fringe) is ex-
cluded under the bill if another section of the Code provides rules
for the tax treatment of that general type of benefit.

The House bill does not extend the moratorium on regulations
which expired on December 31, 1983. Under the House bill, any
fringe benefit that does not qualify for a statutory exclusion is in-
cludible in gross income, and subject to employment taxes, at the
excess of its fair market value over any amount paid by the em-
ployee for the benefit.

The rules of the bill do not make any change in existing statuto-
ry or regulatory exclusions for benefits for military personnel.

Exclusion provisions

No-additional-cost service

A service provided to an employee is excluded if:
(1) the employer incurs no substantial cost (including fore-

gone revenue) in providing the service;
(2) the service is provided by the employer or another busi-

ness with whom the employer has a written reciprocal agree-
ment, and is of the same type ordinarily sold to the public in
the line of business in which the employee works;

(3) the service is provided to a current or retired employee,
or a spouse or dependent child of either, or a widow(er) or de-
pendent children of a deceased employee; and

(4) for certain highly compensated employees, nondiscrimina-
tion requirements are met (see below).

Qualified employee discount
A discount on merchandise provided to an employee is excluded

to the extent it does not exceed the employer's gross profit percent-
age (in the relevant line of business). The exclusion does not apply
to discounts on real property or on personal property of a kind
commonly held for investment.

A discount on services provided to an employee is excluded to the
extent it does not exceed 20 percent of the selling price of the serv-
ices to nonemployee customers (with no gross profit percentage re-
striction).

The following conditions generally must be satisfied for the ex-
clusion to apply:

(1) the property or service is provided by the employee and is
of the same type ordinarily sold to the public in the line of
business in which the employee works,

(2) the property or service is provided to a current or retired
employee, a spouse or dependent child of either, or to a
widow(er) or dependent children of a deceased employee, and

35-426 0 - 84 74
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(3) for certain highly compensated employees, nondiscrimina-
tion requirements are met (see below).

Under a special rule, the exclusion applies to discounts provided
by a department store to employees of another employer (such as a
cosmetic firm) who make over-the-counter sales of merchandise
within the store.

A grandfather rule relaxes the line-of-business limitation for em-
ployees of members of an affiliated group which consists primarily
of a retail department store business, if, as of October 5, 1983, such
employees were entitled to discounts at the store.

Working condition fringe

Property or services provided to an employee are excluded to the
extent that they would be deductible as ordinary and necessary
business expenses (under Code secs. 162 or 167) if the employee had
paid for them.

Under a special rule, all of an auto salesman's automobile use in
the dealer's sales area is excluded if the use is provided primarily
to facilitate the salesman's performance of services and there are
substantial restrictions on personal use.

The bill excludes, as a working condition fringe, the value of free
or reduced-cost parking provided to employees on or near the em-
ployer's business premises. Under the House bill, the exclusion is
available to highly compensated employees only if such parking is
available on a nondiscriminatory basis.

De minimis fringe
Property or services not otherwise tax-free are excluded if their

value is so small, considered in the aggregate, as to make account-
ing for the benefits unreasonable or administratively impractica-
ble. For example, benefits which generally are excluded as de mini-
mis fringes include the typing of a personal letter by a company
secretary, occasional personal use of the company copying machine,
monthly transit passes provided at a discount not exceeding $15,
occasional company cocktail parties or picnics for employees, occa-
sional supper money or taxi fare for employees because of overtime
work, and certain holiday gifts of property with a low fair market
value.

Subsidized eating facilities operated by the employer also are ex-
cluded as a de minimis fringe if located on or near the employer's
business premises, if revenue equals or exceeds direct operating
costs, and if (for certain highly compensated employees) nondis-
crimination requirements are met (see below).

Athletic facilities
An exclusion is allowed for the value of athletic facilities provid-

ed and operated by an employer for use of its employees.

Nondiscrimination requirements
The exclusions for no-additional-cost services, qualified employee

discounts, free parking, subsidized eating facilities, and qualified
tuition reduction (item 2 below) are available to offTers, owners, or
highly compensated employees only if tb pr,!rru or service is
provided on substantially the same terms to each member of a
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group of employees defined under a reasonable classification, set
up by the employer, which does not discriminate in favor of offi-
cers, owners, or highly compensated employees.

Effective date

The House bill generally is effective on January 1, 1984.

Senate amendment

Moratorium

The Senate amendment extends through 1985 the legislative
moratorium on issuance of Treasury regulations relating to the
income tax treatment of nonstatutory fringe benefits.

Faculty housing

Under the Senate amendment, the extended legislative moratori-
um is applied to prohibit the issuance of income tax regulations
providing for the inclusion in gross income of the excess of the fair
market value of qualified campus lodging over the greater of the
operating costs paid in furnishing the lodging or the rent received.
The application of the extended moratorium with respect to quali-
fied campus lodging applies only with respect to lodging furnished
after December 31, 1983 and before January 1, 1986.

Conference agreement

General rules

The conference agreement follows the House bill, with modifica-
tions to the effective date and certain provisions as described
below. Thus, under the conference agreement, the general legisla-
tive moratorium on regulations that expired December 31, 1983 is
not extended. Instead, the conference agreement sets forth statuto-
ry provisions under which (1) certain fringe benefits provided by an
employer are excluded from the recipient employee's gross income
for Federal income tax purposes and from the wage base (and, if
applicable, the benefit base) for purposes of income tax withhold-
ing, FICA, FUTA, and RRTA, and (2) any fringe benefit that does
not qualify for exclusion under the bill and that is not excluded
under another statutory fringe benefit provision of the Code is in-
cludible in gross income for income tax purposes, and in wages for
employment tax purposes, at the excess of its fair market value
over any amount paid by the employee for the benefit. The latter
rule is confirmed by clarifying amendments to Code sections 61(a),
3121(a), 3306(b), and 3401(a) and section 209 of the Social Security
Act.

The conferees intend that Treasury regulations are to be issued
to implement the statutory fringe benefit provisions of the bill.
Such regulations are to be consistent with the language of the bill
in the legislative history as reflected in House Report No. 98-432
(Pt. 2) and this Statement of Managers. Thus, for example, as
stated in the report of the Ways and Means Committee, the bill
does not modify the existing rules under which benefits to military
personnel, such as subsistence, housing, and uniform allowances,
are excludable from gross income.
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The conference agreement adds a rule giving the Treasury De-
partment regulatory authority to provide the time and manner for
collection (or payment) by an employer of employment taxes on
noncash fringe benefits. To the maximum extent practicable, such
regulations may provide for collection (or payment) of FICA taxes
under sections 3101 and 3111 with respect to noncash fringe bene-
fits in a calendar quarter not later than the time for collection (or
payment) of such taxes on cash wages paid on the last day of that
quarter. The regulations may provide similar rules for other em-
ployment taxes.

Exclusions

No-additional-cost-services; qualified employee discounts

The conference agreement provides an additional, elective grand-
father rule which in certain circumstances relaxes the line of busi-
ness limitation requirement for the exclusion for qualified employ-
ee discounts and (to the extent described below) for the exclusion
for no-additional-cost-services.

Under this grandfather rule, if all the following requirements
are met, the exclusion for qualified employee discounts (if other-
wise available) extends to the providing by an employer of dis-
counts on goods or services in a particular line of business to an
employee who works in a different line of business of the employer
than that line of business in which such goods or services on which
the discount is available are offered for sale by the employer:

(1) On and after January 1, 1984, the employer offers such
discounts on goods or services in that particular line of busi-
ness to substantially all its employees in all of its lines of busi-
ness which existed on January 1, 1984;

(2) The employee works in a line of business of the employer
which was a line of business of the employer on January 1,
1984; and

(3) The employer timely elects the applicability of this grand-
father rule.

This grandfather rule also applies, if requirements of the same
nature are met, with respect to no-additional-cost services which
are provided by an employer to an employee notwithstanding that
the service is not the same type of service sold to the public in the
line of business of the employer in which the employee works,
except that this grandfather rule does not apply with respect to no-
additional-cost services provided to the employee by a person other
than an employer of the employee (i.e., pursuant to a reciprocal
agreement between employers).

Thus, where all these requirements are met, all employees of any
line of business of the employer which was in existence on January
1, 1984 are treated, for purposes of new Code sections 132(a)(1) and
132(a)(2) but not for purposes of new Code section 132(g)(2), as em-
ployees of the particular line of business (which was in existence on
January 1, 1984) in which such goods or services are offered for
sale by the employer.

This additional grandfather rule applies on a calendar year basis.
If elected, the rule applies to the first calendar year following the
year of election and to all subsequent years unless revoked by the
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employer. A revocation must be made prior to the beginning of the
calendar year to which the grandfather rule is not to apply. The
election is to be made in the manner prescribed by Treasury regu-
lations. For purposes of the grandfather rule, all members of the
same affiliated group of corporations (as defined in sec. 1504) are
treated as one corporation.

Under the conference agreement, an employer making the elec-
tion is subject to an excess fringe benefit excise tax for any calen-
dar year as to which the grandfather rule election is in effect if the
aggregate fair market value of all excludable no-additional-cost
service benefits and qualified employee discount benefits (whether
or not excludable only pursuant to the grandfather rule) provided
by the employer during the calendar year to all its employees ex-
ceeds one percent of the total of all taxable compensation paid to
all employees of the employer for the year. This computation takes
into account all employees in all lines of business of the employer,
including lines of business as to which the elected grandfather rule
does not apply (e.g., where the line of business did not exist on Jan-
uary 1, 1984). The rate of the new excise tax is 30 percent of the
excess described in the preceding sentences. The amount of tax is
not deductible by the employer.

In addition, the conference agreement modifies the grandfather
rule in the House bill to provide a revised definition of an affiliated
group for such purposes.

Working condition fringe
The following modifications are made by the conference agree-

ment with respect to working condition fringes:
(1) The nondiscrimination requirement in the House bill for

the exclusion (as a working condition fringe) of employee park-
ing provided on or near the business premises of the employer
is deleted;

(2) The availability of the exclusion of qualified auto demon-
stration use (as a working condition fringe) is limited to full-
time auto salespersons. The exclusion is not available to any
other persons, such as part-time auto salepersons, mechanics,
the dealer's bookkeeper, etc.; and

(3) The availability of the working condition fringe exclusion
for certain consumer product testing and evaluation as de-
scribed in the report of the Ways and Means Committee is
clarified by providing that gross income does not include per-
sonal use of such consumer goods provided to an employee pri-
marily for such product testing and evaluation which does not
qualify under the requirements in such report to the extent
that the employee pays or reimburses the employer for such
personal use.

De minimis fringe
In lieu of the aggregation rule in the House bill, the conference

.agreement provides that the frequency with which similar fringe
benefits (otherwise excludable as de minimis fringes) are provided
by the employer to its employees is to be taken into account,
among other relevant factors, in determining whether the fair
market value of the property or service is so small that accounting
for the property or service would be unreasonable or administra-
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tively impracticable. Under this rule, where an employer exercises
sufficient control and imposes significant restrictions over personal
use of a copying machine such that substantially all (at least 85
percent) of the use of the machine can be shown to be for business
purposes, the employer may treat as a de minimis fringe any per-
sonal use of the machine by a particular employee which might
occur.

Nondiscrimination requirements

As stated above, the conference agreement deletes the nondis-
crimination requirement for the exclusion of employee parking as
a working condition fringe.

Faculty housing

The conference agreement generally follows the Senate amend-
ment in imposing a moratorium on the issuance of income tax reg-
ulations providing for the inclusion in gross income of the excess of
the fair market value of qualified campus lodging over the greater
of the operating costs paid in furnishing the lodging or the rent re-
ceived. This moratorium with respect to qualified campus lodging
applies only with respect to lodging furnished after December 31,
1983 and before January 1, 1986. No inference is intended by impo-
sition of a moratorium for such period as to the proper income tax
treatment of faculty housing furnished prior to 1984 or after 1985.

Effective date

Under the conference agreement, the provisions are effective be-
ginning January 1, 1985, except that the moratorium with respect
to qualified campus lodging applies only with respect to lodging
furnished after December 31, 1983 and before January 1, 1986.

2. Qualified tuition reduction

Present law

Gross income does not include scholarships or fellowships, sub-
ject to certain limitations, unless such amounts are paid as com-
pensation for services or for studies or research primarily for the
benefit of the grantor (Code sec. 117). Treasury regulations provide
that remission of the tuition of a child of a faculty member provid-
ed by another education institution under a tuition-exchange plan
is considered to be a scholarship (Reg. sec. 1.117-3(a)).

House bill

The House bill provides that a reduction in tuition provided to
an employee of an educational institution is excluded for income
and employment tax purposes if (1) the tuition is for education
below the graduate level provided by the employer or by another
educational institution; (2) the education is provided to a current or
retired employee, a spouse or dependent child of either, or to a
widow(er) or dependent children of a deceased employee; and (3)
certain nondiscrimination requirements are met (see under item 1,
above). Under a special rule in the House bill, availability of a tui-
tion reduction benefit only to faculty members is not a discrimina-
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tory classification for purposes of the nondiscrimination require-
ment.

In addition, the House bill provides that a tuition reduction pro-
vided to an employee of an educational institution is excluded if
the tuition is for education at the graduate level provided by the
employer to a teaching or research associate or assistant at that in-
stitution.

This provision is effective with respect to education furnished
after June 30, 1984.

Senate amendment

See item 1, above (relating to extension of moratorium).

Conference agreement
The conference agreement follows the House bill, with modifica-

tions (1) deleting the exclusion for graduate tuition reduction pro-
vided to teaching or research associates or assistants; (2) deleting
the special nondiscrimination rule in the House bill as applicable
to the exclusion for tuition reduction for education below the grad-
uate level (which deleted rule would have provided that availability
of the benefit only to faculty members is not a discriminatory clas-
sification); and (3) changing the effective date to qualified tuition
reductions for education furnished after June 30, 1985. In deleting
the exclusion (in the House bill) for certain graduate tuition reduc-
tion, the conference committee notes that tuition reductions for
graduate education remain eligible for exclusion as scholarships
under Code section 117(b) if they satisfy the requirements of that
provision of present law.

3. Cafeteria plans

Present law

The cafeteria plan rules of the Code provide that a participant in
a nondiscriminatory cafeteria plan will not be treated as having re-
ceived a taxable benefit offered under the plan solely because the
participant has the opportunity, before the benefit becomes avail-
able to the participant, to choose among the taxable and nontax-
able benefits offered under the plan. The term "taxable benefit" in-
cludes cash, property, and other benefits that are currently taxable
to the participant upon receipt. "Nontaxable benefit" includes any
benefit that is not currently taxable to the participant upon receipt
(e.g., group-term life insurance up to $50,000, coverage under an ac-
cident or health plan, and coverage under a dependent care assist-
ance program).

Present law does not permit a cafeteria plan to offer either van-
pooling or any benefit that defers the receipt of compensation, with
the exception of the opportunity for participants to make elective
contributions under a qualified cash or deferred arrangement.

The cafeteria plan rules generally do not affect whether any par-
ticular benefit offered under the plan is a taxable or nontaxable
benefit. Thus, a benefit that is nontaxable under the Internal Reve-
nue Code when offered separately is a nontaxable benefit under a
cafeteria plan only if the rules providing for the exclusion of the
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benefit from gross income continue to be satisfied when the benefit
is provided under the cafeteria plan.

On February 10, 1984, the Internal Revenue Service issued a
news release (IR-84-22), which stated that so-called "flexible spend-
ing arrangements" offered as part of cafeteria plans do not provide
employees with nontaxable benefits under the Code because, under
such arrangements, employees are assured of receiving the benefit
of what they would have received had no covered expenses been in-
curred.

In May 1984, the Internal Revenue Service issued proposed regu-
lations with respect to the cafeteria plan rules and the statutory
rules governing the exclusion of benefits from gross income. These
proposed regulations state that an otherwise nontaxable benefit
will be nontaxable if offered in a cafeteria plan only if it continues
to satisfy the provisions governing its exclusion from gross income.
Accordingly, the proposed regulations state that employer contribu-
tions with respect to an accident or health plan, a qualified group
legal services plan, or a dependent care assistance program are not
excluded from a participant's gross income under the Internal Rev-
enue Code to the extent that the participant is assured of receiving
benefits under the plan without regard to whether he or she incurs
covered expenses.

House bill
The House bill amends the definition of "cafeteria plan" to pro-

vide that such plans may offer employees choices limited to cash
and those fringe benefits (other than scholarships or fellowships,
vanpooling, and those benefits excludable under the nonstatutory
fringe benefit provisions of the bill) that are excludable from gross
income under a specific section of the Internal Revenue Code.
Thus, group-term life insurance, coverage under a qualified group
legal services plan, coverage under an accident or health plan, and
coverage under a dependent care assistance program are permissi-
ble nontaxable benefits in a cafeteria plan. For purposes of this
rule, group-term life insurance that is includible in gross income
only because the amount of the insurance exceeds $50,000 or be-
cause the insurance is on the life of the employee's spouse or chil-
dren is treated as a nontaxable benefit. Similarly, vacation days of-
fered under a cafeteria plan are treated as nontaxable benefits
only if the plan precludes any participant from cashing-out or
using, in a subsequent plan year, any vacation days remaining
unused as of the end of any plan year.

Senate amendment

No provision.

Conference agreement
The conference agreement follows the House bill provisions on

cafeteria plans, and adopts several additional provisions.
First, the conference agreement amends the cafeteria plan rules

to provide that if, for a plan year, more than 25 percent of the total
nontaxable benefits are provided to employees who are key employ-
ees with respect to the plan for such year (as determined under the
rules of section 416(i)(1)), such key employees will be taxed as
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though they received all available taxable benefits under the plan.
Generally, in determining the portion of the total nontaxable bene-
fits that is provided to key employees, coverage under a plan (e.g.,
an accident or health plan) and not actual expense reimbursements
under such a plan are to be counted.

Second, the conference agreement applies certain reporting re-
quirements with respect to cafeteria plans. Under regulations pre-
scribed by the Secretary of the Treasury, each employer that main-
tains a cafeteria plan during a taxable year beginning after Decem-
ber 31, 1984, will be required to file a return for such year showing
the number of employees of the employer, the number of employ-
ees participating in the plan, the total cost of the plan for the tax-
able year, and specified employer identification information. Based
on these general returns, the Secretary is to require a select and
statistically significant group of employers to file additional infor-
mation returns with respect to their cafeteria plans. These addi-
tional returns will contain such information as the Secretary may
require. Examples of such information include a breakdown of the
above information by salary range and type of benefit provided, as
well as information which may be necessary to allow Treasury to
develop a plan to insure that the requirements of the cafeteria
plan rules (such as nondiscrimination and maximum percentage of
benefits to key employees) are adequately enforced.

Third, the conference agreement provides both general and spe-
cial transition relief, with respect to the proposed Treasury regula-
tions on cafeteria plans, for cafeteria plans and "flexible spending
arrangements" in existence on February 10, 1984. (A "flexible
spending arrangement" consists of a benefit of a type to which a
statutory exclusion may be applied, such as an accident or health
plan under sections 105 and 106, with respect to which an employ-
ee is assured of receiving, in cash or some other benefit, amounts
available for expense reimbursement without regard to whether
the employee incurs the covered expenses.) The general relief rule
provides that a plan will not fail to be a cafeteria plan merely be-
cause of a failure to satisfy the rules relating to cafeteria plans
under the proposed Treasury regulations and that a flexible spend-
ing arrangement will not fail the requirements of the applicable
statutory exclusions merely because of a failure to satisfy the rules
relating to such exclusions under these regulations. This general
relief is provided until the earlier of January 1, 1985, or the effec-
tive date of any modification of the plan or arrangement to provide
additional benefits if such modification becomes effective after Feb-
ruary 10, 1984. The conference agreement does not prevent the ap-
plication of the proposed Treasury regulations after the earlier of
such dates.

Thus, for example, if on February 10, 1984, a flexible spending
arrangement failed to satisfy the rules relating to accident or
health plans under the proposed Treasury regulations and thereaf-
ter continues to fail such rules because such arrangement provides
for the cash-out or carryover of unused amounts at the end of the
plan year, such arrangement will be treated as qualifying as an ac-
cident or health plan until the earlier of the two dates provided
above.
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The general transition rule is applicable to both benefit bank
flexible spending arrangements and zero balance reimbursement
account (ZEBRA) type flexible spending arrangements. Under a
benefit bank arrangement, the employee generally allocates a spec-
ified amount of dollars to a reimbursement account for specified
benefits, e.g., medical, legal, and dependent care, at the beginning
of the plan year. As expenses are incurred during the year, the em-
ployee is entitled to reimbursement of these expenses from the ac-
count. For example, if an employee with $500 allocated to his ac-
count incurred medical expenses of $250, he could be reimbursed
for these expenses from the account. At the end of the year, he
would receive the remaining $250 in cash. In contrast, under the
ZEBRA-type arrangement, amounts generally are not specifically
allocated to an account before the beginning of the year, but in-
stead amounts are allocated only after an expense in incurred.

The conference agreement also provides special transition relief
with respect to the rules contained in the proposed regulations re-
lating to the statutory nontaxable benefits. This relief provision
provides that a flexible spending arrangement in existence under a
cafeteria plan on February 10, 1984, will not fail to be a nontaxable
benefit under the applicable exclusions merely because a partici-
pant will receive amounts available but unused for expense reim-
bursement. An arrangement will qualify for the special relief only
if, under the arrangement, the employee must fix the amount of
contributions to be made on his or her behalf before the beginning
of the applicable period of coverage and taxable cash is not avail-
able before the end of such period or, if earlier, at the termination
of employment. In lieu of distributing taxable cash to a participant
at the end of the applicable period of coverage, it would also be per-
missible for the unused amounts to be carried over to the succeed-
ing year. Further, an arrangement could permit a participant to
terminate contributions during the period of coverage or to change
the rate or amount of contributions during the period of coverage
on account of certain changes in family status or change in employ-
ment status from full-time to part-time, or vice versa. The confer-
ees intend that this special transition relief will be available to ar-
rangements that, on February 10, 1984, and thereafter, failed to
satisfy these restrictions if such arrangements are modified, before
January 1, 1985, to comply with such restrictions. The special relief
under this rule is for benefits provided before the earlier of July 1,
1985, or the effective date of any modification of the arrangement
to provide additional benefits if such modification becomes effective
after February 10, 1984. The conference agreement does not pre-
vent the application of the proposed Treasury regulations after the
earlier of the applicable dates.

Cafeteria plans and flexible spending arrangements that were
not in existence on February 10, 1984, generally do not qualify for
either the general or the special transition rules under the confer-
ence agreement. Thus, the conference agreement does not prevent
the current application of the proposed Treasury regulations to
such plans and arrangements. However, plans that were not actu-
ally in existence as of February 10, 1984, but with respect to which
substantial implementation costs had been incurred by the employ-
er by such date are to be treated as having been in existence on
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such date. The conferees intend that if an employer has incurred,
as of February 10, 1984, either more than $15,000 of implementa-
tion costs or more than one-half of the total costs of implementing
a cafeteria plan, the transition rules are to be available with re-
spect to the cafeteria plan. In making this determination, total im-
plementation costs are the costs of designing and installing com-
puter programs for operation of the plan and the costs of printing
cafeteria plan brochures for employees. Costs associated with more
than one plan of the same employer are to be allocated among the
plans on the basis of the number of participants in the plans.

Finally, the conference agreement provides that the Secretary of
Health and Human Services, in cooperation with the Secretary of
the Treasury, is to submit a report to the House Committee on
Ways and Means and the Senate Committee on Finance on the
effect of cafeteria plans on the containment of health costs. This
report is to be submitted by April 1, 1985. The study is to examine
the impact which the use of cafeteria plans (including flexible
spending arrangements) has on the containment of health care
costs and to recommend what modifications might be desirable
with respect to the cafeteria plan rules to optimize the potential to
reduce medical costs while balancing against other health care
policy goals. Included within the study should be an analysis of the
advisability of establishing Federal guidelines relative to the type
of medical plans that can qualify for cafeteria plan treatment in a
manner similar to that applicable to qualified pension plans and
the advisability of adding additional benefits to cafeteria plans. In
this regard, the conferees intend to examine, before January 1,
1986, the operation of the nondiscrimination rules and the forfeit-
ability requirements with respect to cafeteria plans, and the effect
of such provisions on the Federal tax base and on health cost con-
tainment.

4. Nonqualified options

Present law

Generally, employees recognize income upon the exercise of a
nonqualified employee stock option to the extent the value of the
stock exceeds the price paid. Employers are allowed a correspond-
ing deduction.

House bill

No provision.

Senate amendment

Under the Senate amendment, income and deductions with re-
spect to certain employee options are deferred until the stock is dis-
posed of. In order to qualify, the option must meet the following
requirements: (1) the option price must at least equal the fair
market value of the stock on the date of issue; (2) the option may
be transferable only by reason of death; (3) the option must be ex-
ercised in sequence; and (4) certain notification procedures must be
met.

The maximum value of stock for which options which may be
granted in any one year is $100,000 (reduced by value of stock
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under incentive stock options). The option program may not dis-
criminate in favor of 5-percent owners or highly paid officers.

The amount deferred on exercise is an item of tax preference.
The provision applies to options exercised after date of enact-

ment.

Conference agreement

The conference agreement does not include the provision in the
Senate amendment.

5. Incentive stock options

Present law
Incentive stock options allow an employee to receive capital

gains on the sale of stock acquired on the exercise of an option,
rather than ordinary income at the time of exercise.

The option price of an incentive stock option must equal or
exceed the fair market value of the stock at the time the option is
granted.

The "spread" on the exercise of an incentive stock option is an
item of tax preference for purposes of the minimum tax.

House bill

No provision.

Senate amendment
The Senate amendment disregards "lapse restrictions" in deter-

mining the fair market value of the stock. It also treats the modifi-
cation of an option making it nontransferable as the grant of a new
option, thus requiring the fair market value to be determined on
the modification date.

The provision generally applies to options granted, exercised or
modified (as the case may be) after March 20, 1984. If an option
granted after March 20, 1984, pursuant to corporate action taken
before that date, the provision will not apply if the option is issued
before September 20, 1984 (or, in the case of the minimum tax, if
the option is exercised before December 31, 1984).

Conference agreement
The conference agreement generally follows the Senate amend-

ment. The date by which corporate action must be taken under the
transitional rule is changed to May 15, 1984.

6. Certain section 83(b) elections

Present law

Property transferred to an employee in connection with the per-
formance of services is includible in income (to the extent the value
of the property exceeds the amount paid) in the first taxable year
the property is transferable and not subject to a substantial risk of
forfeiture (sec. 83). A taxpayer may elect, within 30 days of the
transfer of property, to include in gross income the excess of the
value of the property (determined without regard to restrictions)
over the amount paid, for the year the transfer occurs (sec. 83(b)).
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A recent Tax Court decision held that section 83 may apply where
the employee paid fair market value for the property (determined
without regard to restrictions). Alves v. Commissioner, 79 T.C. 864
(1982), affd by the 9th Cir. on June 5, 1984.

House bill

No provision.

Senate amendment
The Senate amendment allows a taxpayer to make the election

under section 83(b) with the first tax return filed after date of en-
actment with respect to transfers of property made after June 30,
1976 and before the date of enactment, if the taxpayer paid fair
market value for the property (determined without regard to re-
strictions), and the employer consents to the election.

Conference agreement

The agreement generally follows the Senate amendment. Howev-
er, the provision applies only to transfers before November 18, 1982
(the date of decision of the Alves case).

7. Employee achievement awards

Present law

Code section 274(b) generally disallows business deductions for
gifts to the extent that the total cost of all gifts of cash, tangible
personal property, etc., to the same individual from the taxpayer
during the taxable year exceeds $25. The statute expressly defines
the term gift to mean any amount excludable from gross income
under section 102 (relating to gifts and bequests) which is not ex-
cludable under another statutory provision. The U.S. Supreme
Court, in a cese involving payments made "in a context with busi-
ness overtones," defined excludable gifts as payments made out of
"detached and disinterested generosity" and not in return for past
or future services or from motives of anticipated benefit (Comm'r v.
Duberstein, 363 U.S. 278 (1960)).

In the case of an excludable gift of an item of tangible personalty
awarded to an employee for length of service, safety achievement,
or productivity, the ceiling on the deduction allowed to the employ-
er is increased to $400 of the item's cost. In addition, the ceiling on
the business gift deduction is $1,600 for such an employee award
under a qualified award plan provided that the average cost of all
plan awards in the year does not exceed $400.

House bill

No provision.

Senate amendment

The Senate amendment provides a new income-tax exclusion to
employees for awards received from an employer for productivity,
safety, or length of service, in the form of watches, clocks, certain
emblematic jewelry or rings, certain personal accessories, and
other traditional retirement or nonretirement awards, effective for
awards made after the date of enactment.
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The exclusion, and the employer's deduction, for such awards to
a particular employee during the year are limited to $1,600 in each
achievement category (i.e., a maximum of $4,800 in cost) for awards
under a qualified award plan, or $400 in each category (maximum
of $1,200) for other such awards. Other restrictions, including non-
discrimination rules, apply.

Any excess of the lesser of the employer's cost for or the value of
such awards over the exclusion dollar limits is expressly includible
in the employee's gross income, as is the value of nontraditional
employee achievement awards or any other awards to employees.

Conference agreement

The conference agreement does not include the Senate amend-
ment.

8. Exclusion for educational assistance benefits; deferred
educational benefits

a. Educational assistance

Present law

Employer-provided educational assistance benefits were excluded
from gross income for income tax purposes and from wages for
FICA and FUTA purposes under a provision which expired on De-
cember 31, 1983.

House bill

No provision.

Senate amendment

The Senate amendment extends the exclusion to apply to taxable
years beginning before January 1, 1986.

Conference agreement

The conference agreement does not include the Senate amend-
ment.

b. Deferred educational benefits

Present law

Deductions for contributions to a nonqualified deferred compen-
sation plan are not allowed until an amount is includible in the
employee's income. However, contributions to a fund that is part of
a welfare benefit plan generally are deductible in the year made
regardless of the time a benefit is provided. In one case (Greensboro
Pathology Associates, P.A. v. U.S., 699 F.2d 1196 (Fed Cir. 1982)), a
court held that a plan to pay future college tuition of employees'
children was a welfare benefit plan, rather than a deferred com-
pensation plan.

House bill

No provision.
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Senate amendment
The Senate amendment treats a plan for providing deferred edu-

cational benefits as a plan of deferred compensation, thus generally
delaying deductions for plan contributions until the benefit is in-
cludible in the employee's income (or would be includible but for
provisions excluding the benefits from income). This provision ap-
plies to taxable years ending after December 31, 1983.

Conference agreement
The conference agreement does not include the Senate amend-

ment.

D. Employee Stock Ownership Provisions

Present law
An employee stock ownership plan ("ESOP") is a qualified stock

bonus plan or a combination stock bonus and money purchase pen-
sion plan under which employer stock is held for the benefit of em-
ployees. An ESOP under which an employer contributes stock or
cash in order to qualify for a credit against income tax liability is
referred to as a tax credit ESOP. Under present law, the income
tax credit is limited to a prescribed percentage of the aggregate
compensation of all employees under the plan. For compensation
paid or accrued in calendar years 1983 and 1984, the tax credit is
limited to one-half of one percent. With respect to compensation
paid or accrued in 1985, 1986, and 1987, the limit is three-quarters
of one percent. No credit is provided with respect to compensation
paid or accrued after December 31, 1987.

House bill

Freeze on maximum credit
The House bill freezes the income tax credit for contributions to

a tax credit ESOP at one-half of one percent with respect to com-
pensation paid or accrued in 1985 through 1987.

The provision is effective on the date of enactment.

Senate amendment

Freeze on maximum credit
Under the bill, the income tax credit for contributions to a tax

credit ESOP is limited to one-half of one percent for compensation
paid or accrued in 1985. The limit for contributions in 1986 and
1987 remains at three-quarters of one percent.

Tax-free rollover on sale to employees
The Senate amendment provides for nonrecognition of gain, at

the election of the seller, from the sale of "qualified securities" if
(1) the securities are sold to an ESOP or to an eligible worker-
owned cooperative, and (2) within a qualified period, the seller ac-
quires securities of certain domestic corporations.
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Deduction for dividends paid on ESOP stock

The Senate amendment permits a deduction for dividends paid
on stock held by an ESOP (including a tax credit ESOP), provided
the dividends are either paid out currently to employees or used to
repay an ESOP loan. Dividends may either be paid directly to plan
participants by the corporation or may be paid to the plan and dis-
tributed to participants no later than 60 days after the close of the
plan year in which paid.

Alternatively, the dividends (or some portion thereof) will qualify
for the deduction if applied by the plan to repay a loan incurred
under the plan to acquire employer securities. Because such divi-
dends are deductible by the employer corporation, they do not qual-
ify for the partial exclusion from income otherwise permitted
under Code sec. 117.

Partial exclusion of interest earned on ESOP loans

Under the Senate amendment, a bank, insurance company, or
other commercial lender that is a corporation may exclude from
income 50 percent of the interest received on loans to a leveraged
ESOP, the proceeds of which are applied by the plan to acquire em-
ployer securities. For this purpose, the loan may be made directly
to an ESOP or may be made to the sponsoring corporation which,
in turn, lends the proceeds to an ESOP.

Reduced tax rate for sales of stock to certain corporations
In the case of a sale or exchange of securities acquired by a tax-

payer as part of an original issue in a company with a specified
degree of employee stock ownership by a taxpayer other than a cor-
poration, the bill generally increases from 60 percent to 80 percent
the amount of the gain (qualified corporate gain) on the sale that is
allowed as a deduction from gross income. Similarly, a lower tax
rate applies with respect to the qualified corporate gain on a sale
of securities by a corporation.

Assumption of estate tax liability by ESOP

The Senate amendment permits an ESOP to assume the liability
of a decedent's estate for estate taxes in return for a transfer from
the estate to an ESOP of stock of an equal value, provided the
sponsor company guarantees payment of the tax and agrees to pay
such tax over a period of years.

The executor of the estate for which the ESOP agrees to assume
estate tax liability must elect the application of the provision by
the time prescribed for filing the estate tax return in the manner
prescribed by Treasury regulations.

Estate tax exclusion for sales to employees
The Senate amendment permits an exclusion from the gross

estate of 50 percent of the proceeds from the sale of employer secu-
rities to an ESOP or a worker-owned cooperative. The proceeds
from such sale are disregarded for this purpose to the extent that
such securities are allocated under the plan to the donor (or dece-
dent), family members of the donor (or decedent), or shareholders
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owning more than 25 percent in value of any class of outstanding
employer securities.

Charitable contributions to ESOPs

Under the Senate amendment, a taxpayer generally is allowed
an income, gift, or estate tax deduction under the charitable contri-
bution rules for contributions of employer securities to an ESOP.

Under the Senate amendment, if the taxpayer is permitted a
charitable contribution deduction with respect to the contribution
of stock to an ESOP, no deduction is permitted for the contribution
under the usual rules for deductions for employer contributions to
a qualified pension plan, and no portion of the amount contributed
is eligible for any credit against income taxes.

Effective dates

The provisions generally are effective for years beginning after
December 31, 1984. The provisions relating to the assumption of
estate tax liability and partial exclusion from estate tax apply with
respect to those estates of decedents that are required to file re-
turns after the date of enactment.

Conference agreement

Freeze on maximum credit

The conference agreement follows the House bill with a technical
amendment.

Tax-free rollover on sale to employees

The conference agreement generally follows the Senate amend-
ment. Nonrecognition will be available only if, after the sale, the
ESOP or cooperative holds at least 30 percent of the employer secu-
rities.

Deduction for dividends paid on ESOP stock

The conference agreement generally follows the Senate amend-
ment. The deduction for dividends paid with respect to stock held
in an ESOP will be permitted only if the dividends are paid out
currently to employees.

Partial exclusion of interest earned on ESOP loans

The conference agreement follows the Senate amendment.

Reduced tax rate for sales of stock to certain corporations

The conference agreement does not contain the Senate amend-
ment.

Assumption of estate tax liability by ESOP

The conference agreement generally follows the Senate amend-
ment. The Secretary has the authority to require the employer to
post appropriate security, such as a bond, to insure payment of the
estate taxes.
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Estate tax exclusion for sales to employees

The conference agreement does not contain the Senate amend-
ment.

Charitable contributions to ESOPs
The conference agreement does not contain the Senate amend-

ment.

Effective dates
The conference agreement follows the Senate amendment.

E. Individual Retirement Account (IRA) Provisions

Present law

Under present law, an individual generally is entitled to deduct
IRA contributions up to the lesser of $2,000 or 100 percent of com-
pensation. The $2,000 deduction limit is increased to $2,250 for any
year in which (1) at least $250 is contributed to an IRA for the
spouse of the individual, and (2) the spouse has no compensation
for the year. Under certain circumstances, alimony may be consid-
ered compensation for purposes of the IRA deduction limits.

Present law provides that, except for tax-free rollovers, no nonde-
ductible contributions may be made to an IRA. An annual 6-per-
cent excise tax applies to prohibited nondeductible contributions
(i.e., excess contributions) held in an IRA.

Distributions from an IRA made before age 591/2 (other than
those distributions attributable to disability or death) are subject to
an additional 10-percent income tax.

House bill

Nondeductible IRA contributions
Under the House bill, nondeductible IRA contributions of up to

$1,750 annually are not treated as excess contributions subject to
the 6-percent excise tax. The first withdrawals from an IRA are
treated as coming out of earnings on the nondeductible contribu-
tions, second as out of the nondeductible contributions, and then
out of other amounts.

The provision is effective for contributions made in taxable years
beginning after December 31, 1983.

Senate amendment

Spousal individual retirement arrangements
The Senate amendment increases the IRA deduction limit for a

married couple to (1) $2,750, for taxable years beginning in 1985
and 1986, (2) $3,250, for taxable years beginning in 1987 and 1988,
(3) $3,750, for taxable years beginning in 1989 and 1990, and (4)
$4,000, for taxable years beginning in 1991 and thereafter. The 100
percent of compensation limit of present law continues to apply.

The provision is effective for taxable years beginning after De-
cember 31, 1984.
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Alimony treated as compensation
The Senate amendment treats all alimony received by a divorced

spouse as compensation for purposes of the IRA deduction limit.
The provision is effective for taxable years beginning after De-

cember 31, 1984.

IRA withdrawals by dislocated workers
Under the Senate amendment, a dislocated worker is permitted

to withdraw amounts from an IRA prior to age 591/2 without in-
curring the additional 10-percent income tax. A dislocated worker
must (1) have at least 20 quarters of social security coverage and (2)
have exhausted all rights to compensation under State law.

The provision is effective on the date of enactment.

Conference agreement

Nondeductible IRA contributions
The conference agreement does not contain the House bill.

Spousal individual retirement arrangements
The conference agreement does not contain the Senate amend-

ment.

Alimony treated as compensation
The conference agreement contains the Senate amendment.

IRA withdrawals by dislocated workers
The conference agreement does not contain the Senate amend-

ment.

VI. TAX-EXEMPT OBLIGATIONS

A. Mortgage Subsidy Bonds

1. Extension of authority to issue qualified mortgage bonds

Present law
Under the Mortgage Subsidy Bond Tax Act of 1980 (as amended)

State and local governments were allowed to issue limited amounts
of tax-exempt bonds before January 1, 1984, to finance mortgages
on owner-occupied residences. Generally, at least 90 percent of the
lendable proceeds of such bonds were required to be used to finance
mortgage loans to individuals who had not owned a present inter-
est in their principal residence within the 3 preceding years. The
purchase price of residences was required to be less than 110 per-
cent (120 percent in certain targeted areas) of the average area
purchase price. At least 20 percent of lendable proceeds generally
were required to be made available for financing in targeted areas
for at least one year.

The State volume ceiling for qualified mortgage bonds was the
greater of (1) 9 percent of the average area mortgage originations
for single family, owner-occupied residences in the State during the
preceding 3 years, or (2) $200 million.
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House bill
The House bill extends the tax exemption for qualified mortgage

bonds for five years, (i.e., for bonds issued through December 31,
1988).

This provision is effective for bonds issued after December 31,
1983.

Senate amendment
The Senate amendment extends the tax exemption for qualified

mortgage bonds for four years, (i.e., for bonds issued through De-
cember 31, 1987).

This provision is effective for bonds issued after the date of en-
actment.

Conference agreement
The conference agreement follows the Senate amendment with

regard to extension of the qualified mortgage bond program and
the House bill with regard to effective date. Thus, the tax exemp-
tion for qualified mortgage bonds is extended through December
31, 1987, effective for bonds issued after December 31, 1983.

2. Allocation of State volume ceiling

Present law
The State volume ceiling for qualified mortgage bonds is general-

ly allocated by the State legislature. If the State legislature does
not adopt an alternative method, 50 percent of the State volume
ceiling is allocated among local issuers based upon the average
mortgage volume in the area of the local issuer during the 3 pre-
ceding years and the remaining 50 percent is allocated to the State.

House bill
Under the House bill, if the State does not adopt an alternative

method, 50 percent of the State ceiling is allocated among local is-
suers on the basis of the relative populations in the areas of the
local issuers and the remaining 50 percent to the State.

This provision is effective for bonds issued after December 31,
1984.

Senate amendment

No provision.

Conference agreement
The conference agreement follows the Senate amendment.

3. Interim authority to allocate State volume ceilings

Present law
The State legislature is generally required to approve an alterna-

tive allocation of the State volume ceiling for qualified mortgage
bonds. As a transitional rule under the Mortgage Subsidy Bond
Tax Act of 1980, the governor of any State was given authority to
allocate that State's cap until the legislature met in its first regu-
lar session after 1980.
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House bill
The House bill provides that, where a State had in effect a for-

mula to allocate the State ceiling, which formula expired as of De-
cember 31, 1983, that allocation method shall remain in effect until
the effective date of any State legislation which provides for a dif-
ferent allocation formula. If the expiring formula requires action
by a State official to allocate the State ceiling, actions of such offi-
cials will continue to be effective during this period.

Senate amendment
The Senate amendment includes the provision of the House bill,

but also provides that the Governor of Kentucky will have the
power to allocate the State ceiling until December 31, 1986.

Conference agreement
The conference agreement follows the Senate amendment. Addi-

tionally, the conference agreement provides the Governors of Texas
and Nevada with interim authority to allocate their respective
State volume ceilings.

4. Reporting requirements

Present law
There is no special reporting requirement with respect to mort-

gage subsidy bonds. Under the Tax Equity and Fiscal Responsibil-
ity Act of 1982 (TEFRA), reporting requirements were imposed
with respect to certain private purpose bonds.

House bill
The House bill requires issuers of mortgage subsidy bonds (in-

cluding qualified mortgage bonds and qualified veterans' mortgage
bonds) to submit, by the fifteenth day of the second calendar month
after the-close of the calendar quarter during which the bonds was
issued, a_ statement containing specified information to the Treas-
ury. This -statement is to include the name and address of the
issuer, the date of the issue, the amount of lendable proceeds, the
rate,, terms and face amount of each obligation which is part of the
issue, and such other information as the Treasury may require (in-
cluding information required in order to determine whether the
issue qualifies for tax-exemption and the extent to which proceeds
of the issue have been made available to lower-income individuals).
The Treasury is permitted to grant extensions of time for providing
any information where there is reasonable cause for delay.

This provision is effective for bonds issued after December 31,
1983.

Senate amendment
The Senate amendment extends the reporting requirements of

the. House bill to qualified mortgage bonds but not to qualified vet-
erans' mortgage bonds. Under the Senate amendment, this provi-
sion is effective for bonds issued after the date of enactment.

The Senate amendment further requires elected officials of gov-
ernmental units issuing qualified mortgage bonds to submit to the
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Treasury Department an annual report which states the housing,
development, and income distribution policies which the govern-
mental unit is to follow in issuing mortgage subsidy bonds and
mortgage credit certificates (discussed below). This report also is to
include an assessment of (1) the compliance of the governmental
unit during the preceding 1-year period with the equivalent state-
ment of policy that was set forth in the next previous report (if
any) of such unit, and (2) the performance of the issuer's program
relative to the stated intent of Congress, discussed below, that
bonds and credits be made available, to the greatest extent possi-
ble, to lower-income families. This provision is effective for bonds
issued after December 31, 1984 (i.e., the first statement must be
filed by December 31, 1984, for bonds issued in 1985).

Conference agreement

Reporting requirements

The conference agreement extends the information reporting re-
quirements contained in the House bill and the Senate amendment
to all mortgage subsidy bonds (including qualified mortgage bonds
and qualified veterans' mortgage bonds). Information regarding the
use of proceeds by lower-income individuals is not required to be
supplied with the report for each issue, but may be consolidated
with the annual policy statement to be completed by the issuer as
described below.

This provision is to apply to bonds issued after Dcember 31,
1984.

Policy statements

The conference agreement includes the requirement of an
annual policy statement contained in the Senate amendment. This
requirement applies only to qualified mortgage bonds.

The conferees intend that, in the case of multiple jurisdiction is-
suers, the requirement of an annual report will be satisfied if the
issuer files a single report with the Treasury which is signed by (1)
an elected official of each governmental unit on whose behalf
bonds have been issued, or (2) the governor of the State in which
the issuer is located.

This provision is effective for bonds issued after December 31,
1984.

5. Statement of program goals

Present law

Present law includes various rules designed to direct mortgage
subsidy bond financing to individuals having the greatest need for
the subsidy. There is no general statement of Congressional intent
regarding the use of qualified mortgage bond proceeds.

House bill

No provision.
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Senate amendment
The Senate amendment includes a statement of Congressional

intent that issuers are expected to use qualified mortgage bonds
and mortgage credit certificates, to the greatest extent possible, to
make loans available to lower-income families who can use the
loans to afford home ownership before making such loans available
to higher-income families, taking into account prevailing conditions
in the housing market and prevailing interest rates. Elected offi-
cials of issuing jurisdictions are required to submit an annual
report to the Treasury Department which states the policy of the
issuer in distributing proceeds of qualified mortgage bonds and
mortgage credit certificates and evaluates the performance of the
issuer's program relative to the Congressional intent. In addition,
the Treasury Department, in consultation with the Department of
Housing and Urban Development (HUD), is required to make an
annual report to Congress on the performance of issuers relative to
program goals.

Conference agreement
The conference agreement generally follows the Senate amend-

ment. The Treasury Department is to prepare a report concerning
the performance of issuers relative to Congressional policy goals at
a reasonable time prior to the December 31, 1987 sunset date for
qualified mortgage bonds.

This provision is effective for bonds issued after December 31,
1984.

6. Qualified veterans' mortgage bonds

Present law
Under present law, unlimited amounts of tax-exempt general ob-

ligation bonds may be issued to provide mortgages for the purpose
of financing residences for veterans (qualified veterans' mortgage
bonds). Unlike qualified mortgage bonds, the authority to issue
these bonds did not expire on December 31, 1983.

House bill
The House bill provides that, beginning in 1985, the State ceiling

for qualified mortgage bonds is to be reduced by the volume of
qualified veterans' mortgage bonds issued by the State during the
preceding year. In addition, the authority to issue qualified veter-
ans' mortgage bonds is to sunset (together with the sunset for
qualified mortgage bonds) on December 31, 1988.

This provision is generally effective for qualified veterans' mort-
gage bonds issued after December 31, 1983, except for bonds au-
thorized by a State referendum before October 18, 1983, or pursu-
ant to a State referendum before December 31, 1983, which referen-
dum was authorized by action of the State legislature taken before
October 18, 1983.

Senate amendment
No provision. However, the Senate amendment includes a sense

of the Senate resolution (1) that qualified veterans' mortgage bonds
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not be considered in applying State volume ceilings for qualified
mortgage bonds, and (2) that no sunset date be enacted for quali-
fied veterans' mortgage bonds.

Conference agreement
The conference agreement does not include the volume limita-

tions or sunset date for qualified veterans' mortgage bonds con-
tained in the House bill. However, the conference agreement pro-
vides that (1) the authority to issue qualified veterans' mortgage
bonds is limited to programs that issued such bonds before June 22,
1984; (2) loans made with the proceeds of qualified veterans' mort-
gage bonds issued after June 22, 1984, are to be limited to veterans
who served in active duty for any period before 1977; and (3) appli-
cations for a loan made with the proceeds of qualified veterans'
mortgage bonds must be made before the later of (a) the date which
is 30 years from the date of discharge from military service, or (b)
January 31, 1985. Additionally, under the conference agreement,
qualified veterans' mortgage bonds are limited to principal resi-
dences as defined for purposes of qualified mortgage bonds.

The conference agreement further provides that State qualified
veterans' mortgage bond programs may not issue bonds in excess of
the average annual volume of bonds issued for the period 1979-
1983.

7. Advance refunding of qualified veterans' mortgage bonds

Present law
Neither qualified mortgage subsidy bonds nor qualified veterans'

mortgage bonds may be advance refunded.

House bill

No provision.

Senate amendment
The Senate amendment allows the State of Oregon, under speci-

fied conditions, to advance refund up to $300 million of qualified
veterans' mortgage bonds.

This provision is effective on the date of enactment.

Conference agreement
The conference agreement follows the House bill. Additionally,

the conference agreement allows the State of Oregon, under speci-
fied conditions, the option of borrowing from the Federal Financing
Bank in amounts necessary to meet the debt service on the bonds.

8. Limited equity cooperatives

Present law
Tenant-shareholders of cooperative housing corporations are al-

lowed a deduction for rents paid to the cooperative equal to their
allocable share of interest and real estate taxes paid by the cooper-
ative. Cooperative housing corporations are eligible to use tax-
exempt financing under the rules applicable to owner-occupied
housing (i.e., qualified mortgage bonds).
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House bill

Under the House bill, limited equity cooperative housing corpora-
tions may make an irrevocable election to be eligible for tax-
exempt financing under the rules applicable to multi-family rental
housing, including the requirement that 20 percent of units (15 per-
cent in certain targeted areas) must be occupied by individuals of
low or moderate income. If such an election is made, the tenant-
shareholders of the cooperative will not be entitled to a deduction
for interest and taxes paid by the cooperative. Additionally, the
volume of such bonds will count toward the State ceiling for quali-
fied mortgage bonds, except to the extent that the financing has
previously been counted toward the State's volume cap for private
activity bonds.

Limited equity housing cooperatives eligible to make an election
include cooperative housing corporations (as defined under sec.
216(b)(1)) in which (1) the cost of any stock in the cooperative does
not exceed the amount paid for the stock by the original stockhold-
er (as adjusted for cost-of-living increases), increased by certain
payments and contributions attributable to the stockholder, and (2)
the excess assets of the cooperative are used only for public or
charitable purposes or directly to benefit the cooperative and are
not to be used directly to benefit any stockholder.

This provision is effective for bonds issued after December 31,
1984.

Senate amendment

There is no provision regarding the treatment of housing coop-
eratives for purposes of qualified mortgage bonds; however, the
Senate amendment specifies that mortgage credit certificates may
be issued to residents of cooperatives who otherwise qualify under
the credit program.

Conference agreement

The conference agreement follows the Senate amendment.

9. Termination of transitional rules under the Mortgage Subsidy
Bond Tax Act of 1980

Present law

The Mortgage Subsidy Bond Tax Act of 1980 was enacted gener-
ally to direct the subsidy provided by tax-exempt housing bonds to
those individuals having the greatest need for the subsidy, to in-
crease the efficiency of the subsidy, and to reduce the overall reve-
nue loss to -the Federal Government from the use of tax-exempt
bonds for housing. The 1980 Act provided a number of transition
rules designed to permit issuers who were in the process of issuing
mortgage subsidy bonds during Congress' consideration of that Act
to issue those bonds without regard to the rules in the 1980 Act
(including State volume ceilings). In addition, the Act provided a
general grandfather rule under which the limitations did not apply
to bonds issued before January 1, 1981, for which loan commit-
ments were made, or construction begun, within 1 year from the
issue date.
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House bill

No provision.

Senate amendment
Under the Senate amendment, most bonds issued to finance new

mortgages for owner-occupied, single-family housing after June 15,
1984, and before January 1, 1985, pursuant to the transitional rules
of the 1980 Act, will not be tax-exempt unless the State allocates a
portion of its 1984 State volume ceiling to that issue, under the
general rules for allocation of State volume ceilings, prior to the
date of issuance. In addition, most of the transitional rules of the
1980 Act are to terminate after December 31, 1984.

Conference agreement
The conference agreement follows the Senate amendment.

10. Treatment of Kansas City, Missouri and Kansas City, Kansas
as a unified metropolitan statistical area

Present law
Metropolitan statistical areas are used for various purposes

under Federal law, including the determination of purchase price
limitations applicable to qualified mortgage bonds. Kansas City,
Missouri and Kansas City, Kansas, together with surrounding
countries, currently are treated as separate metropolitan statistical
areas.

House bill

No provision.

Senate amendment
The Senate amendment provides that Kansas City, Missouri and

Kansas City, Kansas (and surrounding counties) are to be treated
as one metropolitan statistical area for tax and all other purposes
of Federal law.

This provision is effective on the date of enactment.

Conference agreement
The conference agreement follows the Senate amendment.

B. Mortgage Credit Certificates

1. Authority to issue mortgage credit certificates (MCCs)

Present law
Before January 1, 1984, State and local governments were al-

lowed to issue limited amounts of tax-exempt bonds to finance
mortgages on owner-occupied residences (qualified mortgage bonds).
There was no provision for exchanging qualified mortgage bond au-
thority for authority to issue mortgage credits.

House bill
The House bill allows States to trade in all or part of their au-

thority to issue qualified mortgage bonds (as extended under the
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bill) for authority to issue mortgage credit certificates (MCCs).
Home purchasers receiving MCCs are entitled to a non-refundable
income tax credit equal to a specified percentage of the interest
that the home purchaser pays during the taxable year on the mort-
gage on his principal residence. This percentage may not exceed 50
percent, but may not be less than 10 percent, of the interest on the
qualifying indebtedness. The amount of the homebuyer's interest
deduction in any year is reduced by the amount of the MCC for
that year. Excess unused credits may be carried forward by the re-
cipient to later taxable years.

Senate amendment

The Senate amendment generally is the same as the House bill.
However, under the Senate amendment, excess credits may not be
carried forward by the recipient to later taxable years.

Conference agreement

The conference agreement adopts the House provision with a
modification limiting the time during which credits may be carried
forward to three years.

2. Volume of MCC Authority

Present law

No provision.

House bill

Under the House bill, the amount of MCCs that a State may
issue for any year (determined by aggregating the amount of the
products resulting from multiplying the principal amount of each
certificate by the applicable percentage rate) is equal to 15 percent
of the amount of qualified mortgage bond authority that the State
trades in for that year. The maximum amount of qualified mort-
gage bond authority that a State may trade in for MCCs may not
exceed 9 percent of the average annual amount of mortgages origi-
nated in the State during the preceding 3 years. Where a State
issued less than its statutory ceiling of qualified mortgage bonds in
1983, a phase-in rule limits the amount of qualified mortgage bond
authority that the State may trade in during the first 5 years (i.e.,
through 1988) for authority to issue MCCs.

Under the House bill, an MCC does not apply to any debt in-
curred after the close of the calendar year following the calendar
year for which the issuing authority elects to trade in qualified
mortgage bond authority. Thus, under the House bill, authority to
issue MCCs may be held over for a maximum of one year before
the credits are issued.

Senate amendment

Under the Senate amendment, a State may issue MCCs in an
amount equal to 20 percent of the amount of qualified mortgage
bond authority that the State trades in for that year. The amount
of bond authority which the State may trade in for MCCs is not
limited to 9 percent of average mortgage originators.
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The Senate amendment applies a phase-in rule, similar to that
under the House bill, for States which issued less than their statu-
tory ceiling of qualified mortgage bonds in 1983. However, under
the Senate amendment, the phase-in rule applies for a 4 -year
period (i.e., through 1987), and is applied at the State level, rather
than at the level of each individual issuer. Additionally, the Senate
amendment requires an affirmative election by issuers within the
State to forego authority in excess of the phase-in level.

Under the Senate amendment, once a State has exchanged quali-
fied mortgage bond authority for authority to issue MCCs, the
State may issue the MCCs in any calendar year. Thus, the author-
ity to issue MCCs may be held over on an indefinite basis.

Conference agreement
The conference agreement provides that a State may issue MCCs

in an amount equal to 20 percent of the amount of the qualified
mortgage bond authority that the State trades in for that year.
However, if (1) the State volume ceiling exceeds 20 percent of the
average annual amount of mortgages originated in the State
during the preceding three years, or (2) the State issued less than
$150 million of qualified mortgage bonds in 1983, then the average
size of credits issued in the State may not exceed 20 percent. There
is no special phase-in rule for States which issued less than their
statutory maximum of qualified mortgage bonds in 1980.

Under the conference agreement, an MCC will not apply to any
debt incurred after the close of the second calendar year following
the calendar year for which the issuer elects to trade in qualified
mortgage bond authority for authority to issue the MCC. Thus, au-
thority to issue MCCs may be held over for a maximum of two
years before the credits are issued.

3. Eligibility to receive MCCs

Present law

No provision.

House bill
Under the House bill, eligibility for MCCs is generally limited to

the same individuals who are eligible for qualified mortgage bonds.
Thus, the recipient of an MCC must generally be a first-time home-
buyer, the purchase price of the residence generally may not
exceed 110 percent (120 percent, in certain targeted areas) of the
average area purchase price, the residence must be the principal
residence of the individual, and the mortgage must be a new mort-
gage except in the case of certain rehabilitation and improvement
loans and certain mortgage assumptions. In addition, at least 20
percent of MCCs under each program must be made available for
financing in targeted areas for at least one year.

Senate amendment
The Senate amendment is similar to the House bill, except that

the purchase price of residences eligible for MCCs is limited to 90
percent of the average area purchase price (including residences in
targeted areas). Additionally, the Senate amendment includes an
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annual income limitation under which the amount of the credit is
limited to 25 cents for each dollar by which the greater of (a) area
median income for a family of four, or (b) $20,000, exceeds the tax-
payer's income for the year in question. Adjustments to this formu-
la are provided based on family size and in the case of adjustable
rate mortgages. Finally, under the Senate amendment, there is no
requirement that a specific portion of MCCs be made available in
targeted areas.

The Senate amendment specifically provides that MCCs are
available (1) to shareholders in housing cooperatives who otherwise
meet the MCC eligibility requirements, and (2) under Treasury reg-
ulations, to finance manufactured homes which qualify as real
property for depreciation purposes of (sec. 168(g)(7)).

Conference agreement

The conference agreement follows the House bill with respect to
the purchase price limitations and the other general eligibility re-
quirements for MCCS. The conference agreement further specifies
that no assumptions of MCCs are to be allowed.

There is no income limitation for recipients of MCCs under the
conference agreement. However, the maximum credit which a tax-
payer may receive in any year is limited to the greater of (1) 20
percent of the qualifying indebtedness on the taxpayer's principal
residence, or (2) $2,000. The conferees intend that this limitation
will encourage States to issue higher percentage credits to individ-
uals who purchase lower-priced residences and who can therefore
benefit from a higher percentage credit despite the $2,000 limita-
tion.

Under the conference agreement, MCCs will be available for
manufactured homes that have a minimum of 102 inches in width
and have a minimum of 400 square feet of living space. The confer-
ees further intend MCCs will not be available for recreational vehi-
cles, campers, and other similar vehicles. Manufactured homes will
not be taken into account in computing the average area purchase
price or statewide volume limitation formula applicable to MCCs.
MCCs are additionally to be available to shareholders in housing
cooperatives who are otherwise eligible to receive MCCs.

The conferees intend that, as in the case of qualified mortgage
bonds, a State or locality may establish more stringent criteria for
participation in an MCC program, subject to the rules against lim-
iting MCCs to loans provided by a particular lender or to resi-
dences in a particular development (discussed below). The conferees
intend that any such additional criteria will be consistent with the
goal of making credits available to those individuals most in need
of a subsidy.

4. Restrictions on MCC Distribution

Present law

No provision.

House bill
Under the House bill, MCCs must be issued under a plan that

does not limit the credits to mortgages provided by specified lend-
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ers. MCCs may be limited to residences in a particular develop-
ment if the developer certifies that the price is not increased be-
cause of the presence of the MCCs. No MCC is allowed for loans
between related parties or for interest on mortgages financed with
tax-exempt bonds.

Senate amendment

The Senate amendment generally is the same as the House bill,
except that (1) the prohibition against limiting MCCs to specified
lenders may be waived by Treasury regulations, and (2) there is no
provision allowing MCCs to be limited to residences in a particular
development.

Conference agreement

The conference agreement follows the Senate amendment with
respect to specific lenders and the House bill with respect to par-
ticular developments.

5. Administration of MCC program

Present law

No provision.

House bill

The House bill contemplates administration of the MCC program
by the State and local governments, under Treasury regulations,
with certain Federal reporting requirements. The States are to be
responsible for ensuring that the total amount of MCCs and quali-
fied mortgage bonds does not exceed the applicable State ceiling.
Where a State does issue excess MCCs, the State's mortgage bond
ceiling for the succeeding year is to be reduced by two times the
excess issuance. Individuals granted MCCs but who are not proper-
ly eligible are not entitled to the credits.

Under the House bill, lending institutions are required to certify,
under penalty of perjury, that recipients meet the applicable pur-
chase price and first-time homebuyer requirements. Lenders are
further required to file regular informational reports with the IRS,
with a $200 penalty for failure to file information with respect to
any homebuyer.

Senate amendment

The Senate amendment contemplates central administration of
the MCC program, under regulations, by the Treasury Department
or its delegate, which is to maintain current accounts regarding
the total amount of MCCs and qualified mortgage bonds that each
State has issued. State or local issuers (alternatively, central State
authorities) are to inform Treasury of each decision to exchange
bond authority for authority to issue credits. Excess credits would
be invalid and excess bonds would forfeit tax exemption. The
Treasury is authorized to enter into contracts with a private firm
or a quasi-public agency to administer the MCC program on the
Treasury's behalf.
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Under the Senate bill, eligibility of a particular individual for an
MCC is to be based upon verified statements provided by the home-
buyer (for the principal residence and first-time homebuyer re-
quirements) and the lender (with regard to purchase price limita-
tions). Credits issued based on erroneous certifications would
remain valid, but monetary penalties would be imposed for negli-
gent ($1,000) and fraudulent ($10,000) misstatements in connection
with an MCC. The Senate amendment also permits certain fees to
be charged by the central administration facility (not exceeding
$200 per MCC) and the State or local issuer (not exceeding $100) to
cover program costs.

Under the Senate amendment, borrowers would secure a letter of
MCC entitlement from the issuer and would then be allowed to
"shop" for an appropriate lending institution. The lender would
verify with Treasury or its delegate that the letter was valid (in-
cluding verification that the State volume ceiling had not been ex-
ceeded) and would inform Treasury of the actual amount of the
loan for which the credit was being issued (to allow accurate rec-
ordkeeping).

Conference agreement

The conference agreement adopts the House bill with modifica-
tions.

To the extent permitted by regulations, the conference agree-
ment permits issuers to charge MCC recipients a fee to cover the
cost of administering the program. This provision is similar to a
statement in the Senate Finance Committee Report that would
permit fees to be charged to cover administrative costs.

The conference agreement requires by statute that issuers of
MCCs file reports concerning the volume of MCCs issued under
each election that the issuer makes to issue MCCs. The time and
manner of filing the report and the information to be contained in
the report is to be specified in regulations. The conferees intend
that issuers will be subject to penalties for failure to file the requi-
site reports and for the filing of false or fraudulent reports. This
requirement codifies a statement in the House report that antici-
pated regulations would require such a report and clarifies that
penalties are to be imposed for failure to file and for the filing of
false or fraudulent reports.

The conference agreement provides that Treasury shall issue reg-
ulations requiring MCC recipients to file with the lender state-
ments, under penalties of perjury with respect to whether the MCC
recipient meets the eligibility requirements for an MCC. If state-
ments are filed, as required by the regulations, the conferees
intend that the MCC will not be revoked for failure to meet the
eligibility requirements unless the MCC recipient provided fraudu-
lent statements to the lender. If an MCC recipient provides fraudu-
lent information to the lender, it is intended that the MCC recipi-
ent's tax return will be treated as a fraudulent return and the
MCC will be revoked. The government will have the burden of
proving that the statements submitted to the lender were fraudu-
lent. The conference agreement is a modification of the provision
in the Senate amendment that would treat an MCC as valid under
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all circumstances if specified verified statements and information
were filed with the lender.

Under the conference agreement, before issuing qualified mort-
gage bonds or MCCs, issuers are required to obtain a certification
from a State official that the bond issue or MCC election does not
exceed the issuer's allocation of the State's volume limitation. The
fact that an issuer obtains a certification from the State does not
preclude the application of penalties for overissuance if overis-
suance in fact occurs. This provision modifies and adds to the stat-
ute a requirement contained in the Ways and Means Committee
Report.

The penalty for issuance of MCCs in excess of the volume limita-
tions and issuance of MCCs that do not meet certain statutory re-
quirements (i.e., prohibition against the use of MCCs with tax-
exempt financing and the linkage of MCCs with indebtedness of a
particular lender, and requirements where a block of MCCs is used
in connection with a particular development) is reduced from twice
the amount of the "correction amount" to the correction amount
multiplied by 1.25.

In lieu of the system contemplated by the House bill, Treasury is
authorized, under the conference agreement, to adopt a centralized
system of administration similar to the system contemplated by the
Senate amendment.

6. Effective date of MCC program

Present law

No provision.

House bill
Under the House bill, the authority to issue MCCs is effective for

interest paid or accrued after December 31, 1983, on mortgages exe-
cuted after that date, with respect to elections to trade in qualified
mortgage bond authority for years after 1983.

Senate amendment
Under the Senate amendment, the MCC program is effective for

credits issued after December 31, 1984, using exchanged qualified
mortgage bond authority for years after 1983.

7. Termination of MCC program

Present law

No provision.

House bill
Under the House bill, the authority to trade in qualified mort-

gage bond authority for authority to issue MCCs expires on Decem-
ber 31, 1988.

Senate amendment
The Senate amendment does not contain a specific sunset provi-

sion for MCCs. However, under the Senate amendment, the author-
ity to issue qualified mortgage bonds terminates on December 31,
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1987. Thus, the ability of States to exchange qualified mortgage
bond authority for MCCs would expire on that date.

Conference agreement

The conference agreement provides that the MCC program will
terminate on December 31, 1987, together with the qualified mort-
gage bond program.

C. Private Activity Bonds

1. Volume limitation for certain IDBs and student loan bonds

Present law
Interest on State and local government obligations is exempt

from Federal income tax. However, industrial development bonds
(IDBs) are taxable except when issued for certain specified pur-
poses. Industrial development bonds are obligations issued as part
of an issue all or a major portion of which are to be used in any
trade or business carried on by a nonexempt person and the pay-
ment of principal or interest on which is derived from, or secured
by, money or property used in a trade or business.

Interest on IDBs is tax-exempt if the bonds are issued to finance
the following activities ("exempt purpose" IDBs): (1) projects for
low-income residential rental property; (2) sports facilities, (3) con-
vention or trade show facilities, (4) airports, docks, wharves, mass
commuting facilities, and parking facilities, (5) sewage and solid
waste disposal facilities, and facilities for the local furnishing of
electric energy or gas, (6) air or water pollution control facilities,
(7) certain facilities for the furnishing of water, (8) qualified hydro-
electric generating facilities, (9) qualified mass commuting vehicles,
and (10) local district heating and cooling facilities. In addition, the
interest on certain IDBs issued for the purpose of acquiring or de-
veloping land as a site for an industrial park is exempt from tax-
ation.

Present law also permits tax-exemption for interest on certain
"small issue" IDBs if the proceeds are used for the acquisition of
land or depreciable property. A small issue cannot exceed $1 mil-
lion ($10 million if certain capital expenditures are counted). The
small issue exception is scheduled to expire on December 31, 1986.

Present law also allows tax-exempt financing for student loans
and organizations that qualify for tax-exemption under section
501(c)(3)), (The small issue exception is schedule to expire on De-
cember 31, 1986. (such as private, nonprofit hospitals and private,
nonprofit educational institutions).

There is no per capita limitations under present law on the face
amount of private activity bonds that a State or local government
may issue.

House bill
The House bill limits the maximum face amount of private activ-

ity bonds that a State and local governments within the state may
issue annually to $150 per capita (reduced to $100 per capita after
1986 to reflect the scheduled expiration of the small-issue excep-
tion). Private activity bonds include (subject to the exceptions de-
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scribed below) and student loan bonds (defined as any bond whose
proceeds are used, directly or indirectly, to finance loans to individ-
uals for educational purposes).

Unless a State otherwise allocates its volume ceiling, 50 percent
of the State ceiling is allocated to State and 50 percent to local ju-
risdictions within the State on the basis of population.

Under the House bill, states may elect to carry over for up to 3
years a portion of their annual ceiling for a specified project (6
years for pollution control projects).

The House bill provides a one-year phased reduction to $150 per
capita for States whose 1983 volume exceeded that amount not
treated as private.

Exceptions.-The following bonds are not subject to the volume
limitations under the House bill:

(1) IDBs to finance multifamily residential rental property
and bonds exempt under section 11(b) of the U.S. Housing Act
of 1937.

(2) IDBs to finance convention or trade show facilities or air-
ports, docks, wharves, or mass commuting facilities (including
mass commuting vehicles), if the financed facility being fi-
nanced is owned for tax purposes by a governmental unit.

(3) Refunding bonds (other than advance refundings) if
amount of such bonds does not exceed the amount of the re-
funded obligations and, in the case of student loan bonds, the
maturity date of the refunding bonds does not exceed the later
of the maturity date of refunded bonds or 15 years after issu-
ance of refunded bonds.

Effective date.-The volume limitation under the House bill ap-
plies generally to bonds issued after December 31, 1983. A transi-
tional rule provides priority of allocation for certain bonds with re-
spect to which an inducement resolution was given before October
1983, but only if the beneficiaries of those bonds notify the issuing
authority within 30 days of enactment.

Senate amendment
The Senate amendment does not impose a per capita volume lim-

itations on private activity bonds.

Conference agreement
The conference agreement limits the maximum face amount of

private activity bonds which a state or local issues within the state
may issue annually to the greater of (1) $150 per capita, or (2) $200
million. Private activity bonds include IDBs and student loan bonds
subject to the exceptions below.'

The $150 per capita amount will be reduced to $100 in 1986 to
reflect the scheduled expiration of the small issue exception. For
purposes of the volume limitation, the District of Columbia is to be
treated as a state (and therefore entitled to a $200 million volume
limitation). However, U.S. territories with authority to issue tax-
exempt bonds will be limited to the $150 per capita rule.

1 The State of Texas has a program called the Texas Veterans' Bond Program under which

general obligation bonds are issued for the purchase of land. Loans under this program are lim-
ited to $20,000 per veteran. Where the proceeds of such a bond issue, other than an amount
which is not a major portion of the proceeds, are used, for example, for the acquisition of land
for recreational or investment purposes, the issue would not be subject to this limitation. The
use of the proceeds by the veteran may be established by an affidavit of the veteran.
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Under the conference agreement, unless a state otherwise allo-
cates, 50 percent of the state's volume ceiling is allocated to state
and 50 percent to local jurisdictions on the basis of population.
State statutes and the actions of state governors to implement allo-
cation of the volume limitation are to be effective whether occur-
ring before or after enactment. The governor or other official desig-
nated in a state statute may retroactively allocate bond authority
for bonds issued in 1984 (i.e., allocate to projects for which bonds
have already been issued). However, bonds issued during 1984 but
before the date of enactment or, if earlier, the date of public action
to allocate the state balance ceiling, action in (3) above may not be
denied allocation to the extent (of the authority which the issuer
would receive based upon population) (i.e., if no alternative alloca-
tion method has been adopted).

As under the House bill, states may elect to carry over portions
of their annual ceiling for up to 3 years for specified projects (6
years for pollution control projects.

States which issued private activity bonds equal to more than
$150 per capita in 1983 (based on annualized volume for the first 9
months of the year) are allowed a two years phased down to the
volume ceiling.

Exceptions.-The conference agreement includes the exceptions
to the private activity bond volume ceiling for certain housing
bonds (including IDBs for multi-family residential property and sec-
tion 11(b) bonds) and refunding bonds contained in the House bill.
The conference agreement also includes the exception for IDBs
used to finance publicly owned airports, docks, wharves, mass fa-
cilities, and convention or trade show facilities, with the following
additional provisions.

(a) Parking facilities subsidiary to qualified public facilities
are exempt from volume ceiling, but only if the parking facili-
ties satisfy the same requirements for exemption as the facility
to which they are subsidiary and that facility is also exempt
from the ceiling;

(b) Qualified public owned facilities owned by a governmen-
tal unit are exempt from the volume limitation only if all
rents charged to tenants are not front-loaded to achieve an
effect more accelerated than a straight-line rent over the life of
the property.

(c) qualified public facilities owned by corporations issuing
bonds on behalf of governmental units (Rev. Proc. 63-20) are
exempt from the volume ceiling if the facilities satisfy the re-
quirements applicable to governmentally owned facilities.

Effective date.-The volume ceiling for private activity bonds is
effective for bonds issued after December 31, 1983, with the follow-
ing transitional rules:

Projects for which an inducement resolution was adopted before
June 19, 1984, are exempt from any volume ceiling if the bonds are
issued on or before December 31, 1984.

Projects for which an inducement resolution was adopted before
October 19, 1983) and for which either (1) the construction of the
facilities had commenced before October 19, 1983, and the user is
the original user of the facilities, or (2) a binding contract existed
before October 19, 1983, and at all times thereafter which commit-
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ted the purchaser to incur significant expenditures for construction
or acquisition of the facilities, will receive priority of allocation for
1985 and later years (in addition to being exempt from the 1984
ceiling). For purposes of this rule, significant expenditures will gen-
erally mean expenditures equal to 20 percent of the estimated cost
of the facilities.

2. Restrictions on cost recovery deductions

Present law

Property financed with tax-exempt bonds generally is restricted
to straight-line cost recovery deductions over the applicable ACRS
periods.

Full ACRS deductions are allowed for low-income rental housing,
municipal sewage or solid waste facilities, air or water pollution
control facilities, and certain facilities with respect to which a
UDAG grant is made.

House bill

The House bill requires straight-line cost recovery deductions for
property, other than multifamily residential rental property, that
presently is eligible for full ACRS deductions.

This provision of the House bill applies to property placed in
service after December 31, 1983, to the extent financed with tax-
exempt bonds issued after October 18, 1983. Transitional rule ex-
empts facilities with respect to which (1) a binding contract to
incur significant expenditures was entered into before October 19,
1983, or (2) construction began before October 19, 1983 (and original
use of facility begins with taxpayer).

Senate amendment

The Senate amendment makes no change in the cost recovery
rules for property presently eligible for full ACRS deductions. How-
ever, the Senate amendment extends the cost recovery period for
property restricted under present law to straight-line deductions
over the ACRS periods as follows:
3-year property ......................................................................................................... 4 years
5-year property ......................................................................................................... 7 years
10-year property ....................................................................................................... 13 years
15-year public utility property .............................................................................. 20 years
18-year residential real property ......................................................................... 18 years
18-year nonresidential real property ................................................................... 22 years

This provision applies to property placed in service after June 30,
1984, to the extent financed with tax-exempt bonds issued after
March 15, 1984. A transitional rule exempts facilities with respect
to which (1) a binding contract to incur significant expenditures
was entered into before March 15, 1984, or (2) construction began
before March 15, 1984 (and original use of facility begins with tax-
payer).

Conference agreement

The conference agreement follows the House bill.
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3. Denial of tax-exemption to Federally guaranteed bonds

Present law

Present law imposes no general statutory restrictions on Federal
guarantees of tax-exempt bonds. However, the Internal Revenue
Code denies tax exemption for interest on obligations where (1)
payment of principal or interest is guaranteed (in whole orin part)
by the United States under a program with the principal purpose
of encouraging production or conservation of energy, or (2) pay-
ment of principal or interest is to be made (in whole or in part)
with funds provided under such a program of the United States, a
State, or a political subdivision of a State.

House bill

The House bill denies tax-exemption to interest on bonds that
are Federally guaranteed. Bonds are considered to be Federally
guaranteed where the payment of principal or interest is guaran-
teed directly or indirectly by the United States or any agency or
instrumentality thereof; where a significant portion of the bond
proceeds is to be used to make Federally guaranteed loans; or
where a significant portion of the bond proceeds is to be invested in
Federally insured deposits (FDIC, FSLIC, NCUA, etc.) For purposes
of these restrictions, an entity with statutory authority to borrow
from the United States is treated as an instrumentality of the
United States. Exceptions to this rule are provided for the District
of Columbia and for bonds other than private activity bonds issued
by U.S. possessions.

Exceptions.-The House bill provides the following exceptions to
the restrictions on Federally guaranteed tax-exempt bonds:

(1) Federal Housing Authority (FHA), Veterans Administra-
tion (VA), Fannie Mae, Freddie Mac, and Ginnie Mae guaran-
tees;

(2) Small Business Administration (SBA) guarantees under
the SBA pollution control program, only if the SBA charges a
fee for making the guarantee of at least 1 percent of the
amount guaranteed;

(3) Bond proceeds invested for an initial temporary period or
in bona fide debt service funds, qualified reserve funds, SLGs,
or other investments permitted by Treasury regulations;

(4) Bond proceeds loaned to Federally insured financial insti-
tutions under a loans-to-lenders program; and

(5) IDBs for low-income residential rental property, mortgage
subsidy bonds, and bonds issued under section 11(b) of the
Housing Act of 1937 (except for proceeds invested in Federally
insured deposits or accounts).

Effective date.-These provisions of the House bill apply general-
ly to bonds issued after December 31, 1983. The restrictions with
respect to bonds, the proceeds of which are invested in Federally
insured deposits apply to bonds issued after April 14, 1983.

Senate amendment
The Senate amendment includes no general rules prohibiting

Federal guarantees, but contains a provision identical to the House
bill with respect to bonds the proceeds of which are invested in fed-
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erally insured deposits (FDIC, FSLIC, NCUA, etc. Bond proceeds in-
vested for an initial temporary period, in a bona fide debt service
fund, or in a qualified reserve fund, are exempted from this rule.

The Senate amendment also denies tax exemption for bonds
where a significant portion of proceeds is to be used for a facility
also benefitting from (including indirect guarantees) under the
SBA. This rule does not apply if the SBA charges a "reasonable"
(as determined by the Secretary of the Treasury).

The Senate restrictions on investment of tax-exempt bond pro-
ceeds in Federally insured deposits in financial institutions apply
to bonds issued after April 15, 1983, except to bonds issued pursu-
ant to a contract binding at all times after March 3, 1983. The SBA
guarantee rules apply to bonds issued after the date of enactment.

The House bill denies tax-exemption to interest on bonds that
are Federally guaranteed. Bonds are considered to be Federally
guaranteed where-

(1) Payment of principal or interest is guaranteed directly or
indirectly by U.S. or any agency or instrumentality thereof;

(2) A significant portion of bond proceeds is to be used to
make Federally guaranteed loans; or

(3) A significant portion of bond proceeds is to be invested in
Federally insured deposits (FDIC, FSLIC, NCUA, etc.).

For purposes of these restrictions, an entity with statutory au-
thority to borrow from U.S. is treated as instrumentality; excep-
tions are provided for D.C. and possessions bonds other than pri-
vate activity bonds.

The House bill provides the following exceptions to the restric-
tions on Federally guaranteed tax-exempt bonds:

(1) FHA, VA, FNMA, FHLMC, GNMA guarantees;
(2) SBA guarantees under the SBA pollution control pro-

gram, but only if the SBA charges a fee for making the guar-
antee. Fee must be at least 1 percent of the amount guaran-
teed;

(3) Bond proceeds invested for an initial temporary period, in
bona fide debt service fund, in qualified reserve funds, in SLGs,
or other investments permitted by Treasury regulations; and

(4) Bond proceeds loaned to Federally insured financial insti-
tutions under a loans-to-lenders program; and

(5) Bonds issued under section 11(b) of Housing Act of 1937
and mortgage subsidy bonds (except for proceeds invested in
Federally insured deposits or accounts).

These provisions of the House bill apply generally to bonds
issued after December 31, 1983. The restrictions with respect to
bonds, the proceeds of which are invested in Federally insured de-
posits apply to bonds issued after April 14, 1983.

Senate amendment
The Senate amendment includes no general rules prohibiting

Federal guarantees, but contains provision the same as the House
bill with respect to bonds the proceeds of which are invested in
Federally insured deposits (FDIC, FSLIC, NCUA, etc.).

The Senate amendment also restricts tax-exemption for bonds
where a significant portion of proceeds is to be used for facility also
benefitting from SBA guarantee (or subordination) under SBA-
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(1) pollution control loan guarantee program, or
(2) certified development loan program.

Exceptions.-The Senate amendment provides exceptions for
(1) SBA guarantees under-

(i) SBA's pollution control program, or
(ii) SBA's certified development loan program,

but only if the SBA charges a fee for making the guarantee. Fee
must equal at least 1 percent of the amount guaranteed, and fee
must be "reasonable," as determined by the Secretary of the Treas-
ury; and

(2) Bond proceeds invested for an initial temporary period, in
a bona fide debt service fund, or in a qualified reserve fund.

The restrictions on investment of tax-exempt bond proceeds in
Federally insured deposits in financial institutions apply to bonds
issued after April 15, 1983, except to bonds issued pursuant to a
contract binding at all times after March 3, 1983.

The SBA guarantee rules apply to bonds issued after the date of
enactment.

Conference agreement

The conference agreement generally follows the House bill
except for certain transitional rules with respect bonds benefitting
from certain Federal insurance programs contained in the Senate
amendment.

4. Arbitrage restrictions

Present law

Present law includes rules which limit the amount of arbitrage
(i.e., the difference between the interest rate paid on tax-exempt
bonds and the rate of income earned on investments made with the
bond proceeds). Under these rules, the maximum income permitted
to be earned generally cannot exceed the interest rate paid on the
bonds by more than 1/s of 1 percentage point. Unlimited amounts of
income can be earned on all bond proceeds for a temporary period
and on reasonably required reserves.

Where the issuer elects not to have unlimited income during a
temporary period, the maximum permitted earnings are increased
to / of 1 percentage point over the interest rate paid on the bonds.

In addition, in the case of program related investments (such as
student loans), the maximum permitted earnings are increased to
11/2 percentage points over the interest rate paid on the bonds.

Finally, in the case of student loan bonds, the student assistance
payment (SAP) is excluded from the arbitrage computation, so that
permitted arbitrage is 11/2 percentage points plus the SAP.

Under these rules, certain costs also are excluded from the arbi-
trage limitation, so that these costs can be earned in addition to
the permitted spreads.

Present rules permit issuers to retain any arbitrage earned
under these rules.

Present law also, provides additional arbitrage rules in the case
of qualified mortgage bonds. Under these rules, the maximum per-
mitted difference between the earnings rate on mortgages and in-
terest rate paid on the bonds is 11/8 percentage points. No costs, in-
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eluding costs related to the bond issue, are excluded from this arbi-
trage limitation so all costs must be covered within the 11/8 per-
centage points. Subject to certain temporary period exceptions, all
bond proceeds other than proceeds invested in debt service reserves
not in excess of 150% of the debt service on the bonds, must be in-
vested in mortgages. In addition, any arbitrage earned on nonmort-
gage investments must be either paid to the mortgagors (i.e., home-
buyers) or to the Federal Government.

House bill
The House bill provides that, pursuant to Treasury regulations,

arbitrage rules similar to the arbitrage rules applicable to mort-
gage subsidy bonds are to apply to industrial development bonds
and student loan bonds. These new rules are in addition to the ex-
isting arbitrage rules of Code section 103. Also, as under the
present arbitrage rules, special assistance payments are not consid-
ered for purposes of the new arbitrage rules.

Exceptions from the new arbitrage rules are provided for-
(1) Bonds for financing of multifamily residential rental

property (including bonds issued under section 11(b) of the U.S.
Housing Act),

(2) Bonds to refund student loan bonds issued before January
1, 1986.

Except for student loan bonds, these provisions of the House bill
are effective with respect to bonds issued after December 31, 1983.

In the case of student loan bonds, the provisions are effective
with respect to bonds issued after December 31, 1985.

Senate amendment
Like the House bill, the Senate amendment provides new arbi-

trage rules (in addition to those provided under present law) for
IDBs and student loan bonds. The rules in the Senate amendment
are similar to the rules of the House bill.

Industrial development bonds

The Senate amendment provides the following new arbitrage
rules for IDBs:

(1) After the initial temporary period, and except for tempo-
rary periods related to debt service, all bond proceeds must be
applied to the governmental purpose of the issue (except for an
amount which may not exceed 150% of the annual debt service
on the bonds and which may be otherwise invested; and

(2) Arbitrage earned on investments that are not acquired in
order to carry out a governmental purpose (i.e., all nonpurpose
obligations) must be paid to the Federal Government. At least
every 5 years, 90 percent of the arbitrage earned to that date
must be paid with any remaining balance paid 30 days after
the bonds are retired. Exceptions are provided if arbitrage is
less than $100,000 or if the loan proceeds are expended for gov-
ernmental purposes within 6 months from the date of issue.

Student loan bonds
The Senate amendment directs the Treasury Department to pre-

scribe new arbitrage regulations for student loan bonds. These new
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regulations may provide that (1) the exceptions for temporary
period and reasonably required reserve funds and the special treat-
ment of student assistance payments will not apply, and (2) the
new arbitrage rules prescribed for IDBs apply to student loan
bonds.

Exceptions are provided for-
(1) Bonds for financing of multifamily residential rental

property;
(2) Bonds for financing of municipal sewage and solid waste

facilities.
These provisions of the Senate amendment apply generally to

bonds issued after December 31, 1984.
The new arbitrage regulations for student loan bonds would be

effective with respect to bonds issued after the later of-
(1) the date that the Higher Education Act of 1965 expires or

is extended, or
(2) six months after the date of publication of the regula-

tions.

Conference agreement

The conference agreement follows the Senate amendment with
respect to IDBs and Guaranteed Student Loan (GSL) bonds, and
the House bill with respect to non-GSL student loan bonds.

In addition, the conference agreement clarifies that a certain
State permanent university fund does not violate the arbitrage re-
strictions or present law as that fund is presently operated.

5. Limitations on acquisition of land and existing facilities

Present law

Acquisition of land and existing facilities may be financed with
tax-exempt bonds to the extent the land or facilities are (1) used for
an exempt purpose; or (2) the requirements of the small-issue ex-
ception are satisfied.

House bill
The House bill restricts the use of all IDBs (exempt purpose and

small issue) to finance the acquisition of land or existing facilities,
as follows:

(1) Nonagricultural land.-Tax-exemption is denied for bonds if
25 percent or more of proceeds of issue are used for nonagricultural
land.

(2) Agricultural land.-Tax-exempt financing for agricultural
land (and facilities located on such land) is restricted to a maxi-
mum of $250,000 and is further restricted to first-time farmers.

(3) Existing facilities.-Tax-exempt financing for existing facili-
ties is permitted only if amount equal to at least 15 percent of cost
of building (and equipment therefor) is spent for rehabilitation of
building (and equipment).

These provisions apply generally to bonds issued after December
31, 1983. A transitional rule exempts property where (1) binding
contract to incur significant expenditures was entered into before
October 19, 1983, or (2) construction began before October 19, 1983
(and original use of facility begins with taxpayer).
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Senate amendment

No provision.

Conference agreement

The conference agreement follows the House bill with various
modifications and exceptions and appropriate transition rules, in-
cluding a provision that the determination of whether a substantial
rehabilitation occurs is made on a project, rather than a building,
basis.

6. Elimination of IDB-financing for certain facilities

Present law

Present law does not include a list of facilities for which tax-
exempt financing generally is prohibited. However, interest on
small-issue IDBs is not exempt if-

(1) more than 25 percent of the proceeds of the issue are used
to provide a facility the primary purpose of which is automo-
bile sales or service or the provision of recreation or entertain-
ment; or

(2) any portion of the proceeds of the issue is to be used to
provide the following: any private or commercial golf course,
country club, massage parlor, tennis club, skating facility (in-
cluding roller skating), racquet sports facility (including hand-
ball and racquetball courts), hot tub facility; suntan facility, or
racetrack.

House bill

The House bill eliminates tax-exemption for interest on all types
of IDBs (exempt purpose, industrial park, and small issue), if any
portion of the proceeds of an issue are used for-

(1) any airplane,
(2) a skybox, or other private luxury box,
(3) any facility primarily used for gambling, or
(4) any store the principal business of which is sale of alco-

holic beverages for consumption off-premises.
This provision of the House bill applies generally to bonds issued

after December 31, 1983. A transitional rule exempts property
where (1) binding contract to incur significant expenditures was en-
tered into before October 19, 1983, or (2) construction began before
October 19, 1983 (and original use of facility begins with taxpayer).

Senate amendment

The Senate amendment generally is the same as the House bill,
but also eliminates tax-exemption for interest on all types of IDBs
(exempt purpose, industrial park, and small issue), if-

(1) any portion of the proceeds of an issue is used to finance
a health club facility, or

(2) more than 20 percent of the proceeds of an issue is used
to finance facilities in any one of the following categories:

(a) office equipment;
(b) medical and health facilities (other than hospitals;
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(c) facilities used by doctors, lawyers, accountants, or
similar professions; or

(d) parking facilities.
Additional restrictions in the Senate amendment do not apply to

certain projects with respect to which a UDAG grant is made.
The additional restrictions included in the Senate amendment

apply to bonds issued after April 13, 1984. A transitional rule relat-
ed to additional restrictions exempts property where binding con-
tract existed or construction began before April 14, 1984.

Conference agreement

The conference agreement includes the Senate provision with re-
spect to health clubs, but not with respect to other additional facili-
ties. A special transition rule delays the effective date for certain
race tracks with respect to which an inducement resolution was ap-
proved before June 19, 1984.

7. Repeal of advance refunding for qualified public facilities

Present law

Advance refunding of IDBs generally is prohibited. Advance re-
funding issues are bonds issued more than 180 days before retire-
ment of the original bonds.

Advance refundings are permitted for certain convention and
trade show facilities, airports, docks, wharves, and mass commut-
ing facilities.

House bill
The House bill repeals the provision of present law that permits

advance refundings for certain convention and trade show facili-
ties, airports, docks, wharves, and mass commuting facilities.

This provision applies to refunding bonds issued after the date of
enactment.

Senate amendment

No provision.

Conference agreement

The conference agreement follows the House bill with appropri-
ate transition rules.

8. Amendments to small-issue exception

a. Extension of small-issue exception

Present law
Present law permits tax-exemption for certain "small-issue"

IDBs if the proceeds are used for acquisition of land or depreciable
property. A small issue may not exceed $1 million ($10 million if
certain capital expenditures are counted). The small-issue excep-
tion expires after December 31, 1986.

House bill

No provision.
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Senate amendment

The Senate amendment extends the small-issue exception for 4
years, through December 31, 1990.

Conference agreement

The conference agreement extends the small issue exception only
with respect to bonds used to finance manufacturing facilities.

b. Aggregate limit per taxpayer for small-issue exception

Present law

Present law imposes no overall limitation per beneficiary for
small-issue IDBs.

House bill

The House bill provides that interest on small-issue IDBs is not
tax-exempt if the face amount of issue allocated to any beneficiary
(when increased by outstanding tax-exempt IDBs of the beneficiary)
exceeds $40 million. Beneficiary means any person who is a user of
the financed facilities. The bill provides the following rules for allo-
cating IDBs to beneficiaries of a facility:

(1) Entire amount to beneficiary using more than 50 percent
of facility; or

(2) If no one uses over 50 percent, equally among all benefici-
aries using at least 25 percent (but no more than 50 percent to
any one beneficiary); and

(3) To extent not allocated in (1) or (2), to owner/lessor of fa-
cility.

Bonds to refund outstanding issues are not allocated under the
provision.

This provision applies generally to bonds issued after December
31, 1983. A transitional rule exempts property where (1) binding
contract to incur significant expenditures was entered into before
October 19, 1983, or (2) construction began before October 19, 1983
(and original use of facility begins with taxpayer).

Senate amendment

The Senate amendment is the same as the House bill except for
allocation rules and exceptions to the restriction.

Under the Senate amendment, bonds are allocated as follows:
(1) To each user of 5 percent or more of facility, the percent-

age of the face amount of the issue equal to percentage of facil-
ity he uses; and

(2) To lessor, portion of face amount of issue equal to per-
centage of facility with respect to which he is lessor.

In addition to the exception for refunding bonds, the Senate
amendment also provides exceptions for-

(1) Bonds to finance manufacturing facilities (including
equipment therefore), and

(2) Bonds to finance facilities with respect to which a UDAG
grant is made.
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Conference agreement

The conference agreement follows the Senate amendment with
modified allocation rules and a transition rule for facilities with re-
spect to which an inducement resolution was approved before June
19, 1984. The conference agreement does not include the exceptions
contained in the Senate amendment.

c. Aggregation of issues for single project

Present law

It is possible under present law to divide the ownership of a
single building or project in such a manner that it is treated as
multiple buildings or projects each of which qualifies for small-
issue IDB financing (under the $1 million, or elective $10 million,
volume limitations).

House bill
Two or more issues to be used with respect to a single project are

treated as one issue in applying the small-issue volume limitations.
A project is defined as a single building, an enclosed shopping

mall, or a strip of offices, stores, etc., using substantial common fa-
cilities.

A principal user of any single issue is treated as a principal user
with respect to the aggregated issue.

This provision applies generally to bonds issued after December
31, 1983. A transitional rule exempts projects (1) with respect to
which a binding contract to incur significant expenditures was en-
tered before October 19, 1983, (2) on which construction began
before October 19, 1983 (and the original use of the facility begins
with the taxpayer).

Senate amendment
The Senate amendment is generally the same as the House bill.

Conference agreement
The conference agreement follows the Senate amendment with a

transition rule for facilities with respect to which an inducement
resolution was approved before June 19, 1984.

d. Clarification that residential property may be in a mixed use
structure

Present law
Exempt purpose IDBs may be issued to finance low- and moder-

ate-income residential rental property. Present law is unclear as to
whether an entire building must consist of such housing for inter-
est on the bonds to be tax-exempt.

House bill
The House bill clarifies that a part of a building qualifying as

low-and moderate-income residential rental property may be used
for nonresidential purposes, but limits tax-exempt financing to por-
tion of building used for such housing.

This provision applies to bonds issued after December 31, 1983.
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Senate amendment

No provision.

Conference agreement
The conference agreement follows the House bill.

e. Increase in small-issue IDB capital expenditure limitation for
facilities with respect to which a UDAG grant is made

Present law

In lieu of the $1 million small-issue IDB volume limitation, an
election may be made to issue up to $10 million of such bonds, if
certain capital expenditures over a 6-year period are counted to-
wards the $10 million limitation. The $10 million limitation is in-
creased to $20 million in the case of a project with respect to which
a UDAG grant is made.

House bill
The House bill increases $20 million limitation to $25 million for

facilities with respect to which a UDAG grant is made.
This provision applies to bonds issued after December 31, 1983.

Senate amendment

No provision.

Conference agreement
The conference agreement does not include-the House provision.

f. Extension of substantial user rules

Present law

Interest on IDBs (exempt purpose, industrial park, and small
issue) is not tax-exempt if the bonds are held by a substantial user
of the facilities financed by the bonds or a related party.

Related parties include family members, fiduciaries, and corpora-
tions or partnerships subject to common control.
House bill

The House bill expands the definition of related party to include
all partners of a partnership and spouses and dependent children
of partners.

This provision applies to bonds issued after December 31, 1983.
Senate amendment

The Senate amendment includes the same provision as the
House bill, and also treats all shareholders of an S corporation and
spouses and dependent children of such shareholders as related
persons.

Conference agreement
The conference agreement follows the Senate amendment.
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g. Extension of certain requirements of the Internal Revenue
Service Code to bonds exempt from tax pursuant to other provi-_
sions of law

Present law

Interest on bonds issued by the District of Columbia, by U.S. pos-
sessions, and under section 11(b) of the Housing Act of 1937 is
exempt from tax by virtue of provisions outside of the Internal
Revenue Code, and such bonds are not subject to the Code require-
ments for tax-exemption.

The Surface Transportation Assistance Act of 1982 provided that
any tax-exemption for such bonds is deemed to exist by reason of
Code section 103. This provision was repealed because of the order
in which that Act and another Act were signed into law.

A court has ruled that section 11(b) bonds are exempt from Fed-
eral estate tax. Bonds with respect to which interest is exempt
from tax under Code section 103 are not exempt from estate tax.

House bill

The House bill generally subjects bonds, the interest on which is
tax-exempt by virtue of a provision of law outside the Code, to the
Code rules governing tax-exempt bonds.

Senate amendment

The Senate amendment is the same as the House bill, except the
Senate amendment also authorizes the Virgin Islands and Ameri-
can Samoa to issue IDBs, subject to the restrictions of the Code.

Conference agreement

The conference agreement follows the House bill with certain
modifications and a special effective date in the case of bonds
issued pursuant to section 11(b) of the Housing Act of 1937.

h. Prohibition on use of tax-exempt bonds for consumer loans

Present law

Present law does not provide limitations on the use of the pro-
ceeds of tax-exempt bonds for private purposes except in the case of
bonds where the proceeds are used in the taxable trades or busi-
nesses (i.e., industrial development bonds) or bonds where the pro-
ceeds are used to provide financing for owner-occupied housing (i.e.,
mortgage subsidy bonds).

House bill

No provision.

Senate amendment

The Senate amendment provides that tax-exempt bonds may be
used to make loans or finance loans to persons which are not gov-
ernmental units or tax-exempt organizations.

Exceptions are provided for:
(1) bonds issued before October 1, 1986, to finance student

loans receiving special allowance payments;



1214

(2) bonds issued after September 30, 1986, to finance any stu-
dent loans;

(3) mortgage subsidy bonds;
(4) industrial development bonds;
(5) bonds whose proceeds are used to finance any governmen-

tal tax or general assessments;
(6) bonds whose proceeds are used to acquire obligations

other than obligations for the governmental purpose giving
rise to the issue (i.e., nonpurpose obligations) to the extent per-
mitted under the arbitrage rules;

(7) Texas Veterans' Land Bonds (for bonds issued before Jan-
uary 1, 1987); and

(8) certain student loan bond refunding issues.
This provision applies generally to bonds issued after the date of

enactment.

Conference agreement

The conference agreement generally follows the Senate amend-
ment, with certain modifications regarding student loan bonds.

D. Miscellaneous Tax-exempt Bond Provisions

1. Tax-exempt obligations issued by Pennsylvania State University

Present law

Interest on obligations is excluded from gross income where the
obligations are issued by or on behalf of a State or local govern-
ment. The determination of whether an entity is a State or local
government depends upon whether that entity has sovereign
powers or is controlled by an entity with sovereign powers.

House bill

The House bill provides that the Pennsylvania State University
is to be treated as a State governmental unit for purposes of issu-
ing tax-exempt obligations.

This provision applies to obligations issued after December 31,
1953.

Senate amendment

No provision.

Conference agreement

The conference agreement follows the House bill.

2. Clarify nation of public approval requirement in the case of
certain public airports

Present law

Issuance of private activity tax-exempt bonds must be approved
by a public hearing, an elected official, or by a voter referendum.
Facilities located in more than one jurisdiction must satisfy the
public approval requirements in all such jurisdictions.
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House bill

The House bill provides that in the case of airports located in
more than one jurisdiction, but owned and operated by the jurisdic-
tion issuing the tax-exempt bonds, only the issuing jurisdiction is
required to satisfy the public approval requirements of present law.

This provision applies to bonds issued after December 31, 1983.

Senate amendment

No provision.

Conference agreement

The conference agreement follows the House bill.

3. Principal users of certain solid waste disposal facilities

Present law

Unlimited amounts of tax-exempt IDBs can be issued to finance
solid waste disposal facilities. Under Treasury regulations, facilities
cease being solid waste disposal facilities when the solid waste is
processed to produce the first marketable product. In the case of
solid waste that is burned to produce heat, the first marketable
product is steam. Facilities for processing beyond the first market-
able product can be financed with tax-exempt IDBs only under the
small-issue exception. In determining whether the requirements of
the small-issue exception are satisfied, the capital expenditures of
all principal users of financed facilities must be taken into account.

House bill

No provision.

Senate amendment

The Senate amendment provides that the purchaser of all of the
steam output of a specified solid waste disposal facility is not to be
treated as a substantial user of the solid waste disposal facility.

This provision applies to bonds issued after December 31, 1983.

Conference agreement

The conference agreement follows the Senate amendment.

4. Tax-exempt financing for Power Authority of the State of New
York

Present law

Under present law, tax-exempt financing is available for the ac-
quisition of facilities which are used in taxable business of an elec-
tric utility only if the service area of the utility does not exceed
two contiguous counties (or a city and one contiguous county) or
the bond meets the requirements of the small-issue exception.

House bill

No provision.
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Senate amendment

The Senate amendment provides that tax-exempt bonds may be
issued (1) to finance facilities for the Power Authority of the State
of New York (PASNY) if there is not mark up by the purchasing
utility of the electricity from PASNY when the purchasing utility
sells the electricity to its rate-payers.

This provision applies to bonds issued after the date of enact-
ment and to certain bonds issued after December 31, 1969, which
were tax-exempt when issued.

Conference agreement

The conference agreement follows the Senate amendment with
certain modifications.

5. Tax-exempt financing for acquisition of railroad track and
rights-of-way of bankrupt railroads

Present law

Tax-exempt financing is available for the acquisition of facilities
which are used in taxable businesses of railroads only if the re-
quirements of the small-issue exception are satisfied.

House bill

No provision.

Senate amendment

The Senate amendment provides that tax-exempt bonds may be
issued to finance the acquisition of railroad track and rights-of-way
from bankrupt railroads where the Federal Railroad Administra-
tion provides joint financing for such facilities.

This provision applies to bonds issued after December 31, 1983.

Conference agreement

The conference agreement follows the Senate amendment.

6. Exemption from local furnishing rule for Long Island Lighting
Company and Bradley Lake Hydroelectric Facility

Present law

Tax-exempt financing is available for the acquisition of facilities
which are to be used in taxable business of an electric utility only
if the service area of the utility does not exceed two contiguous
counties (or a city and one contiguous county) or if the require-
ments of the small-issue exception are satisfied.

House bill

No provision.

Senate amendment

The Senate amendment provides an exception from the local fur-
nishing rule for the Long Island Lighting Company and the Brad-
ley Lake Hydroelectric Facility. This provision applies to bonds
issued after December 31, 1983.
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Conference agreement

The conference agreement allows advance usage of the State vo-
lulme cap, under specified conditions, for certain specially identi-
fied projects.

7. Exemption from restriction on financing food and beverage
facilities for certain catering facility

Present law

In 1982, TEFRA provided that interest on small-issue IDBs is not
tax-exempt if more than 25 percent of the proceeds of an issue are
used to finance any retail food and beverage service facility.

House bill

No provision.

Senate amendment

The Senate amendment provides that a facility the primary pur-
pose of which is to provide catering services and meeting rooms for
groups of 2,500 or more individuals is not treated as a facility the
primary purpose of which is providing retail food and beverage
services.

This provision applies to bonds issued after December 31, 1983.

Conference agreement
The conference agreement does not include the Senate provision.

8. Review of Department of Education determinations on tax-
exempt student loan bonds

Present law
The Student Loan Consolidation and Technical Amendments Act

of 1983 eliminates tax-exemption for interest on student loan bonds
unless the Department of Education approves issuance of the
bonds.

House bill

No provision.

Senate amendment
The Senate amendment provides for review and filing of a report

by the Department of the Treasury with respect to any adverse de-
terminations by the Department of Education regarding issuance of
tax-exempt student loan bonds.

This provision applies to bonds issued after December 31, 1983.

Conference agreement
The conference agreement follows the Senate amendment.
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9. Issuance of taxable bonds by agencies issuing qualified
scholarship funding bonds

Present law

Interest on qualified scholarship funding bonds is tax-exempt.
Such bonds are bonds issued by State authorities meeting pre-
scribed requirements, including the requirement that the authori-
ties be organized exclusively to acquire student loan notes funded
with tax-exempt bonds.

House bill

No provision.

Senate amendment
The Senate amendment permits student loan bond issuers to

issue taxable bonds without prejudice to their ability to issue tax-
exempt bonds.

This provision applies to bonds issued after December 31, 1983.

Conference agreement

The conference agreement follows the Senate amendment.

10. Study of role of tax-exempt student loan bonds

Present law

No provision.

House bill

No provision.

Senate amendment

The Senate amendment requires the General Accounting Office
and the Congressional Budget Office to conduct a study of the ap-
propriate role of tax-exempt bonds in financing student loans and
to report to Congress within 9 months after the date of enactment.

Conference agreement
The conference agreement follows the Senate amendment with

certain technical modifications.

VII. TECHNICAL CORRECTIONS

House bill

The bill contains technical, clerical, and conforming amendments
to provisions enacted by the Tax Equity and Fiscal Responsibility
Act of 1982, the Subchapter S Revision Act of 1982, the Highway
Revenue Act of 1982, the Social Security Amendments of 1983, and
other recently enacted tax legislation. The amendments are meant
to carry out the intent of Congress in enacting the original legisla-
tion.

Senate amendment

The Senate amendment contained no separate technical correc-
tions title.
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Conference agreement

The conference agreement generally follows the House bill with
the following modifications:

1. Alternative minimum tax

(a) The amount includible in gross income with respect to the al-
cohol fuels credit (sec. 87) will not be included in alternative mini-
mum taxable income since that credit is not allowed against the
minimum tax; (b) The House bill contains a provision clarifying the
treatment of losses from limited business interests, for purposes of
the investment interest limitations of the alternative minimum
tax. In order to further clarify the application of that provision, the
following example is given:

Assume that a taxpayer had $100,000 of dividend income
and also held a limited partnership interest in a partner-
ship all of whose income is derived from a trade or busi-
ness. The taxpayer's distributive share of partnership
income included $200,000 of gross income and $300,000 of
deductions which are not preferences (including partner-
ship deductions for business interest). Because any income
or loss derived from the limited partnership interest is
taken into account for purposes of computing net invest-
ment income, the taxpayer would have no net investment
income for the taxable year and, therefore, could deduct
no "below the line" interest (other than eligible housing
interest), including interest on debt used to purchase or
carry the limited partnership interest. 2

2. Casualty loss deduction

The House bill provides that adjusted gross income, for purposes
of computing the 10-percent floor for the casualty loss deduction, is
determined without regard to the application of section 1231 to
gains or losses from involuntary conversions arising from casualty
or theft. The conference agreement retains this rule for taxable
years beginning in 1983, but replaces this rule with a new set of
rules for determining capital gains treatment and applying the 10-
percent floor with respect to these gains and losses for taxable
years beginning after December 31, 1983.

Under the conference agreement, gains and losses from an invol-
untary conversion of property described in section 165(c)(3) arising
from fire, storm, shipwreck, or other casualty or from theft will no
longer be subject to the application of section 1231. Section 1231
will thus be applied without regard to these gains and losses. Gains
and losses from these personal casualties (without regard to the
period the property was held) will be netted. If the recognized gains
exceed the recognized losses from these transactions, then all such
gains and losses will be treated as gains and losses from the sale or
exchange of a capital asset, and the losses will not be subject to the
10-percent floor. (The amount of any recognized loss will be subject

2 See General Explanation of the Revenue Provisions of the Tax Equity and Fiscal Responsi-
bility Act of 1982, page 20, for similar example under the TEFRA provisions as enacted.
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to the $100 floor before netting). If the recognized losses exceed the
recognized gains, all gains and losses will be ordinary. Losses to the
extent of gains will be allowed in full. Losses in excess of gains will
be subject to the 10 percent adjusted gross income floor.

Thus, for example, assume a taxpayer has $100,000 of adjusted
gross income (without regard to casualty gains and losses described
in section 165(c)(3)), $50,000 of such casualty gains, and $40,000 of
such casualty losses (after applying the $100 floor) for a taxable
year. All the taxpayer's personal casualty gains and losses for that
year will be treated as capital gains and losses. The 10-percent
floor will not be applicable. Assume, however, that the taxpayer's
losses for the year are $70,000 rather than $40,000. The gains and
losses will all be treated as ordinary. $60,000 of losses will be al-
lowed as a deduction ($50,000 plus the $10,000 excess of the remain-
ing $20,000 over the $10,000 (10 percent of $100,000) AGI floor).

3. Amendments to section 338

(a) Deemed sales price.-The House bill provides that the deemed
sales price will be the fair market value of the target corporation's
assets. Under the conference agreement, the fair market value
deemed sale price of the target corporation's assets may be deter-
mined in a manner to be prescribed by regulations. It is contem-
plated, for example, that the regulations may provide the determi-
nation of fair market value using an elective formula which takes
into account liabilities (including recapture taxes) and other rele-
vant items. The regulations may also provide that if the taxpayer
chose not to use the formula approach a proper appraisal of the
target corporation's assets will be considered evidence of fair
market value.

(b) Deemed purchase price.-Under present law, the deemed pur-
chase price is an amount based on the grossed-up basis of all of the
purchasing corporation's stock in the target corporation. Under the
conference agreement, the deemed purchase price to be used in de-
termining the basis of the target corporation's assets is the grossed-
up basis of the target corporation's stock purchased by the purchas-
ing corporation during so much of the acquisition period as ends on
the acquisition date plus its basis in other target corporation stock
which it owns on the acquisition date. As under present law, ad-
justments are to be made under regulations for target corporation
liabilities (including any recapture taxes) and other relevant items.
The grossed-up basis of the purchased stock is determined by multi-
plying the basis (before grossing up) of such stock by a fraction, the
numerator of which is the percentage by value of the target corpo-
ration's outstanding stock represented by such purchased stock
plus stock not owned by the purchasing corporation, and the de-
nominator of which is the percentage by value of such purchased
stock. The total basis, as under present law, is to be allocated
among the target corporation's assets under regulations.

An election is provided under the conference agreement pursu-
ant to which the deemed purchase price of the target corporation's
assets may be determined by stepping up the basis of the target
corporation's stock held by the purchasing corporation that was not
purchased during the acquisition period. The stepped-up basis is to
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be determined under regulations and is applicable if the purchas-
ing corporation elects to recognize gain as if the stock were sold on
the acquisition date. The deemed sale price and basis of such stock
is the amount determined by multiplying the grossed-up basis of
the stock purchased during so much of the acquisition period as
ends on the acquisition date by a fraction, the numerator of which
is the percentage of the value of the target corporation's stock rep-
resented by such stock held but not purchased by the purchasing
corporation during so much of the acquisition period as ends on the
acquisition date and the denominator of which is the percentage by
value of all the remaining target corporation stock.

Thus, for example, assume that the purchasing corporation pur-
chases 80 percent of the target corporation's stock for $8 million
during the 12-month acquisition period, that it held an additional 8
percent of the stock with a basis of $200,000 on the acquisition
date, and that 12 percent of the stock was not held by the acquir-
ing corporation on the acquisition date. Assume that there are no
liabilities (including recapture liabilities). Under the conference
agreement, the target corporation's basis in its assets will be $9.4
million (92%/80% times $8 million (i.e., $9.2 million) plus $200,000).
The purchasing corporation may elect to treat the 8 percent stock
as sold for $800,000 ($9.2 million multiplied by the fraction 8 per-
cent over 92 percent). If the election is made, the purchasing corpo-
ration will recognize gain of $600,000 and then the target corpora-
tion will have a basis in its assets of $10 million.

(c) Exceptions to the deemed election rule (sec. 338(e)(2)).-Under
present law, a section 338 election is deemed made in certain cases
where the purchasing corporation acquires assets directly from the
target corporation or an affiliate of the target. Exceptions to this
treatment are made for property the basis of which is determined
in whole or in part by reference to its basis to the transferor, assets
located outside the United States to the extent provided in regula-
tions, and other acquisitions described in regulations.

The conference agreement modifies the carryover basis exception
by requiring the basis of the acquired property to be determined
wholly by reference to its basis to the transferor in order to qualify
for this exception.

The conference agreement clarifies the scope of the present law
regulatory authority under section 338(e)(2) by specifically provid-
ing that conditions may be imposed by the regulations in order to
come within the scope of this exception. It is contemplated, for ex-
ample, that the regulations may permit the purchasing corporation
to elect, with respect to property acquired from the target corpora-
tion or a target affiliate during the consistency period, to take as
its basis in the acquired property the adjusted basis of such proper-
ty in the hands of the person from whom acquired. It is contem-
plated that such an election would not apply to any item of proper-
ty if the result would be a basis to the purchasing corporation in
excess of the cost of such item to the purchasing corporation. A cor-
poration making such an election would be bound by all of the
terms and conditions prescribed in the regulations, notwithstand-
ing any other provision of the Internal Revenue Code.

(d) Miscellaneous amendments.-The acquisition date applicable
in the case of a deemed purchase of stock by the target corporation
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is to be determined pursuant to regulations under the Conference
agreement. The assets of a target corporation, including stock held
in subsidiary corporations, are deemed purchased on the day fol-
lowing the acquisition date applicable to the target (sec. 338(a)(2)).
The application of this rule may result in several acquisition dates
when sec. 338 is applied to successive deemed purchases of several
tiers of corporations acquired by the direct purchase of a target
corporation which is the parent corporation of an affiliated group.
The regulatory authority is intended to enable the Treasury De-
partment to provide a single acquisition date when sec. 338 is ap-
plied to such a group.

Under the conference agreement, stock acquired in the course of
certain reorganizations and other transactions set forth in regula-
tions in which the transferor does not recognize the entire amount
of gain shall be treated as not purchased.

Stock and asset acquisitions by 2 or more members of the same
affiliated group will be treated as made by one corporation. Thus,
the aggregate purchases of target corporation stock by several
members of an affiliated group will be counted in determining
whether there has been a qualified stock purchase. Similarly, the
deemed sales price and basis of a target corporation's assets and
gain recognized under section 338(c)(1) will be determined on a
group basis.

A combined return may be filed, under the conference agree-
ment, where an election applies to 2 or more target corporations
purchased from a group which files a consolidated return that in-
cludes the target corporations for the taxable period in which the
transaction occurs. The combined return will include the combined
tax liability attributable to the deemed asset sales by the target
corporations.

The regulatory authority provided in section 338(i) is amended by
the conference agreement to delete the reference to the target cor-
poration and its target affiliates and to apply such authority to cer-
tain transactions made by a purchasing group.

The conferees intend that the amendment in the House bill to
the rules applicable to acquisitions made to evade or avoid income
tax will not cause the disallowance of loss carryover deductions and
other tax benefits of a corporation because of its qualified stock
purchase and liquidation of a profitable corporation without a sec-
tion 338 election, where the transaction results in no change in
ownership of the purchasing corporation.

Finally, the time for making an election under section 338 with
respect to pre-September, 1982, purchases is extended until 60 days
after date of enactment.

4. Amendments to section 304

(a) Dividend treatment.-The conference agreement modifies the
provision in the House bill amending the rules relating to redemp-
tions through use of related corporations (sec. 304). Under the
House bill, the amount to be treated as a dividend to selling share-
holders when the stock sale involves two commonly controlled cor-
porations (so-called brother-sister cases), is to be determined as if
the distribution were by the acquiring corporation to the extent of
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its earnings and profits and then by the issuing corporation to the
extent of its earnings and profits. When stock is sold to a subsidi-
ary :of the issuing corporation (so-called parent-subsidiary cases)
present law provides that the amount of any dividend to the selling
shareholder is determined as if the proceeds were first distributed
to the issuing corporation, then to the selling shareholders.

Hypothetical distributions to the acquiring or issuing corporation
for the purpose of determining the amount of a dividend to the sell-
ing shareholder have been considered not to affect the taxable
status of the putative distributee corporation under present law.
Broadview Lumber Co. v. U.S. 561 F. 2d 698 (7th Cir., 1977); TEFRA
Conference Report (H. Rept. No. 97-760, 97th Cong., 2d Sess., p.
-543). However, the effect of such distributions on the earnings and
profits of the corporation deemed to have made the distribution is
unclear. If the earnings and profits are reduced, a corporation can
shift earnings and profits from one member of a controlled group
to another at the cost of the tax, if any, on intercorporate dividends
(at most, 6.9%) and create an opportunity for the deemed distribu-
tor to make nondividend distributions to noncorporate sharehold-
ers. If a corporation sells stock in a foreign subsidiary to a domestic
subsidiary, it may be argued that the effect of these rules is to
characterize the distribution as a U.S. source dividend from the do-
mestic subsidiary whereas, under present law, gain from the sale
would be treated as a dividend from the foreign corporation's earn-
ings and profits if section 304 were inapplicable. In other cases, the
application of the foreign tax credit is unclear with respect to a
dividend resulting from the application of section 304 to a sale of
stock in a foreign corporation -to a ,related corporation in cases
where there would be a foreign tax credit under section 902 if the
issuing corporation paid a dividend directly to the U.S. selling cor-
poration.

To address these issues, the Conference agreement revises the
deemed distribution rules of section 304 to provide that in all cases,
i.e., both brother-sister and parent-subsidiary transactions, the
characterization of a distribution as a dividend, and the source of
the dividend will be determined by treating the distribution as
made by the acquiring corporation directly to the selling sharehold-
er to the extent of the earnings and profits of the acquiring corpo-
ration and then as made by the issuing corporation directly to the
selling shareholder to the extent of its earnings and profits. Thus,
any dividend received deduction or foreign tax credit will be al-
lowed to the same extent as if the distribution had been made di-
rectly by the corporation which is treated as having made the dis-
tribution. Also, the earnings and profits of the corporation which is
treated as having made a distribution will be reduced.

(b) Effective dates.-The effective dates of paragraphs (1) and (3)
of section 712(1), relating to earnings and profits and acquisition in-
debtedness, will apply to transfers after June 18, 1984, unless the
taxpayer elects to have the provisions apply as if enacted in
TEFRA. Transfers to a Bank Holding Company where regulatory
approval was requested on or before June 18, 1984, and the trans-
fer is made within 90 days of final regulatory approval will be
treated as a transfer on or before June 18, 1984, for this purpose.
Notwithstanding the above, in the case of a transfer to which sec-
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tion 351 does not apply, the acquisition indebtedness rule in the
bill will apply if the debt was incurred after October 20, 1983.

5. Compliance

(a) The conference agreement applies the exceptions from inter-
est reporting (sec. 6049) for payments to certain specified persons to
dividend reporting (sec. 6042). Substitute dividends paid to corpora-
tions and other persons are reported under sec. 6045, as amended
by this bill.

(b) The conference agreement amends the broker reporting rules
(sec. 6045) to include government agencies in the definition of a
person. Consequently, a government agency (such as the Bureau of
Public Debt) acting as a broker is required to provide a broker
report and to implement backup withholding.

(c) The conference agreement deprives the Claims Court of juris-
diction over refund cases involving the tax shelter promoter penal-
ty (sec. 6700) and the penalty for aiding and abetting the under-
statement of tax liability (sec. 6701). This is done because the
Claims Court lacks jurisdiction to hear the likely counterclaim of
the Government for an injunction.

(d) The conference agreement provides that, for purposes of com-
puting interest on refunds arising from net operating loss carry-
backs where a "quickie refund" is filed (sec. 6411), the refund is not
treated as claimed earlier than the time the "quickie refund" is
claimed. If a "quickie refund" is not claimed, interest is computed
under present law rules. Also, a "quickie refund" is treated as a
claim for refund for interest purposes.

The conference agreement also provides that underpayments
arising from claims for rebates (such as quickie refunds) are subject
to the substantial understatement penalty (sec. 6661).

(e) The conference agreement corrects an incorrect reference to
sec. 7602(a)(2) in sec. 7609(c)(1).

(f) The conference agreement requires that trusts or estates fur-
nish copies of returns to their beneficiaries and that S corporations
furnish copies of returns to their shareholders. The conference
agreement also provides a $50 penalty on trusts, estates, partner-
ships, and S corporations for failures to provide copies of their re-
turns to beneficiaries, partners, or shareholders.

(g) The conference agreement provides rules for backup withhold-
ing relating to the manner of notification from a broker to a payor
with respect to readily tradeable instruments.

(h) The conference agreement amends backup withholding to
permit the IRS to tell a payor enough of the reasons why a taxpay-
er is being placed on backup withholding to enable the taxpayer
and payor to know how withholding can be stopped. Therefore,
when the Secretary notifies a payor that a payee is subject to
backup withholding, the Secretary will also notify the payor that
backup withholding is being imposed because the TIN furnished by
the payee is incorrect or because of notified payee underreporting.
The prohibition on disclosure by the Secretary of the nature or de-
tails of the payee's underreporting is continued.

(i) The conference agreement restores the technical rules applica-
ble to trusts under interest and dividend withholding to backup
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withholding. These rules were inadvertently repealed by the Inter-
est and Dividend Tax Compliance Act of 1983.

(j) The conference agreement clarifies that backup withholding
does not apply in the pension area. The conference agreement pro-
vides that, if a payee has not provided a proper social security
number in the manner required by the Secretary or if the Secre-
tary notifies the payor that the social security number is not cor-
rect, any election out of pension withholding is not effective. In ad-
dition, the withholding convention treating the payee as a married
individual claiming three exemptions is not effective. Consequent-
ly, the payee is treated as a single individual claiming no exemp-
tions if no withholding exemption certificate is in effect (see Treas.
Reg. sec. 31.3402(f)(2)-l(a)).

The conferees anticipate that the Secretary will consider a
payee's social security number to have been properly furnished so
long as, before January 1, 1985, the payee provides the social secu-
rity number in a manner acceptable to the payor. Therefore, if the
payee has previously furnished his social security number in re-
sponse to a request relating to pension withholding or backup with-
holding, or if the payor has otherwise obtained the number, that
number is considered to have been properly furnished. The Secre-
tary may require that, on or after January 1, 1985, the social secu-
rity number must be furnished in the manner that the Secretary
determines. The Secretary may, for example, require these social
security numbers to be certified under penalties of perjury, if he
determines that to be appropriate.

6. Energy

(a) The conference agreement amends section 44(D) (relating to
the credit for producing fuel from nonconventional sources) to pro-
vide that in the case of a fiscal year taxpayer, the reference price
on which the amount of the credit depends will be the reference
price for the calendar year in which the fuel is sold rather than for
the calendar year in which the producers fiscal year begins. This
amendment ensures that producers of nonconventional fuels sold
on the same day will have the same credit regardless of whether
they have the same tax accounting year.

(b) The conference agreement provides for a simplified procedure
under which refunds arising by reason of section 201(h)(1)(E) of the
Technical Corrections Act of 1982 for periods before 1983, may be
made to a partnership rather than its partners individually.

7. Subchapter S

(a) The House bill extends the grace period to make an election
to be treated as a qualified subchapter S trust from 60 days to 75
days. The conference agreement changes the 75 days to 2 months
and 15 days, to conform to the time for making a subchapter S
election (see Treasury Temp. Reg. sec. 18.1362-(b)).

(b) The House bill provides that amounts in the accumulated ad-
justment account will be allocated pro-rata among all distributions
made during the year. The conference agreement allows exceptions
to this rule to be provided by the Treasury Department. It is antici-
pated that this authority would be used to provide a different rule
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where substantial amounts of stock in the corporation are sold or
exchanged during the taxable year.

(c) The House bill provides that a corporation can make a sub-
chapter S election within 21/2 months from the beginning of a tax-
able year although the taxable year is less than 21/2 months dura-
tion. The conference agreement clarifies that when the election for
the short year is late filed but is timely for the subsequent taxable
year, it will be effective for the subsequent year. This provision will
apply to elections after October 19, 1982.

(d) Present law imposes a tax on subchapter S corporations with
passive income and subchapter C earnings and profits. Under the
conference agreement, this tax could be waived by the Internal
Revenue Service if the corporation had determined, in good faith,
that it had no such earnings and profits, and the earnings are dis-
tributed after their discovery.

(e) The subchapter S Act requires the basis of debt which is re-
duced by losses to be restored by subsequent income. The confer-
ence agreement clarifies that this applies only to the extent the
basis in the debt was reduced in taxable years beginning after
1982.

(f) Present law provides that the revocation of a subchapter S
election requires the consent of the shareholders holding a majori-
ty of the shares of stock. Although no statutory amendment is
made, the conference agreement clarifies that this is the rule not-
withstanding language in the 1982 committee reports to the con-
trary.

(g) The House bill provides that the basis of stock in an S corpo-
ration is to be adjusted to reflect adjustments required to the basis
of corporation property when investment credits are allowed or re-
captured. Corresponding adjustments are also to be made to the ac-
cumulated adjustments account.

8. Partnerships

(a) The Tax Reform Act of 1976 provided that gain is recognized
when property is contributed to a partnership which is an invest-
ment company (sec. 721(b)). The conference agreement clarifies that
the basis of the contributed property and the basis of the partner-
ship interest is increased only by the gain recognized under section
721(b).

(b) Under present law, the basis of a partnership interest is gen-
erally increased by the excess of depletion deductions in excess of
basis (sec. 705(a)(1)(C)). The language relating to oil and gas deple-
tion (sec. 705(a)(3)) is amended to clarify that similar treatment ap-
plies to oil and gas depletion.

9. Highway Revenue Act

The conference agreement follows the House bill with three
modifications-

(a) The period for filing floor stocks refund claims with respect to
tires on which tax was reduced, but not repealed, by the Highway
Revenue Act is extended for six months. Under the conference
agreement, claims must be submitted to manufacturers by tire
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dealers before January 1, 1985; manufacturers must in turn submit
claims to the Government before April 1, 1985.

(b) The provision under which taxpayers whose average daily
production of crude oil is below a specified amount are permitted
an additional five days in which to pay the gasoline excise tax if
their payment is made by wire transfer is clarified to provide that
the payment must be made by wire transfer to a Federal Reserve
Bank.

(c) A clarification is made to the rules under which refunds or
credits against the retail truck and trailer excise tax are available
to ensure that refunds or credits for price readjustments will be
available against the retail tax to the extent they were available
when the tax was imposed as a manufacturers tax.

10. P.L. 98-258

The conference agreement makes the following modifications to
P.L. 98-259, which forgives certain Federal income tax liabilities for
U.S. military or civilian employees who die as a result of wounds
or injuries sustained overseas either in certain military actions in-
volving U.S. Armed Forces or in a terroristic activity directed
against the U.S. or its allies (including a multinational force in
which the U.S. participates).

(a) The effective date is changed from individuals wounded after
December 31, 1979, to individuals wounded after November 17,
1978.

(b) The determination of whether terroristic action was directed
against the U.S. or its allies is to be based on a preponderance of
the evidence.

(c) The required relationship between the overseas wound or
injury and the individual's death is clarified by providing that the
individual must be a U.S. employee both at the date of incurring
the wound and at the date of death.

(d) The definition of U.S. employees is modified so that the Direc-
tor General of the Multinational Force and Observers in the Sinai
who died February 15, 1984 is treated as a civilian employee of the
United States while serving in that position.

11. Foreign currency contracts

The provision in the House bill relating to the election to treat
certain foreign currency contracts as not marked-to-market is not
contained in the conference agreement.

VIII. ENTERPRISE ZONES

Present law

No provision.

House bill

No provision.

Senate amendment

The Senate amendment provides for the designation of certain
distressed areas as enterprise zones and provides tax incentives
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and regulatory relief designed to stimulate economic activity
within the zones. Under these provisions, up to 75 enterprise zones
are to be designated by the Secretary of the Department of Hous-
ing and Urban Development, beginning on January 1, 1985, over a
period of 3 years, although no more than 25 designations may be
made during each year. At least one-third of the designated zones
will be in rural areas. Each enterprise zone is eligible for Federal
tax and regulatory relief. The duration of each zone is 20 years,
plus a 4-year phaseout period. Areas are to be nominated for enter-
prise zone designation by one or more local governments and the
State in which the area is located. Areas nominated for such a des-
ignation have to meet certain criteria of economic distress, and des-
ignations are made through a competitive process weighing sug-
gested plans for developing the area through tax and regulatory
relief, improved services, and involvement of neighborhood and
community organizations and private entities in development ef-
forts.

Under the Senate amendment, the following Federal tax incen-
tives are available in enterprise zones: An additional 3-percent or
5-percent investment tax credit for investments in personal proper-
ty and a 10-percent credit for investments in new structures in the
zone; a 10-percent credit to employers for increases in payroll to
qualified zone employees and a credit for hiring disadvantaged
workers for zone employment; a 5-percent credit to zone employees
for wages received from zone employers; an exclusion from tax on
capital gains attributable to zone property; allowance of full ACRS
deductions for facilities in zones financed by industrial develop-
ment bonds despite the limitation of such deductions for compara-
bly financed facilities elsewhere, and the continued availability of
the small issue exemption for industrial development bonds in
zones after December 31, 1986, despite its termination on that date
elsewhere.

Conference agreement
The conference agreement does not contain the Senate amend-

ment.

IX. HIGHWAY REVENUE PROVISIONS

1. Reduction in heavy vehicle use tax and increase in diesel fuel
tax

Present law

Use tax

In general, an annual excise tax is imposed on the use on the
public highways of a highway motor vehicle whose taxable gross
weight exceeds a prescribed minimum weight. The tax is paid by
the person in whose name the vehicle is registered, and the taxable
period begins on July 1. Amounts equivalent to highway use tax
receipts are appropriated to the Highway Trust Fund. The tax ex-
pires on October 1, 1988.



1229

Tax rate.-For uses occurring before July 1, 1984, the tax rate is
$3 per 1,000 pounds of taxable gross weight or fraction thereof. Ve-
hicles of 26,000 pounds or less are exempt.

The tax rate is scheduled to change to a graduated structure on
July 1, 1984. Vehicles under 33,000 pounds are exempt. For vehi-
cles between 33,000 and 55,000 pounds, the tax rate is $50, plus $25
for each 1,000 pounds or fraction thereof over 33,000 pounds. For
vehicles of 55,000 pounds or more, the tax rate is $600, plus $40
(rising to $52 by 1988) for each 1,000 pounds or fraction thereof
over 55,000 pounds. The maximum tax rate, applicable to vehicles
over 79,000 pounds, is $1,600 (rising to $1,900 by 1988).

Operating rules.-Two rules are generally effective as of July 1,
1984. First, a vehicle that travels fewer than 5,000 miles on the
public highways during a taxable period is exempt, regardless of
taxable gross weight. Second, a credit or refund is allowed pro rata,
if a vehicle on which use tax has been paid is retired from service
because of theft, accident or other casualty.

Small owner-operators.-Special rules apply in the case of a
person (a small owner-operator) who owns and operates no more
than 5 taxable vehicles during a taxable period. Beginning July 1,
1984, the tax rate applicable to small owner-operators in a taxable
period is the tax rate generally applicable in the immediately pre-
ceding taxable year. In addition, the 5,000-mile exemption and pro-
ration for theft or accident are not effective for small owner-opera-
tors until July 1, 1985.

Diesel fuel tax

An excise tax of 9 cents a gallon is imposed on the sale of diesel
fuel for use in a highway vehicle. The tax expires on October 1,
1988.

A number of complete exemptions are provided, including an ex-
emption for diesel fuel sold to a State or local government or non-
profit educational organization for its exclusive use and a refund or
credit for tax paid for diesel fuel used in an intercity, local or
school bus. Certain other diesel fuel is exempt from only a portion
of the tax.

Amounts equivalent to diesel fuel tax receipts are appropriated
to the Highway Trust Fund. One-ninth of these amounts (current-
ly, 1 cent per gallon) is designated for the Mass Transit Account in
the fund.

House bill

Use tax

The House bill restructures and reduces the highway use tax
rate generally, and revises the operating rules for small owner-op-
erators, effective July 1, 1984.

Tax rate.-Vehicles under 55,000 pounds are exempt. For vehi-
cles of 55,000 pounds or more, the tax rate is $150, plus $20 for
each 1,000 pounds or fraction thereof over 55,000 pounds. The max-
imum tax rate, applicable to vehicles over 72,000 pounds, is $500.

Small owner-operators.-For the taxable period beginning on
July 1, 1984 only, the tax rate for small owner-operators is $3 per
1,000 pounds for vehicles of 55,000 pounds or more. However, if this
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special rule would produce a greater use tax on a small owner-oper-
ator's vehicle than does the general tax rate, then the general rate
applies to that vehicle. Only the general tax rate applies to small
owner-operators beginning July 1, 1985. Moreover, the 5,000-mile
exemption and proration for theft or accident are made available
to small owner-operators beginning July 1, 1984.

Study requirement.-The Secretary of Transportation is instruct-
ed to report to Congress within one year after the date of enact-
ment whether trucks of 80,000 pounds or more bear their fair share
of the costs of the highway system.

Diesel fuel tax

The House bill increases the excise tax on diesel fuel to 14.5
cents a gallon, effective July 1, 1984, to compensate for lower reve-
nues from the reduced use tax provided by the bill. No modifica-
tions are made to the exemptions provided under present law: that
is, complete exemptions remain complete, and partial exemptions
remain at their present-law levels.

To offset the increase in fuel costs for light vehicles, the House
bill provides an advanced rebate equal to the estimated extra tax
to be paid over the expected life of the vehicle. A qualifying vehicle
must have a gross vehicle weight of 10,000 pounds or less. The
rebate is available only to (1) the original purchaser of a diesel-
powered vehicle purchased after January 1, 1985, and before 1988
or (2) the holder as of January 1, 1985, of a vehicle purchased on or
before that date. The rebate for a vehicle is claimed once, generally
on the income tax return of (1) the original purchaser, in the tax-
able year of purchase, or (2) the holder, in the taxable year which
includes December 31, 1984. The amount of the rebate is fixed at
$96 for a new car ($180 for a new truck), and is reduced proportion-
ally for older cars. No rebate is available if the model year is 1978
or earlier.

To maintain the currently effective designation of amounts to
the Mass Transit Account, one cent per gallon (rather than one-
ninth) of the diesel fuel tax is designated for that account.

Senate amendment

Use tax

Tax rate.-The Senate amendment restructures and reduces the
tax rate, effective July 1, 1984. Vehicles under 55,000 pounds are
exempt. For vehicles of 55,000 pounds or more, the tax rate is $75,
plus $21 for each 1,000 pounds or fraction thereof over 55,000
pounds. The maximum tax rate, applicable to vehicles over 79,000
pounds, is $600.

Logging vehicles.-Under a special rule, the tax rate is reduced
by one-half for logging vehicles used exclusively to haul harvested
forested products from the forested site and registered for that pur-
pose.

Agricultural vehicles.-Under a special rule, the 5,000-mile ex-
emption is increased to 7,500 miles for State-registered agricultural
vehicles which haul farm commodities to or from the farm, effec-
tive as if included in sec. 513 of the Highway Revenue Act of 1982.
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Small owner-operators.-The Senate amendment is the same as
the House bill with respect to rules applicable to small owner-oper-
ators.

Study requirements.-The Secretary of Transportation is required
to report to Congress within one year after the date of enactment
on effects of the use tax on trans-border trucking operations. In ad-
dition, the National Academy of Sciences is required to study
weight-distance taxes and report to Congress within 18 months of
the date of enactment.

Diesel fuel tax

The Senate amendment increases the excise tax on diesel fuel to
15 cents a gallon, effective July 1, 1984. Present law exemptions
from the entire amount of tax, including the credit or refund for
diesel fuel sold to a State or local government or nonprofit educa-
tional organization for its exclusive use, are generally increased to
15 cents a gallon. However, the credit or refund for diesel fuel used
in intercity, local or school buses (which are not operated by or for
a State or local government) is maintained at 9 cents a gallon, re-
sulting in a 6-cents-a-gallon tax.

A rebate of the additional 6-cents-a-gallon tax is provided for tax-
able fuel used in vehicles which have a gross vehicle weight of
8,000 pounds or less. The rebate is generally claimed annually on
the income tax form of the user who paid the additional tax.

One cent per gallon (rather than one-ninth) of the diesel fuel tax
is designated for the Mass Transit Account of the Highway Trust
Fund.

Conference agreement

Use tax

The conference agreement follows the Senate amendment, with
the following modifications.

Tax rate.-The conference agreement restructures and reduces
the tax rate, effective July 1, 1984. Vehicles under 55,000 pounds
are exempt. For vehicles of 55,000 pounds or more, the tax rate is
$100, plus $22 for each 1,000 pounds or fraction thereof over 55,000
pounds. The maximum tax rate, applicable to vehicles over 75,000
pounds, is $550.

Logging vehicles.-The conference agreement provides that the
tax rate is reduced by 25 percent for logging vehicles that are used
exclusively to haul harvested forested products to and from the for-
ested site and are required to be registered for that purpose.

Study requirements.-The conference agreement includes the
study (relating to vehicles over 80,000 pounds) provided by the
House bill. Also, it provides that the study relating to weight-dis-
tance taxes will be conducted by the Department of Transportation
rather than the National Academy of Sciences. These studies and
the study relating to trans-border trucking will be reported to Con-
gress before October 1, 1987.

The conferees recognize that the Internal Revenue Service may
need additional time to distribute use tax forms reflecting the new
rate schedule, and that taxpayers should be allowed until Septem-

35-426 0 84 78
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ber 30, 1984, to file the appropriate forms for the taxable period be-
ginning July 1, 1984.

Diesel fuel tax

The conference agreement follows the House bill, with four modi-
fications.

First, the excise tax on diesel fuel is increased by 6 cents a gallon
to 15 cents a gallon.

Second, the credit or refund of tax paid on diesel fuel used in an
intercity, local or school bus is generally increased to 12 cents a
gallon, resulting in a 3-cents-a-gallon tax. However, this credit or
refund is 15 cents a gallon in the case of a local bus while furnish-
ing transportation, available to the general public along regularly
scheduled routes, provided that the bus is operated under contract
with a State or local government or that such government pays
more than a nominal subsidy toward the operation of the bus.

Third, the effective date of provisions relating to the diesel fuel
tax is August 1, 1984.

Fourth, the amount of the one-time rebate to purchasers and
holders of qualifying vehicles is fixed (to reflect the 6-cents-a-gallon
tax increase) at $102 for a new car and $198 for a new truck. As
this rebate is designed to compensate the vehicle purchaser for the
increase in the diesel fuel tax, the conferees intend that the rebate
not be subject to those provisions of P.L. 95-355 that require sepa-
rate appropriation for effecting payment of newly-enacted refund-
able tax credits.

2. One-year extension of refund of taxes on fuels used in qualified

taxicabs

Present law

Present law provides a 4-cents-per-gallon exemption from the
excise taxes on gasoline, diesel fuel, and special motor fuels when
those fuels are used in certain taxicabs. The exemption is realized
by means of a refund or credit rather than through exempt sales.
Qualified taxicabs must be vehicles rated at above-average fuel
economy and must not be precluded from offering ride-sharing.
This exemption expires after September 30, 1984.

House bill

No provision.

Senate amendment

The Senate amendment extends the present 4-cents-per-gallon
exemption for fuels used in qualified taxicabs through September
30, 1985.

The amendment also directs the Secretary of the Treasury to
conduct a study of the effectiveness of the exemption and to report
to Congress not later than January 1, 1985.

Conference agreement

The conference agreement includes the Senate amendment.
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3. Increase in excise tax exemptions for alcohol fuels mixtures
and alcohol fuels, income tax credit for qualified alcohol fuels,
and duty on imported alcohol fuels

Present law

Excise tax exemptions

Alcohol fuels mixtures.-Present law provides a 5-cents-per-
gallon exemption from the excise taxes on gasoline, diesel fuel, and
special motor fuels for fuels consisting of mixtures of any of those
fuels with at least 10 percent alcohol (i.e., "gasohol") (secs. 4041,
4081, and 6427). The term alcohol is defined to include only alcohol
derived from a source other than petroleum, natural gas, or coal.

Alcohol fuels.-Present law provides a 9-cents-per-gallon exemp-
tion from the excise tax on special motor fuels for certain alcohol
fuels comprised of at least 85 percent alcohol derived from a source
other than petroleum or natural gas (sec. 4041).

Alcohol fuels credit

Present law allows a 50-cents-per-gallon income tax credit for al-
cohol used in mixtures with gasoline, diesel fuel, and special motor
fuels where the alcohol comprises at least 10 percent of the mix-
ture (sec. 44E). A like credit is allowed for alcohol used as a fuel,
other than in a qualified fuels mixture. The term alcohol is defined
to include only alcohol derived from a source other than petroleum,
natural gas, or coal.

Duty on imported alcohol fuels

Present law imposes a duty equal to 50-cent-per-gallon on alcohol
imported into the United States for use as a fuel (19 U.S.C. sec.
1202).

House bill

No provision.

Senate amendment

Excise tax exemptions

Alcohol fuels mixtures.-The Senate amendment increases the
excise tax exemptions for gasohol to 6.75 cents per gallon.

Alcohol fuels.-The Senate amendment provides a 4.5-cents-per-
gallon exemption for alcohol fuels at least 85 percent pure if the
alcohol is derived from natural gas.

Alcohol fuels credit

The Senate amendment increases the alcohol fuels mixture
credit and the alcohol fuels credit to 67.5 cents per gallon.

Duty on imported alcohol fuels

The Senate amendment increases the duty on alcohol imported
for use as a fuel to 67.5 cents per gallon.
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Definition of certain qualified alcohol

The Senate amendment clarifies that alcohol derived from peat
is considered to be derived from coal.

These provisions of the Senate amendment are effective on July
1, 1984. A floor stocks refund or credit is generally allowed to a
manufacturer, producer or importer of articles for which the excise
tax exemption is increased. The amount of the refund or credit
equals the excess tax paid on such articles sold by the manufactur-
er, producer or importer before July 1, 1984, and held for sale in
dealers' inventory on that date.

Conference agreement

The conference agreement includes the Senate amendment, with
the following modifications. The conference agreement increases
the excise tax exemption for gasohol to 6 cents per gallon, the alco-
hol fuels mixture credit and the alcohol fuels credit to 60 cents per
gallon, and the duty on imported alcohol to 60 cents per gallon.

The provisions of the conference agreement are effective on Jan-
uary 1, 1985. The conference agreement does not include a floor
stocks refund or credit provision.

4. Exemption from excise tax for piggyback trailers

Present law

A 12-percent excise tax is imposed on the first retail sale of truck
trailer and semitrailer chassis and bodies which are suitable for
use with a trailer or semitrailer which has a gross vehicle weight
over 26,000 pounds. The tax generally applies to retail sales made
after March 31, 1983. Under prior law, a 10-percent manufacturers
excise tax applied to the sale of these trailers before April 1, 1983.
The changes to a retail tax and higher rate of tax were enacted in
the Highway Revenue Act of 1982, which also exempted rail trail-
ers sold after December 2, 1982, from the prior-law and present-law
sales tax on heavy trailers.

House bill

No provision.

Senate amendment

The Senate amendment exempts piggyback trailers and semi-
trailers (including parts or accessories) from the sales tax on heavy
trailers. A piggyback trailer includes any trailer which is designed
for use principally in connection with trailer-on-flatcar rail service
and which the seller, according to regulations prescribed by the
Secretary, certifies will be so used.

The conditions for exemption of a piggyback trailer continue to
apply after the first retail sale. Thus, if the purchaser of an exempt
piggyback trailer subsequently ceases to satisfy the conditions for
exemption, the purchaser will be liable for the 12-percent excise
tax (determined as if a taxable sale had occurred at that time).
Similarly, if an exempt piggyback trailer is subsequently resold,
the resale will be subject to the 12-percent tax and the reseller
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liable to pay the tax, unless the conditions for exemption apply to
the resale.

The exemption is effective as if included in that provision of the
Highway Revenue Act of 1982 which exempted rail trailers. Re-
funds are provided for piggyback trailers sold to ultimate purchas-
ers after December 2, 1982, and before the date of enactment.

Conference agreement

The conference agreement includes the Senate amendment, with
modifications.

The conference agreement provides that the 12-percent excise tax
on the sale of heavy trailers is reduced to 6 percent in the case of
piggyback trailers and semitrailers. This reduced tax rate applies
only to sales made during the one-year period beginning on the day
of enactment, at the end of which period the tax rate returns to 12
percent. The conference agreement does not amend the treatment
of piggyback trailers sold prior to the day after the date of enact-
ment.

The conference agreement provides that the Secretary of Trans-
portation is to report to Congress before May 1, 1985, on the appro-
priate application and level of the excise tax to piggyback trailers.

X. MISCELLANEOUS REVENUE PROVISIONS

A. Estate and Gift Tax Provisions

1. Qualification of certain holding company stock for installment
payment of estate tax

Present law

Estate tax attributable to certain interests in closely held busi-
nesses may be paid in installments over up to 14 years (interest
only for 4 years, followed by up to 10 annual installments of princi-
pal and interest). A special 4-percent interest rate is provided for
certain amounts of deferred tax.

Qualifying closely held businesses may be conducted as propri-
etorships, partnerships, or corporations. Generally, only directly
owned interests in active business operations are considered for
purposes of the installment payment provision.

Present Treasury regulations take the position that the value of
a trade or business carried on as a proprietorship includes only the
value of those assets actually used in the trade or business. On the
other hand, if the business is carried on as a partnership or a cor-
poration, the value of the trade or business includes the value of
all partnership or corporate assets, even though a portion of the
partnership or corporate assets may be used for purposes other
than carrying on a trade or business.

Unpaid tax (and interest thereon) is accelerated if cumulative
withdrawals from or dispositions of the interest in the business
exceed 50 percent of the value of the interest, if the estate has un-
distributed net income in certain circumstances, or if any install-
ment is not paid within 6 months after the due date of that install-
ment.
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House bill

The House bill permits executors to elect to look through a pas-
sive holding corporation for purposes of determining whether the
decedent owned an interest in a closely held business if 80 percent
or more of the value of the holding corporation consists of the
value of nonreadily tradeable stock in a single active business cor-
poration.

Only the value of qualifying stock owned by the holding corpora-
tion which is attributable to the value of assets (including working
capital) actually used in an active business operation is considered
for purposes of the installment payment provision. If the election is
made, the special 4-percent interest rate and 5-year deferral of
principal payments are not available.

Conforming amendments are made to the acceleration provisions
of present law providing that a disposition of an interest in or a
withdrawal of property from the passive holding corporation as
well as the active business may result in acceleration of unpaid
tax. Likewise, dividends paid by the active business corporation to
the holding corporation are treated as paid to the decedent's estate
to the extent of the decedent's interest in the holding corporation.

This provision is effective for estates of individuals dying after
the date of enactment.

Senate amendment
The Senate amendment is the same as the House bill except the

Senate amendment also permits executors to elect to look through
multiple tiers of passive holding corporations to determine whether
the decedent owned an interest in a closely held business. The mul-
tiple tier look through is available only if at least 20 percent of the
value of each corporation to be looked through is included (directly
or indirectly) in the value of the decedent's gross estate. The
Senate amendment also expands the House rule under which only
the value of assets (including working capital) actually used .in an
active business are considered for purposes of the installment pay-
ment provision to provide that, in the case of all interests in part-
nerships and corporations (whether or not a passive holding corpo-
ration is present), only the value of assets directly related to the
reasonable needs of the business are considered.

Conference agreement
The conference agreement follows the Senate amendment with

technical modifications. Under the conference agreement, interests
in active closely held corporations may be considered for purposes
of the installment payment provision provided the indirectly owned
interest would meet the requirements of that provision were it di-
rectly owned. Therefore, an indirectly owned interest in a single
closely held corporation qualifies if the corporation has 15 or fewer
shareholders or the decedent owned 20 percent or more of the cor-
poration's voting stock. Also, the value of the business interest
must exceed 35 percent of the value of the decedent's adjusted
gross estate. As under present law, if a decedent owns interests in
more than one closely held business, at least 20 percent of the
value of each such business must be included in the decedent's
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estate if the businesses interests are to be aggregated for purposes
of the installment payment provision.

The conference agreement retains the rules of the House bill and
the Senate amendment pursuant to which the special 4-percent in-
terest rate and the 5-year deferral of principal are not available to
estates electing the special look-through provision.

Additionally, the conference agreement retains the rule that in
the case of all corporations and partnerships, only active business
assets are considered for purposes of the installment payment pro-
vision. The conference agreement does not apply to this rule, how-
ever, for purposes of the acceleration rules of section 6166(g).

Finally, the conference agreement includes an exception under
which multiple wholly owned subsidiaries of a passive holding com-
pany may be treated as one subsidiary corporation if the holding
company has fifteen or fewer shareholders on June 22, 1984, and at
all times prior to the owners' death, and if at least some of the sub-
sidiaries are carrying on a trade or business. In determining
whether the subsidiary corporations are 100 percent owned, a de
minimis amount of stock owned by the directors of a corporation,
that under State law is treated as owned by the corporation is also
treated as owned by the corporation for purposes of this rule.

2. Repeal of the generation-skipping transfer tax

Present law

A tax is imposed on generation-skipping transfers under a trust
or similar arrangement upon the distribution of trust assets to a
generation-skipping heir (for example, a great-grandchild of the
grantor of the trust) or upon termination of an interest in or power
over the trust (for example, termination of a life income interest
held by the grantor's child).

Basically, a generation-skipping trust is one which provides for a
splitting of benefits between two or more generations younger than
the generation of the grantor of the trust. The tax imposed on gen-
eration-skipping transfers is substantially equivalent to the the tax
that would have been imposed if the property had been transferred
outright to each successive generation (in which case, the gift or
estate tax would have applied).

House bill

No provision.

Senate amendment

The Senate amendment repeals the generation-skipping transfer
tax, effective with respect to such transfers occurring after June
11, 1976 (the date on which the tax was originally effective).

Conference agreement

The conference agreement follows the House bill.
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3. Tax treatment of certain disclaimers of interests transferred
before November 15, 1958

Present law
A disclaimer is a refusal to accept the ownership of property or

of rights with respect to property. If a qualified disclaimer is made,
the Federal gift, estate, and generation-skipping transfer tax provi-
sions apply with respect to the property interest disclaimed as if
the interest had never been transferred to the person making the
disclaimer. Thus, the transfer of property pursuant to a disclaimer
is not treated as a taxable gift by the person making the disclaim-
er.

On November 15, 1958, the Treasury Department adopted regula-
tions clarifying the requirement that a disclaimer, to be effective,
must be made within a reasonable time after the transfer in which
the property interest was created. These regulations applied to in-
terests in property transferred before that date, as well as to such
interests transferred after November 14, 1958. In 1976, Congress
enacted statutory provisions similar to the 1958 regulations, appli-
cable to disclaimers made after 1976 (Code sec. 2518).

On February 23, 1982, the Supreme Court upheld the applicabil-
ity of the Treasury regulations to disclaimers of property interests
transferred before November 15, 1958 (Jewett v. Comm'r (455 U.S.
305 (1982))).

House bill

No provision.

Senate amendment
The Senate amendment permits disclaimers of property interests

created by transfers occurring before November 15, 1958, to be
made within 90 days after the date of enactment in certain cases.
To be qualified, these disclaimers must satisfy all requirements of
the present statutory rules, except for the requirement that the
disclaimer be made within nine months of the transfer creating the
interest.

Conference agreement
The conference agreement follows the House bill.

4. Clarification that certain usufruct interests qualify for estate

tax marital deduction

Present law
Present law generally permits an unlimited estate tax deduction

for the value of interests in property passing from a decedent to his
or her surviving spouse (Code sec. 2056). The election is available
with respect to a 'terminable interest" in property only if the ex-
ecutor makes a special election (i.e., makes a so-called "QTIP elec-
tion"). If the election is made, the full value of the terminable in-
terest in property is included in the estate of the surviving spouse.
A terminable interest is an interest that terminates upon the lapse
of time or the occurrence or failure of an event or other contingen-
cy.
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Under the Louisiana Civil Code, if a surviving spouse receives a
usufruct interest created by will, the interest generally is compara-
ble to a common law life estate. Such a usufruct interest may be in
consumable or nonconsumable property. It is unclear under
present law whether a usufruct for life in consumable property is
eligible for the QTIP election because Louisiana law does not trace
the usufruct property to find if that property actually is included
in the surviving spouse's estate.

House bill

No provision.

Senate amendment

The Senate amendment clarifies that a usufruct interest for life
in both consumable and nonconsumable property is eligible for the
QTIP election. The provision is effective for estates of individuals
dying after 1981.

Conference agreement

The conference agreement follows the Senate amendment with
certain clarifications as to the technical application of the provi-
sion. The conferees recognize that different results arguably might
obtain in cases where a usufruct for life with respect to which a
QTIP election is made is in consumable property (e.g., a certificate
of deposit) as opposed to nonconsumable property. This difference
could result from the fact that, unlike nonconsumable property,
the consumable property is commingled with the spouse's own
property and Louisiana law does not provide for tracing of the con-
sumable property in the estate.

In the case of nonconsumable property, because the specific QTIP
property can be identified, the entire value of that property is in-
cluded in the estate of the second spouse to die exclusively under
Code section 2044. Therefore, the value of the property is counted
only one time in determining the value of the spouse's estate. Simi-
larly, no deduction is allowed under section 2053 for any claim
against a surviving spouse's estate by the naked owner of the non-
consumable usufruct property for which a QTIP election was made
by the estate of the first spouse to die.

The conferees wish to reiterate that, as provided by the Senate
amendment, these same results obtain in the case of a usufruct for
life in consumable property with respect to which a QTIP election
is made. A usufruct for life in consumable property for which a
QTIP election is made is to be treated as exclusively included in
the estate of the second spouse to die under section 2044 to the
extent of the naked owner's claim against the spouse's estate with
respect to the property, and as exclusively included under section
2033 to the extent of any excess value. Similarly, the claim of that
spouse's estate for contribution from the naked owners of the prop-
erty arising under section 2207A is to be limited to an amount of
tax determined as if the value of the usufruct interest included in
the spouse's estate were equal to the amount included in the estate
under section 2044. Finally, no deduction is allowed under section
2053 for any claim against the surviving spouse's estate by the



1240

naked owners of the consumable usufruct property for which a
QTIP election was made by the estate of the first spouse to die.

5. Special estate tax credits

Present law
A deduction generally is allowed for estate tax purposes for cer-

tain amounts transferred for charitable purposes (Code sec. 2055).
The United States is a qualified donee of such deductible transfers.
Credits against estate tax are not provided for transfers for charita-
ble purposes.

House bill

No provision.

Senate amendment
The Senate amendment provides special estate tax credits for the

estates of Nell J. Redfield and Elizabeth Schultz Rabe. The credits
apply to the transfer, without reimbursement or payment, to the
Secretary of Agriculture for addition to the Toiyabe National
Forest of real property located within or adjacent to the boundaries
of that national forest.

Conference agreement
The conference agreement follows the Senate amendment.

6. Perfection of estate tax current use valuation elections

Present law
An executor may elect to value certain real property used in

farming or other closely held business operations for estate tax
purposes based upon its current use rather than its full fair market
value (Code sec. 2032A). The election may be made only on the first
estate tax return filed. Additionally, all persons with an interest in
the property to be specially valued must enter into an agreement
to the election, which agreement is binding under local law. Treas-
ury regulations require that a notice of election and the required
agreement must be filed with the estate's Federal estate tax
return.

House bill

No provision.

Senate amendment
The Senate amendment directs the Treasury Department to de-

velop procedures permitting perfection of notices within 90 days of
a request from the Internal Revenue Service. Under the Senate
amendment, the right to perfect a notice of election or agreement
applies only where those items, as originally filed, substantially
comply with the requirements of the regulations.

Conference agreement
The conference agreement follows the Senate amendment. The

conferees wish to reiterate that, as under the Senate amendment,
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perfection of notices of election and of agreements to current use
valuation elections is to be permitted only in cases where the
estate tax return, as filed, evidences substantial compliance with
the requirements of the Treasury regulations. For example, merely
checking the applicable box on the Federal estate tax return that
an election is being made is not sufficient action by the estate to
secure the benefits of the current use valuation provision. Both a
notice of election and an agreement that themselves evidence sub-
stantial compliance with the requirements of the regulations must
be included with the estate tax return, as filed, if the estate is to be
permitted to perfect its election.

Ill-ustrations of the type of -information that may be supplied
after the initial filing of a notice of election are omitted social se-
curity numbers and addresses of qualified heirs and copies of
written appraisals of the property to be specially valued. This pro-
vision does not, however, permit such appraisals to be obtained
only after the estate tax return is made. Rather, the provision
simply permits the submission of previously obtained appraisals.
Likewise, a notice of election which does not provide a legal de-
scription of the property to be specially valued may not be perfect-
ed unless the notice, as initially filed with the estate tax return,
described the property with reasonable clarity, even though the
full legal description was not provided.

As stated above, an agreement to the current use valuation elec-
tion may be perfected under this provision provided the agreement,
as filed with the estate tax return, evidences substantial compli-
ance with the requirements of the regulations. To be eligible for
perfection, the agreement as originally filed must at a minimum be
valid under State law and must include the signatures of all par-
ties having a present interest or a remainder interest other than
an interest having a relatively small value.1 The right to perfect
agreements is intended to be limited to cases where, for example, a
parent of a minor remainderman, rather than a guardian ad litem
as required under State law, signs the agreement. Similarly, failure
to designate an agent in the agreement as filed may be corrected
under this provision.

7. No gain recognized from net gifts made before March 4, 1981

Present law

Gift tax is the liability of the person making a gift. Satisfaction
of a person's debt or other liability generally results in income to
the person relieved of the liability. The Supreme Court, in Diedrich
v. Comm'r (457 U.S. 191 (1982)), held that a net gift (i.e., a gift in
which the gift tax is paid by the donee of the transferred property)

1 The conferees are aware that the current use valuation provision requires that, when succes-
sive interests or concurrent interests are created in specially valued property, all parties with
any interest in the property must be qualified heirs and all such parties must enter into the
agreement to the election, regardless of the relative values of their interests. The de minimis
rule established in this provision is intended to apply solely as a guideline in determining
whether perfection of an agreement is to be permitted. The guideline is not intended to give rise
to an inference that parties having an interest in specially valued property which has a relative-
ly small value are not required to enter into the agreement or that such persons need not be
qualified heirs.
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results in income to the donor to the extent that this gift tax ex-
ceeds the donor's basis in the transferred property.

House bill
The House bill provides that payment of gift tax by a donee does

not result in income to the donor in the case of net gifts made
before March 4, 1981. The effect of this provision is to reverse the
Supreme Court decision in Diedrich v. Comm'r with respect to net
gifts made before that date.

Senate amendment

No provision.

Conference agreement

The conference agreement follows the House bill.

8. Reformation of certain charitable split-interest trusts

Present law

Trusts having both charities and noncharities as beneficiaries
generally must be structured as unitrusts or annuity trusts to qual-
ify for a charitable deduction. These requirements were enacted by
the Tax Reform Act of 1969.

Certain trusts created before December 31, 1978 (including trusts
created in wills executed before that date) could be reformed
(amended) to satisfy the unitrust, etc. requirements if (1) judicial or
other proceedings were begun before January 1, 1982, and (2) the
trust were amended within 30 days after completion of the proceed-
ings (Code sec. 2055).

Present law includes no rule permitting reformation of defective
charitable split-interest trusts created after December 31, 1978.

House bill
The House bill provides a permanent rule permitting reforma-

tion of charitable split-interest trusts if certain requirements are
satisfied. Under this provision of the House bill, the relative values
of the charity and the noncharity interests in the trust may not
vary by more than 5 percent as a result of the reformation. Addi-
tionally, unless reformation proceedings are begun within 90 days
after the due date of the Federal estate tax return (or the first
trust income tax return if no estate tax return is due), the trust
must, as executed, provide for an annuity trust or unitrust amount.

The provision is effective generally for reformations made after
December 31, 1978.

Senate amendment
The Senate amendment is the same as the House bill, except the

Senate amendment also provides that a reformation is deemed to
occur to the extent that, pursuant to trust provisions, property
passes directly to a charity before the due date of the estate tax
return.

Conference agreement
The conference agreement follows the Senate amendment.
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9. Alternate valuation date election

Present law
The value of property included in an individual's gross estate for

Federal estate tax purposes generally is determined on the date of
the individual's death. However, the executor of an estate may
elect to value all property included in the gross estate as of the al-
ternate valuation date, which generally is the date six months
after the date of the decedent's death. The election to use the alter-
nate valuation date must be made on a timely filed estate tax
return (Code sec. 2032).

House bill
The House bill limits eligibility for the alternate valuation date

election to estates where both the total value of the individual's
gross estate and the amount of estate tax liability are reduced as a
result of the election. The House bill also provides that the alter-
nate valuation date election may be made on the first estate tax
return filed (whether timely filed or late filed). Once an election is
made, it is irrevocable.

The provision is effective for estates of individuals dying after
the date of enactment.

Senate amendment
The Senate amendment is similar to the House bill with the fol-

lowing modifications:
(1) The total estate tax liability of the estate is not required

to be reduced as a result of the election;
(2) The executor must determine in "good faith" that the

value of assets in the gross estate for which no charitable or
marital deduction is allowable is decreased (even though the
value of the gross estate itself may not be decreased);

(3) A late-filed return on which a valid election is made may
not be filed more than one year after the due date for the
return and the principal purpose of the late filing may not be
to make the election; and

(4) The provision is effective for estates of individuals who
died before the date of enactment provided those estates satisfy
the new requirements imposed by the amendment.

Conference agreement
The conference agreement follows the House bill with two modi-

fications. First, as under the Senate amendment, an election may
be made on a late-filed return only if the return is filed within one
year of the due date. (As under the House bill, the election must be
made on the first return filed, and is irrevocable, once made.)

Second, as under the Senate amendment, in addition to applying
to estates of individuals dying after enactment, the conference
agreement applies retroactively to estates that would qualify under
the amended provision had the decedent died after the date of en-
actment. This retroactive effect is available, however, only if the
period of limitations for assessment of estate tax remains open on
the date of enactment, and if the estate makes a claim for refund
within 90 days of enactment.
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B. Excise Tax Provisions

1. Excise tax on sport fishing equipment

Present law

Imposition of tax.-A 10-percent excise tax is imposed on the sale
by a manufacturer, producer or importer of fishing rods, creels and
reels, and artificial lures, baits and flies (including parts and acces-
sories).

Time of payment.-Treasury regulations generally require
monthly or semi-monthly payment of excise taxes. If excise tax li-
ability is more than $2,000 in any month, then tax deposits must
be made semi-monthly during the following quarter.

House bill

Imposition of tax.-There is no provision in H.R. 4170. However,
in H.R. 2163 as passed by the House, the 10-percent tax is expand-
ed to various additional articles of sport fishing equipment, and
supplies and accessories, including tackle boxes. A special 3-percent
tax is imposed on electric outboard motors. These changes are ef-
fective for articles sold after December 31, 1983.

H.R. 2163 continues imposition of the tax at the manufacturer's
level, with a Committee Report statement to indicate that the IRS
is to enforce actively the present-law constructive-sales price rules
to insure that the incidence of the tax be equivalent for all manu-
facturers, producers and importers, regardless of form of business
organization.

Time of payment.-H.R. 2163 changes the time of payment for
the excise tax on sport fishing equipment to require payment on a
quarterly basis: March 31, June 30, September 24, and a date to be
prescribed by Treasury regulations, for the respective prior calen-
dar quarter's tax liability.

Senate amendment

Imposition of tax.-The Senate amendment expands the 10-per-
cent excise tax on sport fishing equipment to include the same ad-
ditional articles as under the House bill except for tackle boxes
which are taxed at a 3-percent rate. The Senate amendment also
applies the 3-percent tax to electric outboard boat motors (as in the
House bill) and certain fish finders (sonar devices suitable for find-
ing fish, except graph recorders, digital type or meter readout de-
vices, with a maximum tax of $30 per item). These changes gener-
ally are effective for articles sold after September 30, 1984, except
that the tax on tackle boxes and fish finders is effective on October
1, 1985.

The Senate amendment replaces the manufacturers tax with a
tax on the last sale before retail (generally the wholesale level
except where an article sold directly from a manufacturer/produc-
er or importer to a retailer). Under a special rule where the last
sale before retail occurs before importation, the tax is imposed on
the importer at the point of entry. This change in the level of the
tax is effective for articles sold after September 30, 1984.

Time of payment.-The Senate amendment excuses small manu-
facturers (i.e., those having gross sales receipts of $100,000 or less
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for the preceding calendar year) from the present-law excise tax de-
posit requirements, thereby enabling these manufacturers to pay
the tax on a quarterly basis with their regular Federal excise tax
return. Other taxpayers must pay the tax as provided under
present law.

Conference agreement
Imposition of tax.-The conference agreement follows the House

bill with regard to the articles subject to tax at the 10-percent rate.
As provided by the House bill and the Senate amendment, electric
outboard boat motors will be subject to tax at a 3-percent rate, and
as provided in the Senate amendment, certain sonar devices suita-
ble for finding fish will be subject to tax (up to a maximum tax of
$30).

The conference agreement generally follows the House bill with
regard to the point at which tax is imposed. Therefore, the excise
tax on sport fishing equipment will continue to be imposed at the
manufacturer's (or importer's) level. However, the conference
agreement provides that tax will be imposed a second time, on the
sale of an article subject to tax by any wholesale distributor or re-
tailer who (1) is a related party to the manufacturer or importer of
the article sold, and (2) acquires the article from an unrelated
party (i.e., from a party other than the manufacturer or importer).
In cases where the tax is imposed a second time on any article, a
credit for prior tax paid is available, provided the wholesale distrib-
utor or retailer can document the amount of tax that actually was
paid previously. This documentation requirement generally will be
considered as satisfied only through submission of copies of actual
records of the party that previously paid the tax. For purposes of
these rules, the term related party generally includes parties de-
scribed in Code section 2670.

The conferees also are concerned that certain manufacturers and
importers of taxable sport fishing equipment are engaged in ar-
rangements that are not covered under the related party rules
adopted above, but that do not represent true arm's-length deal-
ings. Rather these transactions are in substance (if not form) deal-
ings between related parties or are transactions conducted primari-
ly to reduce Federal excise tax. Therefore, the conference agree-
ment provides that, except as provided in Treasury regulations,
certain sales are not to be treated as taxable first sales by a manu-
facturer or importer. Rather, the regulations will provide that tax
is to be imposed on a later sale in such cases. The conferees intend
that these regulations generally will provide that a sale by a manu-
facturer or importer is not to be treated as a taxable first sale for
purposes of this tax unless the party selling the articles (1) con-
ducts all manufacturing or importation transactions and related
documentation in its own name; (2) assumes risks of late delivery
and loss and pays freight, insurance costs, and customs duties (in
the case of importers); (3) has on its payroll the employees who are
engaged in the manufacturing process conducted by it or who are
engaged in all aspects of the importation or other distribution of
articles processed by it, including dealings with manufacturers
with regard to quantity, quality control, design specifications and
shipping; (4) finances the manufacture or purchase of previously
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manufactured articles on its own account; (5) maintains inventories
of the articles in its own name; and (6) earns normal profits (deter-
mined by reference to industry standards) on its sales that are to
treated as taxable first sales.

Finally, the conferees wish to state that they found persuasive
arguments that inadequate State fisheries budgets have necessitat-
ed reductions in staff and programs. State fishery agencies have
collectively indicated a pressing need for over $162 million per year
in additional revenue to manage adequately the nation's recre-
ational fishery resources. The conferees, in establishing this ex-
panded funding source, intend that the new revenues be added to
existing State fishery program funds available from traditional
sources and not as a substitute therefor.

Time of payment.-The conference agreement generally follows
the Senate amendment except all manufacturers and importers are
excused from making deposit requirements in the case of the excise
tax on sport fishing equipment. Under the conference agreement,
the sport fishing equipment excise tax will be payable in full on
the date established by the Treasury Department for filing of the
quarterly return of that tax. The conferees have reached this deci-
sion because of the unique seasonal nature of the market for sport
fishing equipment and intend that this action not be cited as prece-
dent for excusing payers of other Federal excise taxes from deposit
requirements.

Effective date.-The conference agreement is effective for sales
occurring and for payments of tax due after September 30, 1984.

2. Aquatic Resources Trust Fund and Land and Water
Conservation Fund

Present law
Financing of special funds.-Under present law, there is no spe-

cial trust fund for sport fish restoration or for the Federal boating
safety program. However, the sport fish restoration program is
funded by an appropriation of amounts equivalent to the prior
fiscal year revenues from the existing 10-percent excise tax on fish-
ing equipment. The Federal boating safety program is financed
through an appropriation to a special "fund" not having the status
of a trust fund (the National Recreational Boating Safety and Fa-
cilities Improvement Fund). The appropriation is equivalent to rev-
enues attributable to the 9-cents-per-gallon excise tax on motorboat
fuels, up to $45 million per fiscal year for 1983-1988 (with a maxi-
mum fund balance at any time of $45 million). Any excess motor-
boat fuels tax revenues go to the Land and Water Conservation
Fund, along with certain other, nontax monies (including general
appropriation's .

Fund expenditures.-The sport fish restoration program provides
matching funds (up to 75 percent) for State fish restoration and
management projects. A portion (8 percent) of the annual appro-
priation is available to the Secretary of the Interior for Departmen-
tal administrative expenses relating to the program. The balance of
the appropriation is allocated to the States pursuant to a statutory
formula. The Federal boating safety program provides financing for
Federal-State recreational boat safety and facilities improvements
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projects. Currently monies are allocated one-third for boating
safety programs and two-thirds for boating facilities improvement
programs, and are allocated by formula among eligible States.

House bill

Financing of funds.-H.R. 2163, as passed by the House, estab-
lishes the Aquatic Resources Trust Fund. The new Trust Fund
would include two separately financed accounts.

(1) Sport Fish Restoration Account.-This Account is to be fi-
nanced from revenues attributable to (a) the expanded excise tax
on sport fishing equipment; (b) motorboat fuels taxes, to the extent
these revenues exceed the amounts transferred to the Boating
Safety Account and Land and Water Conservation Fund (see
below); and (c) import duties on sport fishing equipment and yachts
and pleasure craft.

(2) Boating Safety Account.-This Account is to be financed by
revenues attributable to the 9-cents-per-gallon motorboat fuels
taxes, up to $45 million per fiscal year for 1983-1988 (with the
present $45 million balance limit).

In addition, the Land and Water Conservation Fund will be lim-
ited to $1 million per fiscal year from the motorboat fuels tax reve-
nues; the other financing sources for that Fund remain the same as
under present law.

Fund expenditures.-H.R. 2163 also expands and redefines the
purposes for which the new Aquatic Resources Trust Fund monies
may be spent for the sport fish restoration and Federal boating
safety programs. (No changes are made in the expenditure pur-
poses for the Land and Water Conservation Fund.)

(1) Sport fish restoration program.-Monies must be allocated eq-
uitably between marine and freshwater sport fishing projects. Each
State is required to allocate a minimum of 10 percent of its pro-
gram monies to projects that improve public access to recreational
boating waters. Also, States are authorized to use up to 10 percent
of their allocation for aquatic resource education programs. Depart-
ment of Interior administrative expenses are limited to 6 percent
per year of the Account's monies.

(2) Federal boating safety program.-Monies will be reallocated so
that (a) two-thirds (up to $30 million per year) are used for State
boating safety programs and (b) one-third (up to $15 million per
year) is made available to the U.S. Coast Guard to defray the costs
of services provided by it for recreational boating safety. Amounts
will no longer be available under this program for boating facilities
improvements. (Amounts will be available for this purpose under
the expanded sport fish restoration program.)

Effective date.-Trust fund monies may be expended for the
period October 1, 1983 through March 31, 1989.

Senate amendment

Financing of funds.-The Senate amendment is generally the
same as the provisions of H.R. 2163, except for the differences in
tax rates on tackle boxes and fish finders (see above).

Fund expenditures.-The Senate amendment is the same as H.R.
2163 regarding the trust fund expenditure purposes.
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Effective date.-Trust fund monies are available for expenditure
for the period October 1, 1984 through March 31, 1989.

Conference agreement
The conference agreement follows the Senate amendment, in-

cluding the provision that the popular name of the Aquatic Re-
sources Trust Fund will be the Wallop-Breaux Fund.

3. Excise tax on certain arrows

Present law
An 11-percent manufacturers excise tax is imposed on the sale of

any bow having a draw weight of 10 pounds or more and of any
arrow measuring 18 inches overall or more in length. Revenues at-
tributable to this tax are appropriated to the Federal Aid to Wild-
life Program ("Pittman-Robertson" fund) for support of State wild-
life programs.

House bill
The House bill contains no provision; however, H.R. 2163, as

passed by the House, expands the tax on arrows to include those
arrows fewer than 18 inches in length which are suitable for use
with a taxable bow (i.e., crossbows). The expanded tax applies to
sales of such arrows after December 31, 1983.

Senate amendment
The Senate amendment is the same as H.R. 2163, except that the

expanded tax applies to sales after September 30, 1984.

Conference agreement
The conference agreement follows the Senate amendment.

4. Exemption of certain helicopter operations from aviation
excise taxes

Present law
Present law provides exemptions from the aircraft fuels and air

transportation taxes for helicopters employed in hard mineral re-
source exploration and mining and in forestry operations provided
the helicopters do not use Federally aided airports or Federal
airway facilities.

House bill

No provision.

Senate amendment
The Senate amendment expands the present exemptions to in-

clude helicopters employed in the exploration and development of
oil and gas. This provision is effective on April 1, 1984.

Conference agreement
The conference agreement follows the Senate amendment.
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5. Superfund excise tax corrections

Present law
Under present law, an excise tax is imposed on certain specified

chemicals to fund the Hazardous Substance Response Trust Fund.
Proposed Treasury regulations would apply this tax to (1) light

hydrocarbons added to motor fuels, and (2) metal compounds occur-
ring temporarily during refining processes. Present law provides an
exemption for fertilizer which is administered by using a certifica-
tion procedure required by statute.

House bill
No provision.

Senate amendment
The Senate amendment makes three technical amendments to

the Hazardous Substance Response Revenue Act of 1980. First,
light hydrocarbons added to gasoline, diesel fuel, and aviation fuel
are exempt from the tax. Second, cupric sulfate, cupric oxide, cu-
prous oxide, lead oxide, zinc chloride, zinc sulfate, and barium sul-
fide are exempt if they have only a transitory presence during
smelting, refining, or extracting metal from ore. Third, the certifi-
cation procedure for the fertilizer exemption is eliminated.

These provisions apply as if included in the Hazardous Substance
Response Revenue Act of 1980.

Conference agreement
The conference agreement follows the Senate amendment with

technical modifications.

C. Income Tax Credits

1. Residential renewable energy tax credits

Present law
Individuals are allowed a 40-percent energy tax credit on expend-

itures up to $10,000 for renewable energy property, which is de-
fined as solar, wind or geothermal property. Qualified property
must be installed in or on a taxpayer's principal residence. Expend-
itures may be made through 1985, and unused credits at the end of
1985 may be carried forward through 1987. The maximum amount
of credits is $4,000.

House bill
No provision.

Senate amendment
Residential renewable energy credits are extended for two addi-

tional years, through 1987. Unused credits may be carried forward
through 1989.

Conference agreement
The conference agreement follows the House bill.
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2. Business energy tax credits

Present law

(a) Solar, wind, geothermal and ocean thermal property.-Quali-
fled property is eligible for a 15-percent energy tax credit, which
will expire at the end of 1985.

(b) Rules for geothermal property.-Qualified geothermal equip-
ment is defined as being necessary to transmit or use energy from
an underground reservoir. The energy consists of natural heat
which is stored in rocks, liquid or vapor, and has a temperature ex-
ceeding 50 degrees Celsius (122 degrees Fahrenheit). This definition
also applies to residential geothermal sources.

(c) Dual purpose equipment.-Under current regulations, equip-
ment that serves both geothermal and nongeothermal functions
does not qualify for the energy tax credit; however, emergency
backup systems are not disqualified.

(d) Biomass property.-A 10-percent energy credit is available for
qualified biomass property that is placed in service through 1985
and produces a qualified fuel from an alternate substance, i.e., nei-
ther oil, gas or one of their products.

(e) Shale oil hydrogenation equipment.-The 10-percent energy
credit for shale oil equipment used through the retorting process
and for equipment for hydrogenation or other processes subsequent
to retorting in the vicinity of the extraction site expired after 1982,
except for an affirmative commitment rule. Hydrogenation equip-
ment is not eligible for the credit under the affirmative commit-
ment rule.

(f) Tar sands equipment.-No provision.
(g) Affirmative commitment.-Energy credits which expired after

1982 remain available after their statutory expiration date for
projects that require 2 or more years for completion, if (1) all engi-
neering studies have been completed, and all necessary construc-
tion and environmental permits have been filed for, before 1983, (2)
binding contracts for 50 percent of specially designed equipment
have been entered into before 1986, and (3) the project is completed
and placed in service before 1991.

(h) Photovoltaics.-Photovoltaic cells are eligible for the 15-per-
cent solar credit through 1985.

House bill

No provision.

Senate amendment

(a) Solar, wind, geothermal, and ocean thermal property.-The
credit is extended at the 15-percent rate for 3 years, through 1988.

(b) Rules for geothermal property.-The qualifying temperature
threshold is reduced to 40 degrees Celsius (104 degrees Fahrenheit),
as measured at the wellhead or at the intake to the distribution
system. This change applies also to geothermal sources for residen-
tial renewable energy systems.

(c) Dual purpose equipment.-Equipment that serves dual func-
tions will qualify for the credit in equal percentage to the geother-
mal use, if at least 50 percent of the use is for geothermal pur-
poses.
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Geothermal equipment also will qualify for the regular invest-
ment credit, if the equipment is used for geothermal purposes at
least 50 percent of the time, and the remaining energy requirement
is supplied by an alternate substance, i.e., neither oil, gas or one of
their products. This rule does not change the present law rules re-
lating to structural components.
(d) Biomass property.-The credit for qualified biomass property

is extended for an additional 3 years, through 1988. Qualifying
property also will include methane-containing gas for fuel or elec-
tricity which is produced by anaerobic digestion from nonfossil
waste materials at farms or other agricultural facilities, and at fa-
cilities for the first processing of agricultural products.

The extension of the credit will not apply, however, to biomass
property used in a trade or business that is included in the forest
or paper products industries.
(e) Shale oil hydrogenation equipment.-Hydrogenation equip-

ment that qualified for the energy credit before 1983 will continue
to qualify under the extension of the affirmative commitment
rules, (g) below.
(f) Tar sands equipment.-The 10-percent energy credit is made

available for tar sands equipment, which includes mining, quarry-
ing and extraction equipment through extraction of oil and other
processing (including hydrogenation), but the credit will not be
available for equipment used in refining. December 31, 1988, is the
intended termination date for the credit, and the affirmative com-
mitment rule will apply, as extended in (g) below.
(g) Affirmative commitment rules.-

(1) Synthetic fuels projects.-The rules requiring completion
of certain actions by specific dates are deferred by several
years for synthetic fuels projects that involve coal, shale oil
and tar sands, if (1) required studies and filings for permits are
completed before 1987, (2) binding contracts are entered into
for 50 percent of specially designed equipment before 1990, and
(3) the project is completed and placed in service before 1993.
(2) Renewable energy sources.-The expiration date of the

energy credit for solar, wind, geothermal, and ocean thermal
equipment is extended for one additional year, through 1989, if
required studies and permit filings are completed before Janu-
ary 1, 1989, and (2) binding contracts are entered into for 50
percent of specially designed equipment before July 1, 1989.

(h) Photovoltaic equipment.-Photovoltaic property will become
eligible for a 25-percent energy credit for 1985 and 1986, a 20-per-
cent energy credit for 1987, and a 15-percent energy credit for 1988.
These credits are available in lieu of the 15-percent renewable
energy credit that is extended through 1988.

Qualified property includes equipment which is an integral part
of a system that converts sunlight directly into electricity, and (2)
structures that house or support eligible equipment. Photovoltaic
equipment is not eligible for the solar and wind energy credits and
does not include public utility property. The at-risk rules which
apply to the investment credit will apply also to the energy credit
for photovoltaic equipment.
The photovoltaic equipment energy credit will be available for

property placed in service on or after January 1, 1985.
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(i) Effective date.-The revisions in the provisions for business
energy credits are effective on the date of enactment unless an-
other date is specified.

Conference agreement

The conference agreement follows the House bill. The conferees
understand that the House will hold hearings on the expiring cred-
its so that informed decisions can be made in 1985 about whether
to extend these credits.

3. Definition of new property for tax credit purposes

a. Energy property

Present law
Regular investment tax credits and energy property tax credits

are allowed with respect to certain kinds of new property. In deter-
mining whether property is new property for purposes of the regu-
lar investment credit, property subject to a lease is treated as origi-
nally placed in service not earlier than the date the property is
used under the lease, but only if the property is leased within 3
months of the date it is in fact placed in service. No similar rule
applies in determining whether property is new for purposes of the
energy property tax credit.

House bill

No provision.

Senate amendment
Under the Senate amendment, the 3-month rule, as amended by

the bill, is applicable in determining whether property is new for
regular investment credit purposes is applicable in determining
whether property is new for energy property credits as well.

The provision is effective for property placed in service after
April 11, 1984.

Conference agreement
The conference agreement follows the Senate amendment.
It is clarified that the provision is effective for property in fact

placed in service after April 11, 1984.

b. Investment credit property

Present law
Investment tax credits are allowed with respect to certain kinds

of new property. In determining whether property is new property
for this purpose, property subject to a lease is treated as originally
placed in service not earlier than the date the property is used
under the lease, but only if the property is leased within 3 months
after such property is placed in service (sec. 48(b)).

House bill

No provision.
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Senate amendment
For investment credit purposes, the 3-month rule is limited to

sale-leasebacks. Thus, only in the case of property which is origi-
nally placed in service by a person and which is sold and leased
back by such person within 3 months of the date such property was
originally placed in service will such property be treated as origi-
nally being placed in service not earlier than the date it is used
under the, lease. The rule is also made applicable for purposes of
the energy property tax credit.

The provision is effective for property placed in service after
April 11, 1984.

Conference agreement
The conference agreement generally follows the provision in the

Senate amendment.
The conferees understand that taxpayers buying property from a

manufacturer often take delivery of it and place it in service before
they have their financing in place. Shortly after they place it in
service, the property may be sold (or the purchase order assigned)
by such taxpayer to another taxpayer who then leases it to the
first taxpayer. The conferees intend the 3-month rule to be applica-
ble in that case. Therefore, the conference agreement clarifies that
the 3-month rule applies if the person who originally placed the
property in service leases it within 3 months of having originally
placed it in service.

It is clarified that the provision is effective for property in fact
placed in service after April 11, 1984.

4. Extension of targeted jobs tax credit

Present law
The targeted jobs tax credit is available for wages paid to individ-

uals who (1) begin work for an employer before January 1, 1985,
and (2) are included in one of 9 categories of individuals who are
economically disadvantaged or handicapped or who receive public
assistance. The credit generally is 50 percent of the first $6,000 of
wages paid in the first year of employment and 25 percent in the
second year of employment.

An authorization of appropriations for funds to administer the
certification of eligible individuals expires after fiscal year 1984.

To claim the targeted jobs credit for wages paid to a targeted
group member, an employer must receive or request a certification
that a new employee is a member of a targeted group on or before
the day the individual begins work for-the employer.

House bill
No provision.

Senate amendment
The Senate amendment extends the targeted jobs tax credit to

apply to individuals who begin work for the employer before Janu-
ary 1, 1988, and extends the authorization for administrative funds
through fiscal year 1987.
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The Senate amendment extends the deadline for requesting certi-
fication to 5 days after the individual begins work for the employ-
er, if the individual has received a "voucher" (i.e., a preliminary
determination of targeted group eligibility) on or before the day the
individual begins work for the employer.

Conference agreement
The conference agreement follows the Senate amendment, with

modifications. First, the credit is extended for one year, to apply to
individuals who begin work for the employer before January 1,
1986, and the authorization of administrative funds is extended
through fiscal year 1985. Second, the credit is amended to treat a
successor employer as if it were the predecessor for purposes of
computing the amount of credit. Third, the conference agreement
provides that the credit is allowed with respect to the remunera-
tion of an employee who performs services for another person only
if the payment by the other person to the employer exceeds the re-
muneration paid by the employer to the employee. This change is
intended to prevent employers from lending or donating the serv-
ices of individuals on their payroll to tax-exempt or other organiza-
tions which do not have sufficient tax liability to take advantage of
the credit. Fourth, the credit is amended to provide that the age
requirements of a summer youth employee are tested on the basis
of the employee's age on May 1, if later than the hiring date. Fifth,
the conference agreement deletes an obsolete provision dealing
with the beginning of the 1-year credit eligibility period for voca-
tional rehabilitation referrals.

5. Earned income tax credit

Present law

Certain individuals or couples with children are allowed a re-
fundable tax credit equal to 10 percent of the first $5,000 of earned
income, for a maximum credit of $500. The maximum credit is
phased down to zero as income increases from $6,000 to $10,000.

House bill

No provision.

Senate amendment
The Senate amendment increases the rate of the credit to 10.5

percent and, thus, the maximum credit to $525, and raises the
income level at which the credit is fully phased out to $11,000. The
provision is effective for taxable years beginning after December
31, 1984.

Conference agreement

The conference agreement increases the rate of the credit to 11
percent and, thus, the maximum credit to $550, and raises the
income range over which the credit is phased out to $6,500 to
$11,000. The provision is effective for taxable years beginning after
December 31, 1984.
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The conference agreement also provides that the amount of
credit allowed is reduced by the amount of a taxpayer's liability for
alternative minimum tax.

6. Investment tax credit for soil and water conservation expendi-
tures; increase in cost recovery period for single purpose agri-
cultural structures

(a) Soil and water conservation credit

Present Law

A taxpayer may elect to deduct (i.e., expense) certain expendi-
tures for the purpose of soil or water conservation that would oth-
erwise be added to his or her basis in the land on which the conser-
vation activity occurs (Code sec. 175). Deductible expenditures in-
clude amounts paid for items such as grading, terracing, and con-
tour furrowing, the construction of drainage ditches, irrigation
ditches, dams and ponds, and the planting of wind breaks. Also in-
cluded assessments levied by a soil or water conservation drainage
district are deductible under this provision to the extent those ex-
penditures would constitute deductible expenditures if paid directly
by the taxpayer.

The cost of acquiring or constructing machinery or facilities that
is depreciable may not be expensed. In the case of depreciable
items such as irrigation pumps, concrete dams, or concrete ditches,
the taxpayer is allowed to recover his or her cost only through cost
recovery allowances and only if he or she owns the asset. Certain
depreciable assets also are eligible for the regular 10-percent in-
vestment credit.

Certain costs incurred in connection with soil and water conser-
vation are deductible as trade or business expenses without regard
to section 175. For example, interest expenses and property taxes
are deductible as current expenses. Similarly, the cost of repairs to
a complete soil or water conservation structure are deductible as
current expenses. Certain other capital expenditures made primari-
ly to produce an agricultural crop are deductible expenses (secs.
180 and 182), but are not treated as soil or conservation expendi-
tures under section 175, because such expenditures only incidental-
ly may conserve soil.

The deduction for soil and water conservation expenditures
under section 175 is limited in any one year to 25 percent of the
gross income derived by the taxpayer from farming. Any excess
amount is carried forward to succeeding taxable years.

House bill

No provision.

Senate amendment
The Senate amendment provides a nonrefundable 10 percent in-

vestment credit for certain soil and water conservation expendi-
tures. The credit is available with respect to (1) qualified expendi-
tures otherwise chargeable to the basis of the land on which the
conservation activity occurs, and (2) certain expenditures by dis-
trict conservation authorities. The credit is available only to per-
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sons engaged in the business of farming the land on which the con-
servation improvements are made.

Types of qualified property

Qualified soil conservation improvements

Property that is eligible for the conservation credit consists of
any improvements which are certified to the Secretary of the
Treasury by the Soil Conservation Service of the Department of
Agriculture as (1) consistent with state-of-the-art conservation prac-
tices and (2) making a major contribution to the conservation of
soil or water on qualified land. A separate certification must be
made with respect to each conservation project for which a credit is
claimed.

Eligible soil conservation improvements include generally diver-
sion, floodwater retarding, and multiple-purpose dams; fencing for
protection of conservation cover; field windbreaks; filter strips,
grade stabilization structures; grassed waterways or outlets; live-
stock water pipelines; sediment control ponds and basins; terracing;
tree planting for erosion control and/or conservation cover; waste
management systems; and any other improvements specified under
Treasury Department regulations.

District conservation property

In addition to soil and water conservation property that is ac-
quired directly by a taxpayer, the portion of assessments levied by
a soil and water conservation district authority to finance qualified
expenditures made by the authority is creditable by the person
paying the assessment.

Qualified land

Expenditures are eligible for a soil conservation credit only if the
expenditures are for otherwise qualifying improvements to land lo-
cated in the United States which was owned entirely by a United
States citizen and, as stated above, is used by the owner in the
business of farming.

Coordination with certain expensing provisions
No credit is allowable with respect to any expenditure for which

a deduction is claimed under present Code section 175 (soil and
water conservation expenditures), section 180 (fertilizer, etc. costs),
or section 182 (land clearing expenses). In addition, in applying the
present limitations on the maximum amount of those deductions
under section 175 and section 182 (e.g., 25 percent of gross farming
income under sec. 175 and the lesser of 5 percent of taxable farm-
ing income or $5,000 under sec. 182), expenditures with respect to
which a credit is claimed are treated as if the expenditures have
been deducted. For example, if a taxpayer claims a credit with re-
spect to $10,000 of soil conservation expenditures, the taxpayer is
treated as if the $10,000 has been deducted under section 175 in de-
termining the taxpayer's maximum allowable deduction under that
provision. The provision does not expand the types of expenditures
for which a deduction presently is available under section 175, 180,
or 182.
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Other rules governing the credit

Certain highly erodible land

The credit is not available for expenditures made with respect to
highly erodible land, as classified by the (Soil Conservation Serv-
ice), if the expenditures are made in connection with conversion of
that land from range land to crop land.

-Maximum amount of credit

The soil conservation credit may not exceed 25 percent of a tax-
payer's gross income derived from farming in any year. This limita-
tion is in addition to the rule limiting investment credits generally
to no more than 85 percent of tax liability in excess of $25,000.

Credit not allowed for expenditures financed with nontaxable
grants

No credit is allowable with respect to conservation property fi-
nanced with a grant from the Federal Government, or a State or
local government, to the extent that the grant is not included in
the taxpayer's gross income when received.

Carryover of unused credit and basis adjustment

The rules permitting carryforwards and carrybacks of invest-
ment credits generally apply to the credit for soil and water conser-
vation expenditures. Additionally, an adjustment to the basis of the
property equal to one-half of the credit amount is required.

Limitation on cost recovery deductions

Cost recovery deductions for any irrigation property with respect
to which an investment credit is claimed must be computed using
the straight-line method over the appropriate ACRS period rather
than the accelerated method otherwise available.

Recapture of credit in certain circumstances

The soil and water conservation credit is recaptured if the tax-
payer disposes of the land on which creditable improvements are
made within 5 years after the conservation property is placed in
service. In addition, the credit is recaptured if the taxpayer claim-
ing the credit ceases to carry on the business of farming on the
qualified land within 5 years after that date.

Effective Date

The provisions of the bill apply generally to taxable years begin-
ning after December 31, 1984.

Conference agreement

The conference agreement follows the House bill.

(b) Single purpose agricultural and horticultural structures

Present law

Single purpose, agricultural and horticultural structures qualify
as 5 year property for ACRS purposes.
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House bill

No provision.

Senate amendment

Single purpose agricultural and horticultural structures are
treated as 15 year real property depreciable at a rate no more
rapid than the 150 percent declining balance method.

This provision applies to property placed in service after date of
enactment; however, a transitional rule exempts property where
taxpayer had a binding contract to acquire or construct the proper-
ty, or had commenced construction, before the date of enactment.

Conference agreement

The conference agreement follows the House bill.

7. Alternative test for definition of qualified rehabilitated building

Present law

A three-tier system of rehabilitation credits is provided for quali-
fied expenditures incurred in connection with certain buildings.
The credit is equal to 15 percent of qualified expenditures in the
case of buildings at least 30 years old, but fewer than 40 years old.
In the case of buildings at least 40 years old, the credit is equal to
20 percent of qualified expenditures, and in the case of certified
historic structures, the credit is equal to 25 percent of qualified ex-
penditures.

A building qualifies for the rehabilitation credits only if (among
other requirements) at least 75 percent of the building's external
walls are retained in place as external walls after completion of
the rehabilitation.

House bill

No provision.

Senate amendment

The Senate amendment provides an alternative to the require-
ment that 75 percent of the building's external walls be retained in
place as such. The alternative test requires that at least 50 percent
of the building's external walls be retained in place as external
walls, that at least 75 percent of the building's external walls be
retained in place as either external walls or internal walls, and
that at least 75 percent of the building's internal structural frame-
work be retained in place.

The provision is effective for expenditures after December 31,
1983, in taxable years beginning after that date.

Conference agreement

The conference agreement follows the Senate amendment.
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D. Provisions Relating to Research and Vocational Education

1. Incremental research tax credit

Present law

A 25-percent tax credit applies to the excess of qualified research
expenditures incurred by a taxpayer during the year in carrying on
a trade or business over the average of the taxpayer's research ex-
penditures in a three-year base period (sec. 44F). The credit is
scheduled to terminate after 1985.

The section 44F credit provision generally defines research by
cross-reference to section 174, under which a current deduction is
allowed for research and development costs in the experimental or
laboratory sense. The amount of the section 174 deduction is not
reduced by any amount of the section 44F credit.

Under present law, expenditures eligible for the credit consist
of-

(1) "in-house" expenditures for research wages and supplies
used in research, plus certain amounts paid for research use of
computers, laboratory equipment, or other personal property;

(2) 65 percent of amounts paid by the taxpayer for contract
research conducted on its behalf; and

(3) if the taxpayer is a corporation, 65 percent of its expendi-
tures (including grants or contributions) for basic research to
be performed by universities or certain scientific research orga-
nizations.

House bill

No provision.

Senate amendment

Under the Senate amendment, the 25-percent incremental re-
search credit is riade permanent.

The Senate amendment provides a statutory definition of credit-
eligible research expenditures. The new definition is intended to
target the credit to technological innovations developed through a
process of experimentation relating to new or improved function or
performance (rather than to style, taste, cosmetic, or seasonal
design factors). The costs of computer software developed for the
taxpayer's internal use are eligible for the credit only if the soft-
ware is used in research or certain production processes, or in lim-
ited circumstances where meeting a high threshold of innovation
as defined in Treasury regulations.

The Senate amendment also provides a new 25-percent nonincre-
mental credit for the excess of (1) 65 percent of corporate contract
expenditures or grants for basic research at universities or other
qualified organizations over (2) the sum of the greater of two fixed
maintenance-of-efforts floors (relating to 1981-83 research expendi-
tures) plus an amount relating to university nonresearch contribu-
tions in a base period. Certain other modifications are made to the
university basic research provision.

Under the Senate amendment, qualified research expenditures of
startup corporations, of existing corporations for new trades or



1260

businesses, and of certain partnerships will become eligible for the
credit in certain circumstances.

These provisions apply to taxable years beginning after 1984.

Conference agreement

The conference agreement does not include the Senate amend-
ment.

2. Deduction for certain research equipment donations by
corporations to universities

Present law

Corporations are allowed an augmented charitable deduction for
donations of newly manufactured scientific equipment to universi-
ties for research use in the physical or biological sciences (sec.
170(e)(4)). This increased deduction is generally for the sum of (1)
the corporation's costs of producing the donated property (basis)
plus (2) one-half of the difference between the property's fair
market value and the donor's cost basis in the property, but cannot
exceed twice the basis of the property.

House bill

No provision.

Senate amendment

Under the Senate amendment, the augmented charitable deduc-
tion provision for corporate donations of research equipment is ex-
panded, for taxable years beginning after 1984-

(1) to cover donations of used (as well as new) equipment, re-
placement parts, and new computer software, and to cover
technological (as well as scientific) equipment;

(2) to allow certain educational (as well as research) uses for
donated equipment;

(3) to include as eligible donees a tax-exempt association of
universities, and (by floor amendment by Sen. Kennedy, agreed
to by voice vote) certain State-owned instrumentalities associ-
ated with universities; and

(4) to cover equipment produced or assembled (as well as
equipment manufactured) by the donor.

Used property qualifies only if donated within three years after
first used by the donor corporation, and only if worth more than
$250. The augmented deduction for used property will equal 150
percent of the donor's original basis, less accumulated depreciation
(e.g., for fully depreciated equipment, 50 percent of the original
basis), or fair market value if less.

Conference agreement

The conference agreement does not include the Senate amend-
ment.
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3. Payments and loan forgiveness received by graduate science
students

Present law

Gross income generally does not include amounts received as a
scholarship at a university or as a fellowship grant, other than as
compensation (sec. 117). In general, income is realized when indebt-
edness is cancelled (sec. 61(a)(12)).

House bill

No provision.

Senate amendment

Under the --Senate amendment, gross income will not include
amounts received-by graduate- students in certain scientific fields
as a scholarship, fellowship grant, or qualified student loan forgive-
ness, notwithstanding that the recipient is required to perform
future teaching services for any of a broad class of universities,
provided that such amounts are not received as compensation. This
provision is effective for taxable years beginning after 1984.

Conference agreement

The conference agreement does not include the Senate amend-
ment.

4. Deduction for vocational education equipment donations to
certain donees

Present law

In general, the amount of charitable deduction for a donation of
inventory property is limited to the donor's basis in the property
(sec. 170(e)). The augmented deduction rule for corporation dona-

-tions of -newly manufactured scientific -equipment to universities
for research does not -apply to donations of vocational education
equipment.

House bill

No provision.

Senate amendment

The Senate amendment provides an augmented charitable deduc-
tion for .corporate donations of newly manufactured technical and
scientific equipment for certain vocational education uses, if the
value .of the donated item exceeds $250, and if certain other re-
quirements are satisfied. (The- augmented deduction is not available
for. donations of- computer software, microcomputers, or certain
other computers.) The eligible donees are public community colleg-
es, public technical institutes, and certain area vocational educa-
tion schools.

The augmented deduction under.the Senate amendment is gener-
ally for the sum of (1) the corporation's costs of producing the do-
nated property (basis) plus (2) one-half of the, difference between
the property's fair market value and the donor's cost basis in the
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property, but cannot exceed twice the basis of the property. This
provision applies to contributions made after 1984.

Conference agreement

The conference agreement does not include the Senate amend-
ment.

5. Vocational education instruction tax credit

Present law

There is no special tax credit relating to vocational education in-
struction.

House bill

No provision.

Senate amendment
Under the Senate amendment, a tax credit is allowed to a corpo-

ration for providing qualified teachers from its employees for post-
secondary vocational education courses or for hiring qualified voca-
tional education instructors on a temporary basis. The amount of
the credit is $100 for each course taught by an employee (up to five
courses), plus $100 for each instructor temporarily hired by the cor-
poration, subject to an overall limitation of $20,000 per year.

This provision is effective for taxable years beginning after 1984.

Conference agreement
The conference agreement does not include the Senate amend-

ment.

6. Extension of moratorium on application of research and
experimental expense allocation regulation

Present law
The foreign tax credit is limited so that it cannot offset U.S. tax

on U.S. source taxable income. In general, the Code requires alloca-
tion of all expenses between U.S. and foreign source gross income
to determine U.S. and foreign source taxable income. A Treasury
Regulation (sec. 1.861-8) rule generally requires taxpayers with for-
eign source income from products in an area in which the taxpay-
ers do U.S. research to allocate part of their U.S. research and ex-
perimental expense against their foreign source income. In 1981,
Congress suspended this rule for two years, so that research ex-
penditures made for research conducted in the United States are
allocated against U.S. source gross income only. The moratorium
generally expires for taxable years following a taxpayer's second
taxable year commencing after August 13, 1981.

House bill

No provision.

Senate amendment
The Senate amendment effectively extends for two years the

moratorium on the application of the research and experimental
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expense allocation rules of Treas. Reg. sec. 1.861-8. For taxable
years beginning on or before August 13, 1985, all of a taxpayer's
research and experimental expenditures attributable to research
activities conducted in the United States will be allocated to U.S.
source gross income for purposes of computing U.S. source and for-
eign taxable income and taxable income from sources partly within
and partly without the United States.

Conference agreement

The conference agreement follows the Senate amendment with a
clarification of the effective date provision. The conference agree-
ment provides that the extension of the moratorium on application
of the Treasury's research and experimental expense allocation
rule will generally apply to a taxpayer's taxable years beginning
after August 13, 1983 and before August 1, 1985. However, in the
event the taxpayer's third taxable year commencing after August
13, 1981 does not begin during this period, the extension of the
moratorium applies to that taxable year also.

The moratorium applies only to the allocation of research ex-
penses for the purpose of geographic sourcing of income. It does not
apply for other purposes, such as the computation of combined tax-
able income of a DISC (or FSC) and its related supplier.

E. Capital Gains and Losses

1. Decrease in capital loss offset against ordinary income

Present law

Capital losses are deductible in full against capital gains. For in-
dividuals, the excess of capital losses over capital gains can be de-
ducted against only $3,000 (or specially defined taxable income, if
less) of ordinary income each year, with unlimited carryovers to
future years.

Post-1969 long-term losses must be reduced by 50 percent when
being deducted against ordinary income.

House bill

No provision.

Senate amendment
The Senate amendment decreases the amount of ordinary

income against which capital losses may be deducted by individuals
to $1,000. The amendment also treats pre-1970 loss carryovers
under the rules for post-1969 losses.

The provision applies to taxable years beginning after December
31, 1984.

Conference agreement
The conference agreement does not reduce the $3,000 limit

against which losses may be deducted. The agreement treats pre-
1970 losses under the post-1969 loss rules for taxable years begin-
ning after December 31, 1986.

5-426 0 84 80
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2. Decrease in holding period for long-term capital gains

Present law

Gains or losses on capital assets held for more than one year are
considered long-term capital gains or losses. For individuals, 60 per-
cent of the net capital gain is excluded from income. Corporations
have the option of paying an alternative tax of 28 percent on net
long-term capital gain.

House bill

No provision.

Senate amendment

The Senate amendment decreases the holding period for long-
.term capital gains from one year to six months.

The provision applies to assets acquired after February 29, 1984.

Conference agreement

The conference agreement generally follows the Senate amend-
ment. However, the six-month holding period will apply to assets
acquired after June 22, 1984, and before January 1, 1988.

F. Miscellaneous Housing Provisions

1. Disaster loss deduction for condemned residences

Present law

Nonbusiness casualty losses over $100 are allowed as itemized de-
ductions to the extent the total amount of such losses exceeds 10
percent of the taxpayer's adjusted gross income. Generally, the de-
duction is available only when the casualty (e.g., storm, flood, or
earthquake) causes actual physical damage to the taxpayer's prop-
erty.

House bill
The House bill provides that certain taxpayers whose residences

are located in a Federally declared disaster area, and who are or-
dered by a State or local government to demolish or relocate their
residences, may deduct any loss attributable to the disaster as a
casualty loss. The provision applies to taxpayers whose residences
have been rendered unsafe for use as a residence as a proximate
result-of the disaster. At the taxpayer's election, these losses may
be deducted for the year preceding the year in which the demoli-
tion or relocation order was made.

This provision applies to taxable years beginning after December
31, 1981, with.-respect to areas' determined after that date to war-
rant Federal disaster assistance.

Senate amendment

No provision.

Conference agreement

The conference agreement follows the House bill.
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2. Cooperative housing corporations

a. Pass-through of interest and tax deductions to tenant-
stockholders

Present law

Qualification for pass-through treatment

Tenant-stockholders in cooperative housing corporations may
deduct their proportionate share of mortgage interest and real
estate taxes paid by the cooperative. To qualify for this pass-
through treatment, 80 percent of the cooperative's gross income
must be derived from tenant-stockholders. In addition, a tenant-
stockholder must have the right to occupy a house or apartment
solely by reason of owning cooperative stock.

Generally, only individuals qualify as tenant-stockholders. How-
ever, certain original sellers of property to a cooperative (including
corporations, partnerships, and other entities) may qualify as
tenant-stockholders for up to three years after acquiring stock in
the cooperative. This treatment applies even if the cooperative re-
serves the right to approve occupancy by any nominee of such
entity. Additionally, a bank or other lending institution obtaining
cooperative stock by foreclosure is treated as a tenant-stockholder
for up to three years, even if the cooperative retains the right to
approve occupancy by the bank or its nominee.

Allowance for depreciable property

A tenant-stockholder using depreciable cooperative property in a
trade or business is allowed a special deduction with respect to his
cooperative stock. This deduction is generally limited to that por-
tion of the taxpayer's adjusted basis for his stock which is allocable
to the depreciable property, with no carryover of excess deductions.

House bill

No provision.

Senate amendment

Extension of pass-through treatment to non-individual enti-
ties

The Senate amendment expands the definition of tenant-stock-
holder to include non-individual entities (including corporations,
trusts, estates, partnerships, associations, or companies) which oth-
erwise meet the requirements applicable to tenant-stockholders.
These entities may therefore qualify for a pass-through of interest
and tax deductions. This treatment applies even if, by agreement
with the cooperative, a nominee of such entity may not occupy a
house or apartment without prior approval of the cooperative.

The special rules regarding original sellers and foreclosures by
lending institutions are made unnecessary by this change and are
therefore repealed. However, under the Senate amendment, a coop-
erative's right to approve any occupant does not affect the tenant-
stockholder status of certain original sellers of property (including
an individual or a non-individual entity) to the cooperative. Addi-
tionally, where any person (including an individual or a non-indi-
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vidual entity) acquires stock in a cooperative by operation of law
(e.g., by inheritance or foreclosure), the cooperative's right to ap-
prove any occupant does not affect the tenant-stockholder status of
such person.

This provision is effective on the date of enactment.

Treatment of depreciable property

The Senate amendment allows deductions exceeding the taxpay-
er's allocable basis for his stock to be carried over to succeeding
taxable years. However, the Senate amendment further provides
that no deduction may be allowed for any amount paid or accrued
to the cooperative (in excess of proportionate interest and real
estate taxes) to the extent that, under Treasury regulations, such
amount is properly allocable to amounts chargeable to the coopera-
tive's capital account. This rule generally prevents a tenant-stock-
holder from obtaining deductions for the capital costs of his cooper-
ative unit more quickly than if he had owned the unit outright.

This provision is effective on the date of enactment.

Conference agreement

The conference agreement does not include the Senate provision.

b. Allocation of certain property taxes

Present law

A tenant-stockholder's proportionate share of rent or property
taxes, for deduction purposes, is equivalent to the portion of cooper-
ative stock owned by the tenant-stockholder. This rule applies even
where special property taxes (e.g., certain California property
taxes) are imposed on certain tenant-stockholders out of proportion
to the value of their stock.

House bill

No provision.

Senate amendment

The Senate amendment provides that where a State or locality
imposes tax based on a separate appraisal for some or all of the
units in a house or apartment building, each tenant-stockholder's
proportionate share of such taxes is to be the amount allocated to
his unit under the applicable tax law. Thus, deductions are allocat-
ed among the tenant-stockholders according to the actual amount
of such taxes each tenant-stockholder is required to pay.

This provision is effective for State tax years ending in 1984 or
later years.

Conference agreement

The conference agreement does not include the Senate provision.

3. Sale-leasebacks of principal residences by taxpayers 55 or older

Present law

Qualification of a transaction involving a principal residence as a
valid sale-leaseback is sometimes uncertain. Recognition of a trans-
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action as a sale-leaseback may entitle the purchaser to certain tax
benefits associated with ownership of property (e.g., cost recovery
allowances). The seller may be entitled to claim the one-time exclu-
sion for gain on the sale of a residence (sec. 121) and other tax ben-
efits.

House bill

No provision.

Senate amendment

The Senate amendment provides a safe harbor and certain tax
benefits for qualified sale-leasebacks of principal residences by tax-
payers 55 or older. A sale-leaseback qualifies for this special treat-
ment if the seller has attained the age of 55 before the date of the
transaction and has owned and used the property as his or her
principal residence for at least three of the five immediately pre-
ceding years. Such property must never have been depreciable
property in the seller's hands. The sale price must be a fair market
value amount, taking into account the burden of the lease on the
property. The seller-lessee must retain occupancy rights in the
property pursuant to a written lease requiring the payment of a
fair rental. Finally, the purchaser-lessor must be a person who is
entitled to the benefits, and contractually responsible for the risks
and burdens, of ownership after the date of the transaction.

A qualified sale-leaseback does not include a sale-leaseback in-
volving related parties or in which the purchaser-lessor is a tax
shelter. For this purpose, a tax shelter is any partnership or other
enterprise in which interests have been publicly offered or which is
described in section 6661(b) of the Code.

The seller in a qualified sale-leaseback may elect to exclude gain
from the sale to the extent provided in section 121. The seller's
gain will not include the excess of the fair market value of any oc-
cupancy rights retained by the seller over the rent payable under
the lease. Furthermore, any discount in the purchase price attrib-
utable to the leaseback by the seller is excluded from the gross
income of the purchaser.

If the purchaser-lessor in a qualified sale-leaseback purchases an
annuity for the seller-lessee as part of the consideration for the
property, the cost of the annuity is deemed to be received by the
seller in the year of the sale. This amount is treated as an invest-
ment by the seller-lessee in the annuity contract for purposes of
section 72.

Although the purchaser-lessor will be entitled to claim deprecia-
tion on the property as the sole owner, such depreciation must be
computed using the straight-line method and a 40-year useful life.

Any sale-leaseback transaction covered by the bill will, for pur-
poses of section 183, be presumed to be one engaged in for profit
unless the Secretary of the Treasury establishes to the contrary.

These provisions are effective for sales or exchanges after the
date of enactment but prior to December 31, 1988.

Conference agreement

The conference agreement does not include the Senate provision.
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4. Deductibility of mortgage interest and taxes paid out of tax-free
allowances for military personnel and ministers

Present law

Deductions are disallowed for expenses allocable to tax-exempt
income (Code sec. 265(1)). In January 1983, the IRS ruled that a
minister may not take deductions for mortgage interest and real
estate taxes on a residence to the extent that such expenditures
are allocable to tax-free housing allowances provided for ministers
under section 107 (Rev. Rul. 83-3, 1983-1 C.B. 72). This disallowance
rule generally applies beginning July 1, 1983. However, for a minis-
ter who owned and occupied a home before January 3, 1983 (or had
a contract to purchase a home before that date), the deduction dis-
allowance rule will not apply until January 1, 1985, with respect to
such home (IRS Ann. 83-100).

In December 1983, the IRS announced that it was studying
whether members of the Armed Forces are entitled to deduct inter-
est and property taxes to the extent they receive tax-free housing
allowances from the Federal Government. The IRS stated that any
determination on the issue that would adversely affect military
personnel would not be applied to amounts paid before 1985 (IR 83-
161).

House bill

No provision.

Senate amendment

The Senate amendment precludes application of the deduction
disallowance rule under Code section 265(1) to mortgage interest
and real estate taxes paid or incurred before January 1, 1986, by a
minister or member of the Armed Forces.

Conference agreement

The conference agreement generally follows the Senate amend-
ment, with modifications, as applied to ministers. The conference
agreement does not include the language of the Senate amendment
(or any other provision) applicable to members of the Armed
Forces.

In the case of ministers, the conference agreement extends until
January 1, 1986 the transitional rule date applicable to certain
ministers in the circumstances defined in IRS Ann. 83-100, i.e., to a
minister who owned and occupied a home before January 3, 1983
(or had a contract to purchase a home before that date). In the case
of mortgage interest deductions, the provision in the conference
agreement only applies to a mortgage existing on that date (or in
connection with, a, contract to purchase a home before that date).
The conference agreement does not make any change in the gener-
al effective date of July 1, 1983, for Rev. Rul. 83-3, or in any aspect
of that ruling not relating to ministers.



1269

5. Rollover of gain on sale of residence for military personnel
stationed overseas

Present law

No gain is recognized on sale of a personal residence to the
extent that the amount of the sales price of the old residence is re-
invested in a new residence within a specified period of time, gen-
erally ending two years after the sale of the old residence. Under
present law, this period is extended for up to four years where the
taxpayer serves on extended active duty with the Armed Forces
(Code sec. 1034(h)).

House bill

No provision.

Senate amendment

The Senate amendment provides that, in the case of a member of
the Armed Forces who is stationed outside the United States or
who is required to reside in government quarters at a remote site,
the normal nonrecognition period will not expire until the end of
four years after the sale of the old principal residence or one year
after the member is no longer stationed outside the United States
or no longer required to reside in such government quarters,
whichever is later, but not to exceed eight years. This provision ap-
plies to sales of residences after the date of enactment.

Conference agreement

The conference agreement follows the Senate amendment.

6. Nonimposition of interest and penalties on tax liability with re-
spect to home won as prize and designed for handicapped foster
child of the taxpayer

Present law

Under present law, gross income generally includes amounts re-
ceived as prizes, such as cash or property won in a lottery, sweep-
stakes, or other contest (Code sec. 74(a)).

House bill

The House bill provides that no interest or penalties are payable
on the Federal income tax liability attributable to receipt of a resi-
dence won as a prize, and specially designed for a handicapped
foster child of the taxpayer, where certain conditions apply, but
only if the tax liability is paid not later than one year after the
date of enactment.

Senate amendment

The Senate amendment is the same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Senate
amendment.
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7. Condominium conversions

Present law

Under present law, gain on the sale of condominium units by a
building owner generally does not qualify for capital gain treat-
ment. However, an owner generally may secure capital gain treat-
ment by selling the property to an unrelated person, who then con-
verts the property to condominiums.

House bill
The House bill allows a property-by-property election to treat a

portion of gain on the sale or exchange of condominium units by
the building owner as capital gain. This election applies to residen-
tial or commercial property used by the taxpayer in a trade or
business at all times during the five-year period ending on the de-
termination date (as described below).

Under the House bill, capital gain treatment applies to the
excess (if any) of the fair market value of the property on the de-
termination date (excluding improvements made in anticipation of
conversion) over the adjusted basis of the property to the owner,
reduced by depreciation recapture. The determination date is the
earliest of dates on which (1) the taxpayer adopts the plan to con-
vert the building to condominiums, (2) substantial improvements
are begun in anticipation of conversion, or (3) the form of owner-
ship of the property changes into condominium units. If more than
two years elapse between the sale of the first and second, the date
of the second sale is substituted for (1) and (3) above. The amount
eligible for capital gain treatment is allocated among individual
units according to their fair market value on the determination
date and realized in part on the sale of each unit (together with
any ordinary income gain).

Where property is overvalued (whether or not such overvaluation
is intentional), the amount eligible for capital gain treatment is re-
duced by 20 percent for each full percentage point by which the
property is overvalued in excess of 15 percent. The amount of this
reduction is treated as ordinary income.

This provision applies to property the form of ownership of
which is changed into condominium units after the date of enact-
ment, in taxable years ending after such date.

Senate amendment

No provision.

Conference agreement
The conference agreement does not include the House provision.

G. Extensions of Existing Provisions and Miscellaneous
Transition Rules

1. Investment income from S corporations

Present law

Investment interest deductions are generally limited to invest-
ment income plus $10,000. The treatment of income with regard to
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S corporations is not entirely clear under prior law. One case held
that subchapter S income under prior law was investment income
(William H. Crook, 80 T.C. 27 (1983)).

House bill

The House bill provides that for taxable years beginning in 1983
and 1984, a taxpayer may elect to treat income (other than person-
al service income) from an S corporation as investment income.

Senate amendment

No provision.

Conference agreement

The conference agreement generally follows the House bill. The
agreement provides an election for 1983 and 1984 to characterize
income from an S corporation, for purposes of section 163(d), under
the law in effect prior to the enactment of the Subchapter S Revi-
sion Act of 1982. No inference is intended as to the proper interpre-
tation of prior law.

2. Extension of the Payment-in-Kind Tax Treatment Act of 1983

Present law

The Payment-in-Kind Tax Treatment Act of 1983 generally
treats commodities received under a 1983 PIK program as if they
were grown on the land withdrawn from production under the PIK
program; the Act also provides that estates are not disqualified
from certain special estate tax provisions solely by reason of par-
ticipation in a PIK program.

USDA determined that the $50,000 limit applicable to crop diver-
sion payments did not apply to 1983 PIK payments; USDA has ap-
plied the limit to the 1984 wheat PIK program.

House bill
The House bill extends the PIK tax provisions to property with-

drawn from production under the 1984 wheat PIK program. The
bill also directs the Comptroller General to bring a declaratory
judgment action to determine if the $50,000 payment limit applies
to 1984 wheat PIK payments.

Senate amendment

The Senate amendment is the same as the House bill, except it
does not mandate the Comptroller General to bring a declaratory
judgment action with respect to application of the $50,000 payment
limitation in the case of payments in kind (as opposed to payments
in cash).

Conference agreement

The conference agreement follows the Senate amendment. The
conferees wish to state, however, that their reason for not adopting
the House bill's requirement that the Comptroller General bring a
declaratory judgment action with respect to the application of the
$50,000 payment limitation was that the Secretary of Agriculture
has applied that limitation to the 1984 wheat PIK program.
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3. Transitional rule for safe-harbor leasing of coal gasification
facilities

Present law

The Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA)
generally reduced the tax benefits of safe-harbor leasing between
July 1, 1982, and January 1, 1984, and repealed safe(harbor leasing
for agreements entered into after December 31, 1983. However,
these modifications do not apply to transitional safe-harbor lease
property, which generally is property placed in service before Janu-
ary 1, 1983, provided that certain additional requirements are met.

House bill

No provision.

Senate amendment

The Senate amendment generally provides that transitional safe-
harbor lease property includes certain coal gasification facilities
that would meet the requirements of the general transitional rule
in TEFRA if July 1, 1984, were substituted for the January 1, 1983,
placed-in-service date. The provision applies only to the lease of an
undivided interest in the facility in an amount which does not
exceed the lesser of $67.5 million or 50 percent of the cost basis of
the entire facility.

Conference agreement

The conference agreement includes the Senate amendment. The
conferees intend that under the agreement, a coal gasification facil-
ity placed in service prior to July 1, 1984, may be leased in a safe
harbor lease transaction within three months after it is placed in
service by the lessee without losing its status as transitional safe
harbor lease property.

4. Provisions of Indian Tribal Governmental Tax Status Act of

1982 made permanent

Present law

For years 1983 and 1984 only, Indian tribal governments are
treated-as State governments for most purposes of the Internal
Revenue Code.

Special restrictions apply to this treatment in certain cases. For
example, Indian tribal governments are permitted to issue tax-
exempt bonds only to finance traditional public activities (e.g.,
schools, streets, and sewers). Additionally, the proceeds of these
bonds must be used in an "essential governmental function."
Tribal governments are not permitted to issue private activity
bonds (i.e., industrial development bonds, student loan bonds, and
mortgage subsidy bonds).

Additionally, exemptions from Federal excise taxes provided for
State governments apply to articles sold to the Indian tribal gov-
ernments only if the articles are sold for the tribal government's
exclusive use in carrying out an essential governmental function.
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House bill
No provision.

Senate amendment
The Senate amendment makes permanent the present law provi-

sions that are scheduled to expire at the end of 1984.

Conference agreement

The conference agreement follows the Senate amendment with
three modifications. These modifications permit Indian tribal gov-
ernments to be treated as State governments for the following pur-
poses in addition to the purposes for which such treatment is avail-
able under present law:

(1). Treatment of payments under certain State accident and
health plans;

(2). Deductibility of certain costs associated with appearances
before the State legislatures; and

(3). Rules relating to treatment of original issue discount on
certain State obligations.

5. Amortization of low-income housing rehabilitation
expenditures

Present law
Present law includes no special provision regarding cost recovery

deductions for low-income housing rehabilitation expenditures.
Before January 1, 1984, however, a taxpayer could elect (in lieu of
any other cost recovery method) to amortize up to $20,000 general-
ly of rehabilitation expenditures with respect to a unit of low-
income housing over a 60-month period.

House bill

No provision.

Senate amendment
The Senate amendment reenacts the provision of prior law that

permitted amortization over a 60-month period of certain expendi-
tures for rehabilitation of low-income housing. The reenacted provi-
sion is effective for 3 years, through December 31, 1986.

Conference agreement

The conference agreement follows the Senate amendment.

6. Disallowance of deduction for costs of demolishing structures

Present law

Costs and other losses incurred in connection with the demolition
of buildings generally may be claimed as a current deduction
unless the building and the property on which it is located are pur-
chased with an intent to demolish the building. If so purchased,
costs and other losses are added to the basis of the land.

Before 1984, costs and other losses incurred in connection with
the demolition of certified historic structures were required to be
added to the basis of the land on which the structure was located
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in all cases. A certified historic structure is a building that is certi-
fied by the Secretary of the Interior as having historic significance
and that meets certain other requirements.

House bill

No provision.

Senate amendment
The Senate amendment provides a general rule under costs and

other losses incurred in connection with the demolition of all build-
ings, including certified historic structures, must be added to the
basis of the land on which the demolished building were located,
rather than claimed as a current deduction.

The provision generally is effective for demolition beginning
after December 31, 1983.

Conference agreement
The conference agreement follows the Senate amendment. The

conferees expect that this additional extension of the moratorium
will allow the Treasury Department and the industry adequate
time to resolve this issue and that no further extensions of this
moratorium will be requested.
7. Reinstatement of deduction for elimination of certain barriers

to the handicapped and the elderly

Prior law

Under prior law, Code section 190 provided a special tax deduc-
tion for up to $25,000 of expenses incurred during a taxable year in
removing architectural or transportation barriers to the handi-
capped and the elderly. This provision was effective for taxable
years beginning before 1983. Thus, for taxable years beginning
after 1982, no special deduction for such expenses is provided.

Section 190 applied to expenses incurred to make more accessible
to, and usable by, the handicapped and elderly facilities or public
transportation vehicles owned or leased by the taxpayer for use in
the taxpayer's trade or business. To be entitled to the deduction,
the taxpayer had to establish that the barrier removal met stand-
ards set by the Treasury with the concurrence of the Architectural
and Transportation Barriers Compliance Board. Under section 190,
the definition of an elderly person was a person age 65 or over, and
handicapped individuals included the blind and the deaf.

The maximum deduction allowed under prior law to a taxpayer
(including a controlled group of corporations filing a consolidated
return) for any taxable year was $25,000.

House bill

No provision.

Senate amendment

Under the Senate amendment, section 190 is reinstated and
made applicable to expenses incurred in taxable years beginning
after December 31, 1983, and before January 1, 1986. (Thus, the
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special deduction provided by section does not apply to expenses in-
curred in taxable years beginning in 1983.) The maximum deduc-
tion allowed to a taxpayer (including a controlled group of corpora-
tions) is increased to $35,000.

This provision is effective on the date of enactment.

Conference agreement

The conference agreement follows the Senate amendment.

H. Additional Items

1. Employee tips

Present law

A large food or beverage establishment must allocate to employ-
ees as tips the excess of 8 percent of gross receipts over tips report-
ed by the employees to the employer. The IRS can reduce the per-
centage up to which allocations must be made to as low as 5 per-
cent.

House bill

No provision.

Senate amendment
A majority of the employees or the employer can petition the In-

ternal Revenue Service for a reduction in the percentage of gross
receipts required to be allocated. The minimum percentage re-
quired to be allocated is reduced from 5 to 2 percent. The provision
is effective on the date of enactment. The Secretary is required to
prescribe regulations within one year of the date of enactment that
describe the applicable recordkeeping requirements for tipped em-
ployees.

Conference agreement

The conference agreement follows the Senate bill, with a modifi-
cation clarifying that a person owning 50 percent or more of the
value of a corporation that operates the food or beverage establish-
ment is not considered employees, only for purposes of determining
whether the establishment normally employed more than 10 em-
ployees. The conferees anticipate that an establishment will ordi-
narily not be able to prove down to the 2-percent rate.

2. FUTA treatment of tips

Present law

Tip income is considered wages for purposes of the Federal Un-
employment Tax Act (FUTA) only to the extent paid directly to the
employee by the patron, reported by the employee to the employer,
and used by the employer to satisfy the minimum wage require-
ment of the Fair Labor Standards Act.

House bill

The House bill provides that all tip income reported by the em-
ployee to the employer is considered wages for FUTA purposes.
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The provision generally is effective on January 1, 1985. However,
in the case of any State the legislature of which (1) did not meet in
a regular session which begins during 1984 and after the date of
enactment, and (2) did not meet in a session which began on the
date of enactment and remained in session for at least 25 calendar
days after the date of enactment, the provision is effective on Janu-
ary 1, 1986.

Senate amendment

No provision.

Conference agreement

The conference agreement follows the House bill, except that the
effective dates are one year later than under the House bill.

3. FUTA treatment of certain fishing activities

Present law

Remuneration paid to fishing boat crew members is generally
subject to FUTA if the services performed are related to catching
halibut or salmon for commercial purposes or if the services are
performed on a vessel of more than 10 net tons.

Under a provision which expired on December 31, 1982, remu-
neration paid to fishing boat crew members was exempt from
FUTA if the remuneration depends on the boat's catch and the
crew normally consists of fewer than 10 members.

House bill

No provision.

Senate amendment

The Senate amendment extends the exemption through Decem-
ber 31, 1984.

Conference agreement

The conference agreement follows the Senate amendment.

4. Taxation of unemployment compensation for pre-1978 periods

Present law

The Revenue Act of 1978 provides that the unemployment com-
pensation taxation provisions apply to payments of unemployment
compensation made after 1978, in taxable years ending after 1978.
Thus, benefits paid in 1979 and later years may be subject to
income tax even if attributable to periods of unemployment before
1979.

House bill

The House bill amends the Revenue Act of 1978 to provide that
the provisions of that statute which make includible in income a
portion of unemployment compensation benefits apply to payments
of unemployment compensation made after 1978 except payments
for weeks of unemployment ending before December 1, 1978. The
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bill also extends until one year after enactment the period for
claiming any credit or refund attributable to this amendment.

Senate amendment

The Senate amendment is the same as the House bill.

Conference agreement

The conference agreement follows the House bill and the Senate
amendment.

5. Tax refunds relating to traveling expenses incurred in 1970-74
for employment at North Dakota ABM site

Present law

No deduction is allowed for commuting costs. However, traveling
expenses (transportation, meals, and lodging) incurred by a taxpay-
er away from home in connection with temporary employment are
deductible as business expenses (Code sec. 162). Court decisions gen-
erally hold that temporary employment means employment which
can reasonably be expected to last only for a short period of time.

The U.S. Court of Appeals for the Eighth Circuit has allowed de-
duction of transportation expenses incurred by a carpenter while
employed during 1970-73 at an antiballistic missile (ABM) site in
Nekoma, North Dakota. However, other workers at the site are
barred by the period of limitations from filing refund claims on the
basis of that decision.

House bill
The House bill allows deductions for traveling expenses incurred

between 1970 and 1974 in employment at the Nekoma, North
Dakota, ABM site, if such expenses were claimed as deductions on
the individual's tax returns. For a taxpayer who is precluded by
the period of limitations from filing a refund claim with respect to
such deductions, the bill allows a refund claim to be filed within
one year after the date of enactment.

This provision applies to taxable years ending after 1969, with re-
spect to expenses incurred after 1969 and before 1974.

Senate amendment

No provision.

Conference agreement

The conference agreement does not include the House provision.

6. Shore-based fishery processing facilities

Present law

Certain tax benefits are provided U.S. taxpayers owning or leas-
ing vessels operating in the foreign or domestic commerce of the
U.S. or in U.S. fisheries. Such taxpayers are entitled to deduct
from income certain amounts deposited in a capital construction
fund pursuant to certain agreements. Earnings from the invest-
ment or reinvestment of amounts in such a fund are excluded from
income. Furthermore, withdrawals from the fund, made in accord-
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ance with the applicable agreement, for the acquisition, construc-
tion, or reconstruction of certain vessels, or for the payment of
principal on certain indebtedness, are not taxable, although the
taxpayer's basis in the property involved is reduced by the amount
of the withdrawal. Finally, for investment credit purposes only, the
taxpayer's basis in the property is not reduced by more than 50
percent of the withdrawal.

House bill

No provision.

Senate amendment

The tax benefits available under present law are also made avail-
able to U.S. citizens (and certain other persons) owning or leasing a
fishery facility in the U.S. In addition, deposits into, and withdraw-
als from a capital construction fund (made in accordance with the
applicable agreement) which are used for the acquisition, construc-
tion, or reconstruction (not including routine minor repair and
maintenance) of certain fishery facilities, are entitled to the tax
treatment indicated above. For this purpose, a fishery facility in-
cludes land, structures, and equipment used for the unloading and
receiving from vessels, the processing, the holding, and the distri-
bution of fish from fisheries.

The provision is effective upon enactment.

Conference agreement
The conference agreement does not contain the provision in the

Senate amendment.

7. Tax exemption for the National Credit Union Central
Liquidity Facility

Present law
The National Credit Union Central Liquidity Facility ("Central

Liquidity Facility") was created by Congress in 1978 2 to meet the
liquidity needs of credit unions, including the need for short-term
adjustment credit, seasonal credit, and protracted adjustment
credit in the event of unusual or emergency circumstances. Under
present law, the Central Liquidity Facility is not explicitly exempt
from Federal, State or local taxes.

House bill

No provision.

Senate amendment

The Senate amendment provides that the Central Liquidity Fa-
cility is exempt from Federal income taxes under the Internal Rev-
enue Code. Additionally, the Central Liquidity Facility is exempt
from State or local taxes, other than taxes on real property (to the
extent that similar property held by other persons is taxed). The
Senate amendment also clarifies that the Central Liquidity Facility

2 Pub. L. 95-630, 95th Cong., 2d Sess., November 10, 1978 (12 U.S.C. sec. 1795 et seq.).



1279

is to be an instrumentality of the United States for all purposes
under Federal law.

Under the Senate amendment, notes, bonds, and other obliga-
tions issued on behalf of the Central Liquidity Facility, and the
income from such obligations, are exempt from State and local tax-
ation, other than gift, estate, inheritance, or other wealth transfer
taxes. However, such obligations (and the income therefrom) are
subject to Federal tax.

These provisions are effective on and after October 1, 1979, i.e.,
the effective date of the legislation creating the Central Liquidity
Facility.

Conference agreement

The conference agreement follows the Senate amendment. The
conference agreement further specifies that future tax exemptions
for instrumentalities of the United States must be provided in the
Internal Revenue Code.

8. Exclusion from gross income for cancellation of certain
student loans

Present law

Gross income generally includes income from the discharge of in-
debtedness (Sec. 61(a)(12)).

Under a provision enacted in the 1976 Tax Reform Act, and later
extended through 1982, an individual does not realize gross income
from cancellation of student loans made by government agencies
where the individual in return works for a certain period of time in
certain professions in certain geographical areas or for certain
classes of employers.

House bill

No provision.

Senate amendment
The Senate amendment provides a permanent exclusion from

income for amounts realized by reason of cancellation of certain
student loans where the recipient performs certain professional
services for any of a broad class of employers.

This provision is effective for discharges of indebtedness on or
after January 1, 1983.

Conference agreement

The conference agreement follows the Senate amendment.

9. Duck stamps

Present law

Duck stamps and postage stamps are considered a type of Feder-
al obligation, and reproduction of them is forbidden under Federal
anticounterfeiting laws. Limited reproduction in black and white is
permitted for philatelic, numismatic, education, historical or news-
worthy purposes, and color reproductions of postage stamps is per-
mitted under carefully prescribed conditions.

35-426 0 - 84 81
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House bill

No provision.

Senate amendment

The Secretary of the Interior, with the concurrence of the Secre-
tary of the Treasury, is authorized to license color, as well as black
and white, reproductions of duck stamps. The reproductions would
have to be less than three-fourths, or more than one and one-half,
of the size of the original stamp. The proceeds from such licensed
reproductions would be deposited in the Migratory Bird Conserva-
tion Fund. Reproductions may be made for commercial purposes
which may include facsimiles on such products as placemats and
shotguns.

Conference agreement

The conference report follows the Senate amendment, with a
technical amendment which specifies that any proceeds from repro-
ductions of duck stamps will be paid into the Migratory Bird Con-
servation Fund and with an amendment that permits the color re-
production of duck stamps in philatelic (or stamp-collecting) adver-
tising designed to encourage collectors to purchase duck stamps.
The conferees understand that duck stamp reproductions used in
philatelic advertising will not be subject to the licensing require-
ments of the Senate amendment, but they would have to otherwise
conform to the requirements imposed under anticounterfeiting pro-
visions.

10. Boundary Waters Canoe Act payments

Present law

Equity grants have been provided to resort and recreational ac-
tivities operators in the Boundary Waters Canoe Area to assist
them in converting their business operations to conform with more
restrictive rules governing activities in the area since it was desig-
nated as a wilderness area.

Because of the wilderness designation, resort operators have ex-
perienced an economic effect similar to an involuntary conversion,
in which event the basis of property received is reduced by the
amount of funds received but not spent, as provided by law.

House bill

No provision.

Senate amendment

The Senate amendment permits resort and recreational activities
operators to make tax-free investments of equity-grants in depreci-
ated property for use in activities within the Boundary Water
Canoe Wilderness Area. The property to which taxpayers allocate
equity grants must be placed in service before the later of two
years after the date of enactment or two years after the payment is
received. The basis for each item of property will be reduced by the
amount of the equity grant and will be increased by the amount
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repaid on sale of property. No credit or ACRS deduction may be
taken for the portion of any property funded by an equity grant.

Conference agreement

The conference agreement follows the Senate amendment.

11. Physicians' and surgeons' mutual protection associations

Present law

In general, the gross income of a mutual insurance company
(other than a life insurance company) includes gross premiums and
other consideration, gross investment income, and gain from the
sale or other disposition of property. Gross income, generally, does
not include any contribution to capital. Present law provides a spe-
cific deduction for dividends and similar distributions paid to pol-
icyholders in their capacity as such.

Under present law, premiums for liability insurance in carrying
on any trade or business are deductible in the year they are paid or
incurred. However, no deduction is allowed as an expense paid or
incurred during the taxable year for a contribution to capital.

House bill

No provision.

Senate amendment

The Selnate amendment provides special rules for the tax treat-
ment of certain physicians' and surgeons' mutual protection and
indemnity associations. The gross income of such associations will
not include any payment made by a member as an initial payment
(or capital contribution) upon joining the association, if the pay-
ment does not release the member from obligations to pay current
or future dues, assessments or premiums, and if the initial pay-
ment is a condition precedent to receiving benefits of membership.
Any repayment of an amount so excluded will not be deductible (as
a policyholder dividend or otherwise) by the association.

The initial payments of capital will not be excluded from the
income of the association to the extent the member makes an elec-
tion to treat the initial payment as a trade or business expense.
Generally, a member making the election (upon joining the associa-
tion) will be able to deduct the initial payment of capital (or por-
tion thereof) during each of the first 6 years of membership, to the
extent the annual premium that would be payable to an independ-
ent insurance company for similar coverage exceeds the dues, as-
sessments, or premiums paid during the taxable year to the asso-
ciation.

The provision applies only to those organizations that were oper-
ating and providing medical malpractice liability protection under
State laws prior to January 1, 1984, and only with respect to pay-
ments made to, receipts of, and refunds of payments by such asso-
ciations, after the date of enactment.

Conference agreement

The conference agreement follows the House bill.
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12. Tax treatment of regulated investment companies

Present law

Regulated investment companies.-Under present law a regulated
investment company (RIC) is treated, in essence, as a conduit for
tax purposes. If a corporation qualifies as a RIC, it is allowed a de-
duction for dividends paid (or deemed paid) to its shareholders.
Thus, no corporate level tax is payable on earnings of a RIG dis-
tributed (or deemed distributed) to its shareholders.

Accounting for certain obligations.-Issue discount on certain
short-term government obligations issued at a discount and re-
deemable at maturity without interest is deemed to accrue at the
earlier of the date the obligation is paid, or the date it is sold or
otherwise disposed of.

House bill

Regulated investment companies.-The House bill repeals the
prohibition of present law which denies eligibility for RIC status to
a personal holding company (PHC), and provides that the undistrib-
uted investment company taxable income of any RIG which is a
PHC will be subject to tax at the highest rate (presently 46 per-
cent). In addition, the bill provides, in effect, that corporations with
accumulated earnings and profits attributable to a non-RIC year
will be ineligible to elect RIC status without a distribution of those
earnings.

Accounting for short-term government obligations.-The House
bill provides that the issue discount accruing with respect to any
short-term government obligation will be taxable to the RIG as it
accrues, if the company so elects in a manner prescribed by the In-
ternal Revenue Service.

Senate amendment

The Senate amendment is the same as the House bill.

Conference agreement

The conference agreement is the same as the House bill and the
Senate amendment. However, a transitional rule is added under
which a corporation with earnings attributable to a non-RIG year
will be eligible to elect RIG status without distributing such earn-
ings if it completed all the economic steps required to elect RIC
status during the period beginning on January 1, 1982 and ending
on November 7, 1983, and elects or has elected RIC status for its
first taxable year beginning after November 8, 1983.

13. Increased payments for presidential nominating conventions

Present Law

Congress has authorized the payment from the Presidential Elec-
tion Campaign Fund of up to $3 million for presidential nominat-
ing conventions of major parties; lesser amounts may be made
available to minor parties. The base amount is adjusted for infla-
tion. The payments are to be used only to defray expenses incurred
with respect to a presidential nominating convention.
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House bill
No provision.

Senate amendment

The Senate amendment authorizes an increase in the limitation
to $4 million. The additional amount is intended to defray the ex-
penses for security arrangements at the two presidential nominat-
ing conventions.

Conference agreement

The conference agreement follows the House bill.

XI. STUDIES

1. Study of alternative tax systems

Present law

There is no specific provision.

House bill

The House bill provides that the Secretary of the Treasury is to
submit to the Congress a study of a simplified gross income tax
(covering both individual and corporate income taxes). The report
is to be submitted within 6 months of enactment.

Senate amendment

The Senate amendment provides that the Secretary of the Treas-
ury is to submit to the Congress a study of alternative tax systems
(covering both the individual and corporate income taxes), includ-
ing a simplified gross income tax, a consumption-based tax, a
value-added tax, a national sales tax, and broadening of the cur-
rent income tax base combined with lowering of tax rates. The
report is to be submitted within 6 months of enactment.

Conference agreement

The conference agreement generally follows the Senate amend-
ment; except that the report is to be submitted to the Congress by
December 31, 1984, and that the report is to include a study of tax
shelters.

2. Treasury study on foreign taxation of certain U.S. services

Present law

The foreign tax credit cannot offset U.S. tax on U.S. source
income. The United States considers income for services performed
in the United States for use in foreign countries to be U.S. source
income; some foreign countries consider the same income to be
local income. Double taxation may arise.

House bill

No provision.
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Senate amendment

The Senate amendment directs the Treasury Department to
study the practices of foreign countries that impose taxes on the
basis of services that are performed in the United States, including
the status of treaty negotiations with such countries, and options to
alleviate the resulting double tax burden on U.S. taxpayers. The
Treasury Department is to report on the results of its study to the
Senate Committee on Finance and the House Committee on Ways
and Means no later than August 31, 1984.

Conference agreement

The conference agreement follows the Senate amendment, except
that the Treasury study will be due on December 31, 1984.

XII. MISCELLANEOUS TARIFF PROVISIONS

1. Cordage products

Present law

Cordage manufactured from a plastics material is classified in
the Tariff Schedules of the United States (TSUS) as either "cord-
age" under the textiles part of the TSUS, or as a plastics article in
a different TSUS part. The difference depends on whether the
strips from which the cordage is made exceed certain dimensions.
Cordage classified as a plastics article is subject to a lower tariff
rate than if it is classified as a textile article.

House bill

No provision.

Senate amendment

The Senate amendment classifies cordage (twine, rope, and
cables) currently classified as plastic products in TSUS schedule 7
as articles to be classified under schedule 3 (textile products).

The provision is applicable to articles entered, or withdrawn
from warehouse for consumption, on or after the 15th day after the
date of enactment.

Conference agreement

The conference agreement does not include the Senate amend-
ment.

2. "Like agricultural products"

Present law

A petition for relief under the antidumping or countervailing
duty laws must be filed by an "interested party" which, in general,
means a representative of an industry producing a "like product"
to the allegedly dumped or subsidized article. Section 771(10) of the
1979 Trade Agreements Act defines "like product" to mean a prod-
uct which is "like or in the absence of like, most similar in charac-
teristics and uses with, the article" subject to an investigation.
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House bill
No provision.

Senate amendment

The Senate amendment amends section 771(10) of the 1979 Act to
encompass within the meaning of "like product" agricultural prod-
ucts at earlier stages of processing than imported articles.

The provision is applicable to articles entered, or withdrawn
from warehouse for consumption, on or after the 15th day after the
date of enactment.

Conference agreement
The conference agreement does not include the Senate amend-

ment.

3. Fish nets

Present law

The MFN tariff rate on fish netting and nets made of textile ma-
terials other than cotton or vegetable fibers is being reduced in
stages to 17 percent ad valorem by 1989. The rate currently is 18
cents per pound plus 28.6 percent ad valorem.

House bill

No provision.

Senate amendment

The Senate amendment permits the 17-percent MFN tariff rate
to apply immediately to the first 1.75 million pounds of fish nets,
or 28 percent of the prior year's domestic consumption, whichever
is greater.

The provision is applicable to articles entered, or withdrawn
from warehouse for consumption, on or after the 15th day after the
date of enactment.

Conference agreement
The conference agreement does not include the Senate amend-

ment.

4. A telescope and its apparatus

Present law

Scientific instruments and apparatus, and repair components, en-
tered for the use of nonprofit educational institutions may enter
duty-free i.f-the Commerce Department determines domestic equip-
ment of equivalent scientific value is unavailable.

House bill

,No provision.

Senate amendment

The Senate amendment directs the Secretary of the Treasury to
admit duty-free any articles provided by the Max Planck Radio As-
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tronomy Institute in Germany for a joint project with the Universi-
ty of Arizona.

The provision is effective on the date of enactment.

Conference agreement

The conference agreement does not include the Senate amend-
ment.

DIVISION B-SPENDING REDUCTION ACT OF 1984

TITLE I-GENERAL PROVISIONS

The conference agreement rescinds a specified amount of funds
for the "Energy Security Reserve". The rescission is agreed to with
the understanding that the five vacancies on the Board of the Syn-
thetic Fuels Corporation will be filled with qualified individuals
and that the Board will submit to the appropriate committees of
the Congress a plan for the future operations of the Corporation.

The Comptroller General of the United States ruled on February
15, 1984, that the unused portion of a commitment of financial as-
sistance provided to a project may be used for another project if
the first project is halted. To clear any confusion over the status of
funds from the Colony Shale Oil Project, the managers have agreed
to include these funds in the rescission.

Senate amendment
Contains provision which would revise section 715 of the 1984 De-

fense Appropriation Act, Public Law 98-212. That section limits to
13,500 pounds the costs the government will cover for the move-
ment of household goods for civilian and military personnel of the
Department of Defense undergoing permanent change of station.
The Senate provision would increase the limitation of 18,000
pounds for Department of Defense civilian employees, effective on
the date of enactment of Public Law 98-212.

House amendment

Contains no comparable provision.

Conference agreement
The conference agreement does not retain the Senate provision.

The conferees recommend that the limitation on transportation of
baggage and household goods be reviewed in connection with action
on the fiscal year 1985 Defense Appropriation bill.

TITLE I1-CIVIL SERVICE AND MILITARY RETIREMENT
PROGRAMS

SEC. 2201. COST-OF-LIVING ADJUSTMENTS UNDER GOVERNMENT
RETIREMENT SYSTEMS

House Amendment-The House amendment contains no provi-
sion relating to a change in the effective date of cost-of-living ad-
justments.

Senate Amendment-Section 1201 of the Senate amendment re-
quires the commencing effective date of cost-of-living adjustments
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to be moved to December 1 of each year, and further provides that
these adjustments would be payable on January 1. These cost-of-
living adjustments have already been delayed as a result of the en-
actment of H.R. 4169.

Conference Agreement-The conferees agreed to those provisions
of the Senate amendment which provide that the monthly annuity
for any month may not be paid until the first business day of the
next succeeding month and to a technical amendment which per-
fects the manner in which initial cost-of-living adjustments are pro-
rated. The conferees note that provisions permanently delaying the
effective date of cost-of-living adjustments until December of each
year were enacted as part of the Omnibus Budget Reconciliation
Act of 1983.

SEC. 2202. TECHNICAL AMENDMENT RELATING TO PREVAILING RATE

EMPLOYEES

House Amendment-The House amendment contains no provi-
sion relating to the pay comparability adjustment for federal em-
ployees.

Senate Amendment-Section 1202 of the Senate amendment pro-
vides a 3.5% pay raise in January 1984 for General Schedule em-
ployees and effects a permanent delay in the date of the adjust-
ment from October 1 to January 1 for General Schedule employees
and a three month delay for wage board employees.

Conference Agreement-The Senate recedes to the House with a
technical amendment which clarifies that pay adjustments for pre-
vailing rate employees scheduled during fiscal year 1984 will be de-
layed 90 days. This is consistent with the intent of the Omnibus
Reconciliation Act of 1983 which provided, generally, for a three-
month delay in Federal pay adjustments. The Conference Agree-
ment doesn't necessarily result in precluding a delay of the fiscal
year 1985 federal pay adjustment.

SEC. 2203. DEDUCTION FROM CIVILIAN PAY FOR COST-OF-LIVING

ADJUSTMENT OF RETIRED OR RETAINER PAY

House Amendment-The House amendment contains no provi-
sion relating to the deduction from civilian pay for cost-of-living ad-
justment of retired or retainer pay.

Senate Amendment-The Senate amendment repeals the reduc-
tion in civilian pay for cost-of-living adjustments of retired or re-
tainer pay.

Conference Agreement-The conferees agreed to the Senate
amendment, and included language to establish an effective date
for the repeal.

SEC. 2204. LEAVE FOR CERTAIN OVERSEAS EMPLOYEES

House Amendment-The House amendment contains no provi-
sion relating to the leave for certain overseas employees.

Senate Amendment-The Senate amendment removes the 75 day
limit on leave accumulated by teachers in the Department of De-
fense Dependents Schools.

Conference Agreement-The House recedes to the Senate.
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SEC. 2205. CIVIL SERVICE RETIREMENT DEPOSITS COVERING MILITARY
SERVICE

House Amendment-The House amendment contains no provi-
sion regarding retirement deposits.

Senate Amendment-Section 1205 of the Senate amendment
amends section 306(g) of the Omnibus Budget Reconciliation Act of
1982, relating to deposits by certain retirees to receive credit for
post-1956 military service. The Senate amendment extends applica-
tion of section 306(g) to employees who retire prior to October 1,
1985.

Conference Agreement-The conferees agreed to the Senate provi-
sion.

SEC. 2206. ELECTION OF RETIREMENT PLAN

House Amendment-The House amendment includes no provi-
sion in this area.

Senate Amendment-Section 1207 of the Senate amendment ex-
tends the period during which eligible federal employees can make
retirement elections, as provided in the Federal Employee Retire-
ment Contribution Temporary Adjustment Act of 1983.

Conference Agreement-The House recedes to the Senate with an
amendment extending the election period until September 15, 1984.

SEC. 2207. SALARY ADJUSTMENTS FOR JUDGES

House Amendment-The House amendment includes no provi-
sion in this area.

Senate Amendment-Section 1604 of the Senate amendment pro-
vides a 4% pay increase to federal judges, effective retroactive to
January 1, 1984.

Conference Agreement-The House recedes to the Senate.

SEC. 2208. RETIREMENT BENEFITS FOR NATIVES OF THE PRIBILOF
ISLANDS

House Amendment-The House amendment includes no provi-
sion in this area.

Senate Amendment-Section 1607 of the Senate amendment re-
vises the Fur Seal Act Amendments of 1983 (P.L. 98-129) to extend
retirement credit to eligible annuitants.

Conference Agreement-The conferees agreed to the Senate

SEC. 2209. AMENDMENT TO OMNIBUS BUDGET RECONCILIATION ACT
OF 1981

Section 2209 of the conference report continues in effect the pro-
visions of section 1722 of the Omnibus Budget Reconciliation Act of
1981 (95 Stat. 759; Public Law 97-35), which prohibits the Postal
Service from taking any action to reduce, or plan to reduce, the
number of days each week for regular mail delivery. The current
prohibition, which will expire September 30, 1984, is continued in
effect until September 30, 1987.

The policy statements enacted by Congress in the Postal Reorga-
nization Act and incorporated in section 101 of title 39, United
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States Code, are the principles specifically designed to guide postal
management in determining service levels.

The conference intends to ensure compliance with these princi-
ples and the provisions of section 2209 as statutory requirements
for effective postal services. Any proposal which would, if imple-
mented, reduce the number of days each week for regular mail de-
livery, or diminish the frequency or quality of delivery service in
accordance with the standards for delivery service in effect at the
present time, would violate the provisions of section 2209. To con-
sider such a proposal, in the view of the conference managers, is to
"take any action," and therefore also would violate the specific lan-
guage of the prohibition contained in section 2209.

RETIREMENT COST-OF-LIVING ADJUSTMENTS DURING FISCAL YEARS

1986 AND 1987

House amendment

The House amendment contains a provision to limit cost of living
adjustments for military and civilian retirees under age 62 to one-
half the actual cost of living adjustment in fiscal years 1986 and
1987.

Senate amendment

The Senate amendment has no comparable provision.

Conference agreement

The House recedes to the Senate.

PAY INCREASES FOR CERTAIN EMPLOYEES IN PANAMA

House amendment

The House amendment includes no provision in this area.

Senate amendment

Section 1206 of the Senate amendment provides pay raises for
federal employees in the Panama Canal Zone.

Conference agreement

The Senate recedes to the House.

Title 3-Medicare, Medicaid, and Maternal and Child Health
Amendments

1. Short Title (Section 2300)

Present law

No provision.

House bill

The House bill would specify that the short title of the bill is
"Medicare and -Medicaid Budget Reconciliation Amendments of
1984."
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Senate amendment

No provision.

Conference agreement

The conference agreement follows the House bill.

Subtitle A.-Medicare Amendments

2. Payment for Costs of Hospital-Based Mobile Intensive Care
Units (Section 2320)

Present law

Ambulance services are reimbursed under Part B of Medicare.
The patient is responsible for a coinsurance payment of 20 percent.

a. Medicare payments

House bill

The House bill would provide that Medicare make payment to
hospitals under Part A for the operation of mobile intensive care
units if certain conditions are met.

Senate amendment
Similar provision.

Conference agreement

The conference agreement follows the House bill.

b. Hospital requirements

House bill

The House bill would specify that the hospital must be located in
a State which has a statewide prospective payment system ap-
proved by HHS either under a demonstration waiver or under the
new Section 1886(c) programmatic waiver.

Senate amendment

The Senate amendment would specify that the hospital must be
located in New Jersey and operating under a demonstration project
approved under Sec. 402 of the 1967 amendments.

Conference agreement

The conference agreement follows the Senate amendment.

c. Application of provision

House bill

The House bill would provide that where the State has a demon-
stration waiver, the provision would apply unless the State notifies
the Secretary of HHS, within 30 days of the date of enactment of
this bill, that the State does not want the provision to apply.
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Senate amendment
Similar provision.

Conference agreement
The conference agreement follows the Senate amendment.

d. Notification

House bill
The House bill would provide that in the case of a Section 1886(c)

waiver, the State must notify the Secretary within such reasonable
period as the Secretary may establish if the State does not want
the provision to apply.

Senate amendment
No provision.

Conference agreement
The conference agreement does not include the House provision.

e. Required assurances

House bill
The House bill would require the State to provide satisfactory as-

surances that total Medicare and Medicaid payments to the hospi-
tals covered under the State system will not exceed the total pay-
ments which would have been made if the State were not under a
waiver.

Senate amendment
Same as House bill.

f. Effective date

House bill
The House bill would make the provision retroactive to January

1,1983.

Senate amendment
The Senate amendment would be effective upon enactment. Pay-

ment under Part A would only be permitted for the duration of the
current waiver.

Conference agreement
The conference agreement specifies that the provision is effective

on enactment and until such time as the waiver is terminated.
However, the provision may not be terminated prior to 90 days
after the publication of the final regulations implementing the Sec-
tion 1886(c) programmatic waiver authority.
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3. Removing Costs of Nurse Anesthetists From DRG-Based
Payments (Section 2312)

Present law

Medicare's payments to hospitals under Part A are based on the
diagnosis of the patient and are intended to cover all the services
that hospitals customarily furnish in caring for patients with a
specified diagnosis. All non-physician services provided to hospital
inpatients can be paid for only under Part A. However, the Depart-
ment of Health and Human Services (HHS), in its regulations gov-
erning hospital payments, established a temporary provision to pro-
vide for a transition with respect to-payment for the services of cer-
tified registered nurse anesthetists (CRNA's) billed under Part B.
The regulations provide that, if a physician employed nurse anes-
thetists during a designated period prior to implementation of pro-
spective payment, then that physician may continue to receive pay-
ment from Medicare Part B for CRNA's through the hospital's cost
reporting periods beginning before October 1, 1986.

a. Revision in definition of operating costs

House bill

The House bill would remove from the definition of "operating
costs of inpatient hospital services" for purposes of prospective pay-
ment, costs related to employment of, or contracts for, professional
services of certified registered nurse anesthetists. Thus, such costs
would be reimbursed on a "pass through" basis.

Senate amendment

The Senate amendment includes a similar provision.

Conference agreement

The conference agreement follows the Senate amendment, with a
modification to clarify that the provision is limited to anesthesia
services furnished by certified registered nurse anesthetists.

The conferees intend that the term "anesthesia services" means
those related to the preparation for, administration of, and recov-
ery from anesthesia.

b. Payments to hospitals

House bill

No provision.

Senate amendment

The Senate amendment would require the Secretary to provide
an additional payment amount to hospitals which are operating
under the prospective payment system for the hospital's reasonable
costs incurred for anesthesia services provided by a CRNA. Such
reasonable costs could not be based on a greater number of CRNA's
than were employed by a hospital in 1982, unless the Secretary de-
termined that changes in patient volume, patient mix, or a loss of
physician services required otherwise.
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Conference agreement

The conference agreement follows the Senate amendment with
modification. It strikes the portion of the Senate amendment which
limits (with certain exceptions) reasonable cost payments to those
based on the number of CRNA's employed by a hospital in 1982.

c. Study

House bill

The House bill requL .s the Secretary to include recommenda-
tions on the advisability and feasibility of determining payments
for CRNA's on the basis of DRG's in the report to Congress on phy-
sicians' services to hospital inpatients.

Senate amendment

The Senate amendment requires the Secretary to study possible
Medicare reimbursement methods which would not discourage the
use of CRNA's by hospitals and to report to Congress as soon as is
practicable.

Conference agreement

The conference agreement follows the Senate amendment.

d. Effective date

House bill

The House bill would be effective for hospital cost reporting peri-
ods beginning on or after October 1, 1984 and before October 1,
1986.

Senate amendment

The Senate amendment would be effective for hospital cost re-
porting periods beginning on or after October 1, 1984.

Conference agreement

The conference agreement follows the House provision with a
modification to move the termination date to October 1, 1987.

It is the understanding of the conferees that, in conjunction with
this legislation, the Administration intends to continue to permit
those physicians who employed nurse anesthetists, as of cost re-
porting periods ending before September 30, 1983, to continue to
bill for CRNA services. In addition, it is the understanding of the
conferees that the Administration intends to modify the regula-
tions to permit physicians who did not employ CRNA's before the
specified date to bill for the services of CRNA's whom they have
subsequently employed. The conferees believe the modification
with respect to physicians employing CRNA's for the first time is
appropriate, on the understanding that these billing arrangements
will be permitted only during the same time period the provisions
of this amendment are in effect. Similarly, the conferees expect
that the regulations with respect to physicians already employing
CRNA's will be terminated on the same date as this amendment.
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4. Determination of Hospital Area Wage Index (Section 2316)

Present law
Medicare payments to hospitals under the prospective payment

system must be adjusted to reflect the hospital wage level in a hos-
pital's geographic area relative to the national average hospital
wage level.

a. Adjustment report

House bill
The House bill would require the Secretary to develop, in consul-

tation with the Secretary of Labor and the Commissioner of the
Bureau of Labor Statistics, methods of refining and improving the
adequacy and equity of the area wage indices and to report to Con-
gress on such developments not later than June 1, 1984.

Senate amendment
The Senate amendment would require the Secretary, in consulta-

tion with the Secretary of Labor, to conduct a study to develop an
appropriate index to adjust the prospective payment amounts to re-
flect area differences in average hospital wage levels, taking into
account wage differences of full-time and part-time workers. The
Secretary would be required to report the results of the study to
Congress prior to May 1, 1984.

Conference agreement
The conference agreement follows the Senate amendment with a

modification specifying that the report is due 30 days after enact-
ment.

b. Payment adjustments

House bill

No provision.

Senate amendment
The Senate amendment would require the Secretary to adjust

hospital payment amounts for cost reporting periods beginning on
or after October 1, 1983, to reflect any changes made in the wage
index as a result of the study. Overpayments or underpayments for
the first cost reporting period of a hospital beginning on or after
October 1, 1983, would be made by decreasing or increasing pay-
ments in the succeeding cost reporting period.

Conference agreement
The conference agreement includes the Senate amendment.

c. Adjustment criteria

House bill
The House bill would require the Secretary to establish criteria

under which, to the extent deemed appropriate, a hospital's wage
index adjustment would be modified if the hospital could demon-
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strate that its wage adjustment did not accurately reflect the wage
levels in the labor market serving the hospital. Such adjustment
would be made in a subsequent fiscal year to take into account a
difference in payment amounts occurring in the current fiscal year
resulting from a wage index inaccuracy.

Senate amendment

No provision.

Conference agreement

The conference agreement follows the House provision with a
modification. The Secretary is directed to conduct a study, and in-
clude in his final report, proposed criteria by which an adjustment
could be made in a hospital's wage index if such index did not ac-
curately reflect the hospital wage levels in the labor market area
serving the hospital.

5. Delay of Effective Date for Single Reimbursement Limit for
Skilled Nursing Facilities. Skilled Nursing facility Reimburse-
ment (Section 2319)

Present law
TEFRA required the Secretary to establish a single payment

limit for both freestanding and hospital-based skilled nursing facili-
ties (SNF's), effective October 1, 1982. Prior to that time, separate
limits were established for these two types of facilities in recogni-
tion of the fact that the operating costs of hospital-based facilities
were typically much higher than those of the freestanding facili-
ties.

In the Social Security Amendments of 1983 (P.L. 98-21), the ef-
fective date of the single-limit requirement was postponed for one
year until October 1, 1983. In addition, the Congress required the
Secretary to report by December 31, 1983 on the effect of the imple-
mentation of the single-rate provision on hospital-based SNF's,
given the difference (if any) in the patient populations served by
such facilities and by freestanding SNF's. Further, the Secretary
was required to report by the end of 1983 on the impact of hospital
prospective payment on SNF's.

a. Effective date

House bill
The House bill would postpone implementation of the single re-

imbursement limit for SNF's until April 1, 1984.

Senate amendment
The Senate amendment would provide that for cost reporting pe-

riods beginning on or after October 1, 1982 and prior to July 1,
1984, hospital-based facilities and freestanding facilities would be
paid on the same basis used to calculate reimbursement limits that
had been in effect prior to the passage of TEFRA.

Conference agreement
The conference agreement follows the Senate amendment.

35-426 0 84 - 82
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b. Calculation of limits

House bill

No provision.

Senate amendment
The Senate amendment would provide that for cost reporting pe-

riods beginning on or after July 1, 1984 separate limits would con-
tinue to be established for free-standing facilities in urban and
rural areas at 112 percent of the mean operating costs of urban
and rural freestanding facilities, respectively. Limits for urban or
rural hospital-based facilities would be set at the appropriate free-
standing facility limit plus 50 percent of the difference between the
freestanding facility limit and 112 percent of mean operating costs
for hospital-based facilities. Cost differences between hospital-based
and free-standing facilities attributable to excess overhead alloca-
tions resulting from Medicare reimbursement principles would be
recognized as an add-on to the limit.

Adjustments would be made to take account of differences in
wage levels prevailing in a facility's area. Exceptions could be
granted based upon case mix or circumstances beyond the control
of the facility be it either a free standing or hospital-based facility.

Conference agreement
The conference agreement follows the Senate amendment.

c. Report

House bill

No provision.

Senate amendment

The Senate amendment would require the Secretary to submit
the report required by Social Security Amendments of 1983 by
April 15, 1984.

Conference agreement
The conference agreement follows the Senate amendment with a

modification to require submission of the report by December 1,
1984.

d. Prospective payment proposals

House bill

No provision.

Senate amendment
The Senate amendment would require the Secretary to submit

by December 1, 1984, a proposal for a prospective payment system
for SNF's taking into account case-mix differences between provid-
ers. The proposal should be designed so as to permit inclusion of
payments to hospital-based SNF's within the DRG system and to
permit implementation on October 1, 1985.
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Conference agreement

The Conference agreement follows the Senate amendment with a
modification. The Secretary is required to submit to Congress by
August 1, 1984, the results of the study required by TEFRA relat-
ing to the development of legislative proposals for prospective reim-
bursement of SNF's. In addition, the Secretary is required to report
to the Congress by December 1, 1984 on the range of options avail-
able for prospective payment of SNF's. Included in the study
should be an examination of the feasibility advisability and meth-
ods of incorporating into the hospital DRG system payments for
SNF services. This examination should take into account case mix
differences between providers.

The Conferees wish to express their concern over the protracted
delays which have occurred in the submission of reports required
by law. The Conferees expect and intend that the SNF reports re-
quired by this and previous laws shall be submitted on a timely
basis.

6. Limitation on Increase In Hospital Costs Per Case (Section

2310)

Present law

TEFRA expanded previously existing limits on Medicare costs ef-
fective October 1, 1982. Among other things, it established a 3-year
target rate reimbursement system which limited allowable rates of
increase in Medicare payments per case over the fiscal year 1983-
1985 period. The target rate is equal to the previous year's allow-
able operating costs per case (or after the first year, the previous
year's target amount) increased by the percentage increase in the
hospital wage and price index (market basket (MB)) plus 1 percent-
age point. Penalties and bonuses were established for hospitals,
with costs above and below the target.

The "Social Security Amendments of 1983" (Public Law 98-21)
provided for the establishment of a prospective payment system for
certain hospitals to be phased-in over a 3-year period. During the
transitional period, a portion of a hospital's payments will be based
on the new Federal prospective payment rates and a portion on
each hospital's own cost base. In the first year, the blend is 75 per-
cent hospital specific and 25 percent the appropriate Federal rate;
in the second year, the blend is 50/50; in the third year, the blend
is 25 percent hospital specific and 75 percent the appropriate Fed-
eral rate.

The Federal rates are derived from historical Medicare cost data.
For fiscal years 1984 and 1985, payment amounts from the previous
fiscal years would be increased by the market basket, plus one per-
centage point. For fiscal years beginning on or after October 1,
1986, the rate of increase is left to the discretion of the Secretary.

Those hospitals and hospital units exempt from the prospective
payment system are paid on the basis of historical costs subject to
the existing rate of increase limits which provide for an annual
rate of increase of MB plus 1 percentage point. For accounting
years beginning on or after October 1, 1986, the rate of increase is
left to the discretion of the Secretary.
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a. Rate of increase limits

House bill

No provision.

Senate amendment

The Senate amendment would limit, for two hospital cost report-
ing periods beginning on or after October 1, 1984, the rate of in-
crease in the hospital specific portion of the payment amount to
the market basket minus one-half percentage point. The rate of in-
crease in the Federal portion of the payment amounts during fiscal
years 1985 and 1986 would be limited to the market basket plus
one-half percentage point.

Conference agreement

The conference agreement follows the Senate amendment with a
modification. The modification specifies that the rate of increase
applicable for hospitals in fiscal year 1985 shall be market basket
plus one-quarter of one percentage point. However, budget neutral-
ity would continue to apply in fiscal year 1985. In fiscal year 1986,
the rate of increase may not exceed the market basket plus one-
quarter percentage point. The Secretary, taking into account the
recommendations of the Prospective Payment Commission, would
have authority to establish a rate of increase, as under current
law, but at a rate not in excess of market basket plus one-quarter
of one percentage point.

Recognizing that budget neutrality will be a primary consider-
ation in the establishment of the fiscal year 1985 hospital payment
rates, the conferees are nevertheless concerned about the percep-
tion that they may be unfair and inequitable. The conferees realize
that the appropriateness of the new levels of payment will be vital
to the success of the full implementation of the prospective pay-
ment system. This provision deals with but one factor which is
taken into consideration when new rates are set. For the future
those rates will be determined by the Secretary and the Prospec-
tive Payment Assessment Commission. Nevertheless, the conferees
urge the Secretary to carefully evaluate the potential impact of the
proposed rates on the long-term success of the prospective payment
system.

b. Limits for Exempted Hospitals

House bill

No provision.

Senate amendment

The Senate amendment would provide that exempted hospitals
and exempted hospital units would be subject to similar rate of in-
crease limitations applicable to their costs (MB -1/2 and MB+ 1/2) in
the same proportion as hospitals under the prospective payment
system with the same accounting years. This would result in a rate
of increase for exempted hospitals of MB in the first year and
MB + 1/4 in the second year.
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Conference agreement

The conference agreement follows the Senate amendment with a
modification. The modification provides that the rate of increase
for exempted hospitals and exempted hospital units shall not
exceed market basket plus one-quarter percentage point in the first
year and shall not exceed market basket plus one-quarter of one
percentage point in the second year.

The Secretary, taking into account the recommendations of the
Prospective Payment Commission, shall continue to have authority
to establish a rate of increase, as under current law, but not more
than market basket plus one-quarter of one percentage point
during the applicable period.

7. Classification of Certain Rural Hospitals (Section 2311)

a. Redesignation of urban facilities

Present law

Public Law 98-21 provided for the establishment of a prospective
payment system for hospitals based on DRG's (diagnosis-related
groups). The system is to be phased-in during a three year transi-
tion period during which a declining portion of the total prospec-
tive payment will be based on the hospital's specific rate and an
increasing portion on the Federal rate. Different Federal rates are
calculated for hospitals located in rural areas and hospitals located
in urban areas.

Urban areas are metropolitan statistical areas (currently MSA's,
previously SMSA's) or New England county metropolitan areas
(NECMA s) as well as five specified counties in New England. All
other areas are rural areas. The determination as to whether or
not an area is urban or rural is made by the Office of Management
and Budget. The determinations are periodically changed. In June
of 1983, a large number of statistical areas were redesignated.

House bill

No provision.

Senate amendment
The Senate amendment would provide that hospitals located in

counties redesignated as rural since enactment of the prospective
payment system would be allowed a two year transition to the
rural rates. In the first year, the hospital would be paid the rural
rate plus two-thirds of the difference between its rural and urban
rate. In the second year, it would be paid the rural rate plus one-
third the difference between the rural and the urban rates.

Conference agreement

The conference agreement follows the Senate amendment.

b. MSA's

Present law

Separate Federal rates are calculated for the 9 regions (census di-
visions). In some cases, MSA's are located in more than one region
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resulting in hospitals in the same MSA receiving different payment

amounts based on different Federal rates.

House bill

No provision.

Senate amendment

The Senate amendment would specify that a hospital located in
an MSA shall be deemed to be in the region in which a majority of
the hospitals are located or, at the option of the Secretary, the
region which accounts for the majority of the Medicare discharges.

Conference agreement

The conference agreement follows the Senate amendment with a
modification. The Secretary shall not recoup amounts from pay-
ments for discharges occurring in accounting years beginning prior
to October 1, 1984, in those cases where a hospital is deemed to be
in a lower rate region.

c. Regional and national referral centers

Present law

Public Law 98-21 authorized the Secretary to provide exceptions
and adjustments appropriate to regional and national referral cen-
ters, including those hospitals of 500 or more beds located in rural
areas.

House bill

No provision.

Senate amendment

The Senate amendment would permit a hospital classified as a
rural hospital to appeal to the Secretary to be classified as a rural
referral center, based on criteria established by the Secretary. The
criteria would allow a hospital to demonstrate that it should be re-
classified by reason of certain of its operating characteristics being
similar (which may include wages, scope of services, service area,
and mix of medical specialties) to those of a typical urban hospital
in the same region. The amendment would require that criteria
must be published by June 1, 1984 for implementation by October
1, 1984. An appeal would have to be submitted within the first
quarter of a hospital's cost reporting period and the Secretary
would have to make a final determination on the appeal within 60
days. Payments would be retroactive to the beginning of the hospi-
tal's reporting period.

Conference agreement

The conference agreement follows the Senate amendment with a
modification. The modification requires publication of the criteria
within 30 days after enactment. Further, the modification provides
that hospitals must appeal their current designation as a rural,
non-referral hospital, in the quarter preceding the start of their ac-
counting year except for the accounting year beginning on October
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1, 1984 in which case an appeal would be allowed to be made until
January 1, 1985.

d. Study

House bill

No provision.

Senate amendment

The Senate amendment would require the Secretary to conduct a
study on the advisability of making adjustments in the nonlabor
component of those DRG's which have high fixed nonlabor costs.
The report is due to Congress within 6 months after the date of en-
actment.

In addition the Secretary is required to study the degree of varia-
tion in inpatient costs within each DRG. The study must also
present alternative means of computing payments and a discussion
of the merits of a method of payment under which a percentage of
the payment amount could be determined on a regional basis. The
report is due to Congress prior to September 1, 1984.

Conference agreement

The conference agreement follows the Senate amendment with a
modification. The prospective payment system pays rural hospitals
at a lower rate than urban hospitals because rural hospitals are
generally less costly to operate. In developing DRG payment rates,
it is assumed that labor accounts for 80% of the costs while non-
labor items represent 20% of the costs. However, for some DRG's
the current payment differential may be too large because a sub-
stantial part of the treatment involves non-labor costs (e.g., the
costs of medical devices such as artificial hips) which do not vary
between urban and rural areas. Therefore, the Secretary is directed
to review the urban/rural payment differential with respect to
such DRGs and report the findings to the Committees on Ways and
Means and Finance within 6 months of the date of enactment.

Additionally, the Secretary would be required to study the advis-
ability and feasibility of varying by DRG the proportion of the
labor and non-labor components of the Federal payment amount,
instead of applying the average proportion of those components to
all DRGs.

It is the intent of the conferees that, in studying methods of pay-
ment made on a regional basis, the Secretary shall take into con-
sideration regional variations in economic environment such as un-
employment rates, the share of publicly funded patients, and the
relationship of regional economic indicators to regional health care
costs. In addition, the study shall consider scope of services, poten-
tial limitation on access to services, and service area characteristics
such as market basket prices; labor market; economic base; and
population growth, density and age. The study shall also address
such factors as construction, utility and transportation costs.
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e. Effective date

House bill

No provision.

Senate amendment

The Senate amendment would specify that the provisions (except
for required reports) are effective with respect to cost reporting pe-
riods beginning on or after October 1, 1983.

Conference agreement
The conference agreement specifies that items (a) and (b) are ef-

fective for accounting years beginning on or after October 1, 1983.
Item (c) is effective for accounting years beginning on or after Octo-
ber 1, 1984. These provisions are budget neutral for those years in
which budget neutrality applies.

f. Additional considerations

Under a provision of the 1980 amendments, small rural hospitals
are allowed to temporarily participate in Medicare under certain
circumstances even though they are unable to meet the Medicare
requirement that they provide 24-hour nursing. One of the condi-
tions is that the hospital's lack of nursing must be due to a tempo-
rary nurse shortage and that the hospital is making a good faith
effort to comply with the program's nursing standards.

The conferees believe that in assessing the hospital's effort to at-
tract personnel, consideration should be given to the economic con-
ditions in the area in which the hospital is located and the commu-
nity's ability to attract and pay skilled hospital staff and provide
employment for a spouse. Specifically, factors such as rate of unem-
ployment, relative poverty and hardship resulting from natural dis-
asters or economic dislocation should be identified and given
weight.

In the case of a facility which functions as a sole community pro-
vider, or where a hospital is located in a geographically remote
area, care shall be taken to ensure that hospital emergency serv-
ices continue to be accessible to area residents.

8. Prospective Payment Assessment Commission (Section 2313)

Present law

Public Law 98-21 established the Prospective Payment Assess-
ment Commission, which is required to assist the Department of
Health and Human Services (HHS) and the Congress with issues
arising from the new prospective payment system. The Commission
is required to make recommendations concerning the annual per-
centage increase factor for diagnosis related group (DRG) payment
rates and changes in the DRG's based on its evaluation of scientific
evidence with respect to new practices, including the use of new
technologies and treatment modalities.

House bill

No provision.
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Senate amendment
The Senate amendment would clarify that the Commission is an

independent body responsible for requesting appropriations. It
would authorize an Executive Director and exempt the Commission
from competitive public bidding and from open meeting require-
ments. In addition, it would authorize the Secretary to supplement
the Commission's activities by carrying out or awarding grants or
contracts for original research and experimentation, including clin-
ical research. It would require the Secretary to provide the Com-
mission with basic support services which are to be reimbursed
from the Commission's appropriations. It would provide that physi-
cians serving as personnel may be provided a physician compara-
bility allowance.

Conference agreement
The conference agreement follows the Senate amendment with a

modification. The modification permits closure of meetings, or por-
tions thereof, upon the affirmative vote of a majority of the Com-
mission members. The modification would not require the Secre-
tary to provide the Commission with basic support services.

9. Hospice Contracting for Core Services (Section 2343)

Present law
Public Law 97-248, the "Tax Equity and Fiscal Responsibility

Act of 1982," authorized for the period November 1, 1983, to Octo-
ber 1, 1986, Medicare Part A coverage for hospice services provided
to terminally ill Medicare beneficiaries with a life expectancy of six
months or less. The law specifies that a hospice must routinely pro-
vide directly, substantially all of the following "core services":
nursing care, medical social services, physician's services and coun-
seling services. The remaining "non-core services" may be provided
either directly by the hospice or under arrangements with others,
in which case the hospice must maintain professional management
responsibility for all such services furnished to an individual, re-
gardless of the location of or facility in which such services are fur-
nished.

Under existing regulations, a hospice may use contracted staff to
meet the "core service" needs of its patients but only when neces-
sary to supplement hospice employees during periods of peak pa-
tient loads or under extraordinary circumstances.

House bill
No provision.

Senate amendment
The Senate amendment would permit the Secretary to waive the

nursing care "core services" requirement for hospices which are lo-
cated in rural areas, which were in operation on or before January
1, 1983, and which have demonstrated a good faith effort to hire
their own nurses. A waiver request would be granted automatically
unless expressly denied by the Secretary within 60 days. The grant-
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ing of a waiver would not preclude the favorable consideration of a
subsequent waiver request should such a request be necessary.

The Secretary would be required to study the necessity and ap-
propriateness of the "core services" requirement and report the
findings to the Congress within 18 months after date of enactment.

Conference agreement

The conference agreement follows the Senate amendment with a
modification which specifies that the report on the core services re-
quirement must be submitted to the Congress prior to January 1,
1986. This is the same date that the Secretary's report concerning
the hospice program's reimbursement method and benefit structure
is due.

The study to be submitted in 1986 must include not only an anal-
ysis of medicare certified hospices but also a review of non-medi-
care hospices. The conferees believe it is essential to have compre-
hensive information available to them on the characteristics of
non-medicare hospices (size, affiliation, etc.) and why they are not
participating in the medicare hospice benefit and if they are certi-
fied as another.provider (HHA, SNF, hospital, under medicare).

10. Payment for Outpatient Diagnostic Laboratory Tests (Section
2303)

Present law

Diagnostic laboratory services for ambulatory patients are reim-
bursed by Medicare (subject to the Part B deductible and coinsur-
ance) on the basis of reasonable charges when furnished by an in-
dependent laboratory or physician. Payment for such services to
hospital outpatients is on the basis of the lower of charges or rea-
sonable cost. Certain limitations are applied on the amount Medi-
care and Medicaid will pay a physician for laboratory services
when the services are performed by an independent laboratory.

a. Fee schedule

House bill

The House bill would require establishment of a national fee
schedule for all laboratory services except those provided to hospi-
tal inpatients. Payment would be based on the fee schedule unless
the actual charge is lower. The fee schedule could initially be es-
tablished- on a statewide or regional basis; within three years the

-Secretary would, be required to develop and implement a national
fee schedule.

Senate amendment

The Senate amendment would include a similar provision except
the fee schedule would be established on an area-wide basis as de-
termined by the Secretary. The fee schedule would be established
for the period May 1, 1984 to October 1, 1987.

Conference agreement

The conference agreement follows the House bill with an amend-
ment. A fee schedule for independent clinical laboratories (includ-
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ing hospital laboratories furnishing services to persons who are not
patients of the hospital) and for laboratory services conducted in
physician's offices is to be established at 60 percent of the prevail-
ing charge levels for the fee screen year beginning July 1, 1984.
After three years, payments will be made on the basis of a national
fee schedule. (The fee schedule will not apply to clinical laboratory
tests furnished by ESRD facilities and included in the ESRD com-
posite rate).

For hospital-based laboratory services serving hospital outpa-
tients a fee schedule based on a carrier or regional area is to be
established at 62 percent of the prevailing charge levels for the fee
screen year beginning July 1, 1984. After the three-year period, the
reimbursement for such hospital labs would revert to cost reim-
bursement unless the Congress acted to include them in a national
fee schedule.

The agreement requires the Secretary to report on the advisabil-
ity of continuing a fee schedule for hospital-based laboratories serv-
ing hospital outpatients, and if such schedule is advisable, the ap-
propriate fee level.

b. Adjustments in fee schedule

House bill

The House bill permits the Secretary to provide for adjustments
to account for wage variations.

Senate amendment

No provision.

Conference agreement
The conference agreement follows the House bill.

c. Initial payment level

i. Establishment

House bill
The House bill would establish the initial payment level for the

fee schedule at 60 percent of the prevailing charge level for the fee
screen year beginning July 1, 1984.

Senate amendment
The Senate amendment would establish the initial payment level

at 60 percent of the prevailing charge for tests performed in inde-
pendent labs and in physicians offices for the fee screen year begin-
ning July 1, 1983. For tests performed in hospital labs the compara-
ble percentage would be 62 percent of the prevailing charge level.

Conference agreement

The conference agreement follows the Senate amendment with a
modification. The initial payment level is set at 62% of the prevail-
ing charge level for services provided by hospital-based laboratories
serving hospital outpatients and 60% of the prevailing charge level
for services provided by hospitals when acting as independent lab-
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oratories. The computation is based on the prevailing charge levels
in effect for the fee screen year beginning July 1, 1984. The confer-
ees intend that all clinical diagnostic laboratory services, including
those currently subject to payment at the 25th percentile, are to be
paid on the basis of the fee schedule.

The conferees intend that in those States that already require
direct billing for laboratory services the Secretary will take into ac-
count the fee levels in surrounding States when establishing the
fee levels in direct billing States.

ii. Adjustments

House bill

The House bill would require the Secretary to adjust the fee
schedules annually to reflect changes in the Consumer Price Index
for all Urban Consumers (U.S. city average).

Senate amendment

Same as the House bill.

iii. Additional adjustments

House bill
The House bill would permit the Secretary to make additional

adjustments based on technological changes.

Senate amendment
The Senate amendment would permit the Secretary to make ad-

justments or exceptions to the fee schedule to assure adequate re-
imbursement for: (a) emergency laboratory tests needed for the pro-
vision of bona fide emergency services in a hospital emergency
room, and (b) certain low volume high-cost tests where highly so-
phisticated equipment or extremely skilled personnel are necessary
to assure quality.

Conference agreement
The conference agreement follows the Senate amendment with a

modification to allow adjustments based on technological changes
and to allow the payment of bona fide emergency services in other
than a hospital emergency room.

d. Payment to independent and hospital labs

Present law

Present law includes the following provisions with respect to pay-
ment to independent and hospital labs:

(i) With respect to lab services provided to outpatients by in-
dependent labs, assignment can be taken on a case-by-case
basis.

(ii) Current law requires hospitals providing lab services to
their hospital outpatients to accept assignment. No assignment
is required in the case of non-hospital patients receiving lab
services from a hospital serving as an independent lab.
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(iii) Medicare is permitted to waive the coinsurance require-
ments for those cases where the laboratory agrees to accept a
negotiated fee. (Provision never implemented.)

House bill

The House bill would make the following changes:
(i) Independent labs would be required to accept Medicare as-

signment;
(ii) Services conducted by hospital labs for non-hospital pa-

tients would have to be accepted on an assignment basis; and
(iii) Medicare would waive the deductible and coinsurance re-

quirements and pay 100% of the fee screen amount or charge,
which ever is lower, for those cases which are accepted on as-
signment.

Senate amendment

The Senate amendment would, as under current law, permit in-
dependent labs and hospital labs providing services for non-hospital
patients to choose to accept assignment on a case-by-case basis. The
Senate amendment includes a similar provision with respect to
waiver of cost-sharing charges.

Conference agreement

The conference agreement follows the House bill with a modifica-
tion. The Secretary is given flexibility to permit an independent
laboratory to bill for all of the tests performed for a patient, even if
some, but not all, of the tests were done by another laboratory on
referral from the laboratory submitting the bill.

e. Payment for physicians' services

Present law

Under current law, physicians may bill for laboratory services
regardless of whether they personally performed or supervised the
test. When billing, the physician is permitted to choose on a case-
by-case basis whether to accept assignment.

House bill

The House bill would permit physicians to bill for clinical labora-
tory services only if the physician (or another physician with whom
the physician shares his practice) personally performed or super-
vised the performance of the test. As under current law, the physi-
cian could choose to accept or not to accept assignment. When the
physician accepts assignment, Medicare reimbursement would be
at 100 percent of the fee schedule amount, and the coinsurance and
deductible would not apply.

Senate amendment

The Senate amendment includes a similar provision.

Conference agreement

The conference agreement follows the Senate amendment with a
technical modification.
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f. Specimen fee

Present law
Under current law, physicians are permitted to bill a nominal

amount to cover specimen collection and handling fees in the case
of those tests performed by a laboratory and billed for by the physi-
cian. Independent laboratories are also permitted to bill for a nomi-
nal specimen collection fee in limited circumstances.

House bill

The House bill would provide for the payment of a nominal fee
for the collection of a patient specimen. However, the payment
could be made only once per encounter to whomever draws the
specimen.

Senate amendment

No provision.

Conference agreement

The conference agreement follows the House bill with an amend-
ment. The conferees note that the provision is meant to extend the
payment of a specimen fee to labs and hospitals for such items as
venipuncture and the collection of a urine sample by catheteriza-
tion. The provision is not meant to disrupt current policy with re-
spect to fees paid for the services provided in physicians' offices or
to laboratories, under limited circumstances, for items such as a
visit to a remote nursing home or a patient's home.

g. Simplified billing arrangements

House bill

The House bill would direct the Secretary to simplify current
billing requirements for laboratory services.

Senate amendment
The Senate amendment includes a similar provision except that

it would direct the Secretary to assure that information collected is
sufficient to prevent fraud and abuse.

Conference agreement
The conference agreement follows the Senate amendment. The

conferees note that this provision does not require patient diagno-
sis to appear on bills.

h. Medicaid conforming provision

House bill
The House bill provides that Federal matching funds would not

be available to the extent that a State paid more for a laboratory
test than would be paid for such tests under the Medicare fee
schedule.

Senate amendment

No provision.
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Conference agreement

The conference agreement follows the House bill.

i. Reports to Congress

House bill

No provision.

Senate amendment

The Senate amendment would require the Secretary to report to
the Congress prior to June 30, 1985 on recommendations with re-
spect to direct payment of all lab fees to physicians, the basis for
the formulation of a nationwide fee schedule, and any appropriate
indexing mechanism for such a schedule.

Conference agreement
The conference agreement follows the Senate amendment with a

modification. The GAO is directed to report on the impact of the
new fee schedule on services, the potential impact of the move to
national rates and the impact such a fee schedule would have on
hospital outpatient services. The GAO is also directed to report on
any changes in the volume of lab tests done by physicians or labs.

The agreement modifies the language directing the Secretary to
report on the advisability and feasibility of providing for a direct
payment to physicians. In addition, it delays the due date of the
report to January 1, 1987.

j. Effective date

House bill
The House bill specifies that the provision would apply to Medi-

care diagnostic laboratory tests furnished on or after July 1, 1984
and Medicaid payments for calendar quarters on or after October
1,1984.

Senate amendment
The Senate amendment specifies that the provision would apply

to diagnostic laboratory tests furnished on or after May 1, 1984 and
before October 1, 1987. The requirement that only those perform-
ing or supervising the performance of the tests bill the program,
would be permanent.

Conference agreement
The conference agreement follows the House bill with an amend-

ment. A fee schedule is established on a permanent basis for inde-
pendent laboratories and physicians' laboratories. The fee schedule
for services provided by hospitals to outpatients is effective for
three years.
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11. Coverage of Administration of Hepatitis B Vaccine (Section
2323)

Present law

Current law prohibits Medicare coverage of immunizations and
vaccines except in the case of pneumococcal vaccine which Con-
gress specifically covered in 1980.

a. Coverage

House bill
The House bill would cover hepatitis B vaccine for high risk med-

icare beneficiaries when it is administered in a hospital or renal
dialysis facility. It would authorize the Secretary to provide pay-
ments that reasonably reflect the cost of efficiently providing and
administering hepatitis B vaccine.

Senate amendment
The Senate amendment includes a similar provision but it would

limit coverage to ESRD patients. It would give the Secretary flexi-
bility in the development of payment methods for vaccine adminis-
tration at or through a renal dialysis facility. Payment for vaccine
administered to an individual receiving dialysis, but not at or
through a dialysis facility, would be either included in the compre-
hensive fee paid for physician ESRD services, or on a reasonable
charge or other basis.

Conference agreement
The conference agreement would follow the House bill with an

amendment. Coverage is permitted for high and intermediate risk
individuals. The conferees anticipate that the Secretary will devel-
op coverage guidelines using available information to define those
groups at high and intermediate risk of contracting the disease,
using specifically, but not necessarily exclusively, the information
developed by the Centers for Disease Control (CDC).

The conference agreement permits a separate payment for vac-
cines for patients receiving dialysis at or through a facility. The
conference agreement specifies that, for non-ESRD patients, pay-
ments may be made to ESRD facilities, hospital outpatient depart-
ments or physicians for the vaccine and its administration. Similar
payment arrangements are applicable for vaccines provided to
ESRD patients not cared for by an ESRD facility.

The conference agreement gives the Secretary discretion in de-
veloping payment amounts. The conferees expect that the Secre-
tary will give consideration to the need to avoid excessive program
costs (e.g., by changing frequency guidelines for Hepatitis B testing
for ESRD patients) and utilization patterns. The conferees are con-
cerned about the potential extra billing liability of beneficiaries
that might inhibit them from obtaining services, and therefore
urge physicians to accept assignment. The agreement directs the
Secretary to monitor the provision of the vaccine and its adminis-
tration. The Secretary is further required to review any changes in
technology which could potentially affect the amounts paid for
services.
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b. Cost-sharing

House bill
The House bill would waive the applicable Part B deductible and

coinsurance amounts.

Senate amendment

No provision.

Conference agreement
The conference agreement does not include the House provision.

c. Effective date

House bill
The House bill specifies the effective date is for services fur-

nished on or after July 1, 1984.

Senate amendment
The Senate amendment applies to vaccine administered on or

after July 1, 1984.

Conference agreement
The conference agreement specifies an effective date of Septem-

ber 1, 1984.

12. Part B Payment for Services of Teaching Physicians (Section
2307)

Present law
Present law sets forth conditions governing how Medicare should

reimburse for patient care services performed by physicians in a
teaching setting, including a formula for calculating the physi-
cian's customary charge.

a. Formula revision

House bill
The House bill would revise the formula for calculating physi-

cians' customary charges. As a result, customary charges cannot be
less than 75 percent of the Medicare prevailing charges paid for
services in the same locality as the teaching setting.

Senate amendment

Similar provision.

Conference agreement
The conference agreement follows the Senate amendment with a

modification regarding calculation of customary charges. As a
result, customary charges cannot be less than 85 percent of the
Medicare prevailing charges in the same locality for the same serv-
ice. The conferees also urge that the Secretary try to develop a sim-
plified or expedited methodology by which teaching hospitals can
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demonstrate that they satisfy the existing formula for establishing
customary charges.

b. Alternative method

House bill

The House bill would provide an alternative method for deter-
mining reasonable charges. If all the "teaching physicians" at a
particular teaching hospital agree to take assignment for all Medi-
care patients they serve in that teaching hospital, then the physi-
cians can have their reasonable charges determined according to
the normal Medicare reasonable charge methodology.

Senate amendment

No provision.

Conference agreement

The conference agreement follows the House provision with an
amendment.

Effective October 1, 1984, if all the "teaching physicians" at a
particular teaching hospital agree to take assignment for all medi-
care patients they serve in that hospital, then they can receive 90
percent of the medicare prevailing charges in the same locality.

The General Accounting Office shall conduct a study of the
amounts billed for the services of teaching physicians and paid by
carriers to determine whether such payments are only made when
all of the conditions for payment under present law (Section
1842(b)(7)) are met.

The conference agreement also includes an amendment relating
to the calculation of payments that are made to hospitals as com-
pensation for indirect teaching costs. Regulations published in Jan-
uary specified that teaching hospitals that generally did not
employ residents and interns could count them in calculating their
indirect teaching costs only if they were employed by another orga-
nization which has a longstanding relationship with the hospital
and which is the sole employer of substantially all of the interns
and residents furnishing services at the hospital. The conferees be-
lieve these limitations are inappropriate because the indirect teach-
ing costs which are being calculated result from the participation
of the interns and residents in the hospitals' medical education pro-
gram. Who employs them is immaterial. Therefore, the conference
agreement provides that the Secretary, when calculating a hospi-
tal's indirect teaching costs, take account not only of the interns
and residents it employs but also any other house staff members
who participate in the hospitals teaching program but who are em-
ployed by another organization.
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13. Limitation on Physician Fee Prevailing and Customary
Charge Levels; Participating Physician Incentives (Section 2306)

a. Physician fees

Present law

(a) Physician Fees.-Medicare pays for physician services on the
basis of Medicare-determined "reasonable charges." Reasonable
charges are the lesser of: (1) a physician's billed charge; (2) the cus-
tomary charge made by an individual physician for a specific serv-
ice; or (3) the prevailing level of charges made by all physicians for
services in a geographic area. The customary and prevailing
charges are updated annually (on July 1) to reflect changes in phy-
sician charging practices. Increases in the prevailing charge levels
are limited by an economic index, which reflects changes in the
physicians' practice costs and changes in general earnings levels.

House bill

No provision.

Senate amendment
The Senate amendment would freeze all customary and prevail-

ing charges for the fee screen year beginning July 1, 1984. The
amendment would continue the freeze for an additional year for
the prevailing fees of physicians who are not "participating physi-
cians". No catch-up would be permitted for fees which were frozen.

Conference agreement
The conference agreement follows the Senate amendment with a

modification. The provision adopted by the Conferees freezes Medi-
care customary and prevailing charges for all physicians services
for a 15-month period beginning on July 1, 1984 and ending on Sep-
tember 30, 1985. Subsequent fee screen updates would occur on Oc-
tober 1 of future years. Because of the importance of the coopera-
tion of physicians nationwide in the fee freeze, the Conferees
intend that the Secretary make every effort to notify physicians, on
a timely basis, concerning the requirements of this provision.

The provision establishes the concept of a "participating physi-
cian" contained in both the House and Senate bills. A participating
physician is one who voluntarily enters into an agreement with the
Secretary to prospectively accept assignment for all services fur-
nished to all Medicare patients for a twelve-month period. Physi-
cians would be given a specified period of time in which they could
indicate their decision to participate for the twelve-month period
beginning October 1, 1984. After this specified period of time
elapses, only new physicians in an area or newly licensed physi-
cians could sign participation agreements until the next designated
period of time. These agreements would be similar to the "partici-
pating physician" agreements successfully used by many Blue
Shield plans.

The provision contains several administrative incentives (con-
tained in the Senate bill) to encourage physicians to voluntarily
sign participation agreements. These include publication of directo-
ries, use of toll-free telephone lines to disseminate names of partici-
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pating physicians and the use of direct lines for electronic receipt
of claims. In addition, physicians have an incentive to become par-
ticipating physicians because any normal increase in their actual
billed charges during the 15-month period when Medicare's reason-
able charges are frozen, will be reflected in updating their future
customary charge screen updates.

Much of the success of the new "participating physician" pro-
gram will depend on the involvement of the Medicare beneficiaries
nationwide. In providing an increased amount of information to the
beneficiary, the Conferees hope they will take this opportunity to
become increasingly informed about the practice patterns of the
physicians in their communities.

The current claim-by-claim assignment system would continue in
its current form for physicians who choose not to sign participation
agreements (i.e., non-participating physicians). To protect benefici-
aries from increased charges during the 15-month period when
Medicare payment levels are frozen, the legislation provides that
increased charges to Medicare patients by non-participating physi-
cians would not be recognized in their customary charge update in
future years. Further, if non-participating physicians do not comply
with the fee freeze and increase their actual charges billed to Medi-
care patients, they could be subject to civil money penalties or ex-
clusion from the program for up to five years. However, in light of
the efforts of many medical societies that have urged their mem-
bers to voluntarily freeze their fees-efforts which the Conferees
recognize and commend, the Conferees believe that this provision
will work in concert with those efforts and that physicians who are
complying with organized medicine's voluntary fee freeze would
not be subject to the non-compliance provisions. The conference
agreement provides the Secretary with authority to impose civil
money penalties or assessments, exclusion for up to five years from
the Medicare program, or both. The purpose of this authority is to
protect Medicare beneficiaries from increased charges from physi-
cians who are not participating physicians.

The conferees expect that the Secretary will exercise this author-
ity vigorously but prudently, applying sanctions commensurate
with the offense. The conference agreement provides the Secretary
with necessary discretion in applying these penalties. The confer-
ees expect that the Secretary will impose penalties on physicians
who are serious violators of the program.

The Secretary will be expected to use discretion in judging
whether the increased charges occurred before the physician could
reasonably be expected to have known of the conditions this section
imposes. Further, the Secretary would take into account other fac-
tors, such as whether a pattern of increased charges has occurred,
the extent to which the patient faced increased costs as a result,
and whether the amounts of the increases are significant, and so
on.

In any program of this magnitude, all violations cannot be pur-
sued. But the conferees expect the Secretary to monitor physician
charges and take action in cases where willful violation is occur-
ring so as to give public and the physician community certainty
that the program is being enforced.
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The conferees note that although the Secretary is provided with
the ability to exclude a physician from Medicare for up to five
years, it is the expectation that this step would be taken only in
extreme circumstances and that the more usual enforcement will
be through the civil money penalty.

Since the civil money penalty may be imposed in amounts of up
to $2,000 for each violation, the Secretary has a strong tool avail-
able to ensure enforcement. The conference agreement provides
that in no circumstances will the exclusion penalty be imposed in
the case of the sole physician serving a community or a physician
providing essential specialized services that would otherwise not be
available. Further, the impact on access to care for Medicare bene-
ficiaries should be considered by the Secretary in making the deter-
mination of the penalty to be imposed in other cases as well.

The conferees expect the Secretary to consider whether there are
enough other physicians in the area to serve the needs of Medicare
patients. For example, rural communities may have few physicians.
Some urban and rural areas are medically underserved. In some
communities, barring a physician from Medicare might mean an
effective loss of any physician to serve a person eligible for both
Medicare and Medicaid.

In the cases where the Secretary determines exclusion from the
program is appropriate, services provided by the physician would
no longer qualify as a covered service under the Medicare program,
and payment would no longer be made. The Secretary would be ex-
pected to take the appropriate steps to assure that the beneficiary
was informed and protected.

The conference agreement gives the Secretary the authority to
make restitution to a beneficiary out of amounts collected through
civil penalties or assessments on the physician who provided him
services. The Secretary would be expected to use this authority
when the increased charges to the beneficiary were significant. It
would be expected that restitution would not be made if the
amounts in question were small or less than the administrative
cost of making the restitution. The restitution in any case would
not exceed either the excess amount the beneficiary paid or the
amount collected from the offending physician.

In order to determine compliance of non-participating physicians
with the fee freeze, the Secretary shall monitor the charges of indi-
vidual non-participating physicians. The Secretary shall have the
flexibility to perform the monitoring on a timely and cost-effective
bases. The monitoring shall compare physician charges during peri-
odic intervals following enactment (such as quarterly) with a base
period of the April 1 to June 30, 1984 quarter (the quarter follow-
ing the March 7, 1984 letter from the American Medical Associa-
tion to all physicians urging a voluntary freezing of fees) and shall
begin with charges on or after July 1, 1984.

In exercising her authority to enforce the price freeze, the con-
ferees expect the Secretary would make use of the Office of the In-
spector General in a similar manner as the current delegation of
responsibility with respect to program sanctions and civil money
penalties.
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b. Participating Physician Arrangements

Present law

Physicians may decide, on a claim-by-claim basis, to accept as-
signment. That is, for each claim a physician may decide either (1)
to accept the amount paid by Medicare (the reasonable charge) as
payment in full (except for cost-sharing amounts) or, (2) to bill the
patient for the entire bill, including any amount in excess of the
Medicare reasonable charge. The patient is then responsible for
paying the physician for the full amount of the bill and for submit-
ting the claim to Medicare for payment of 80 percent of the Medi-
care reasonable charge.

House bill
The House bill would require the Secretary to offer physicians

annually an opportunity to voluntarily sign as agreement to accept
assignment for all services furnished to all Medicare patients in
the following year.

The House bill would require the Secretary to publish annually a
list of physicians who have voluntarily agreed to accept assignment
for all services furnished to all Medicare patients in the following
year. It would require the Secretary to notify Medicare benefici-
aries annually about the availability of the list.

Senate amendment
The Senate amendment would include a similar provision with

respect to the annual opportunity for physicians to sign an agree-
ment except it includes suppliers, uses the term voluntary "partici-
pating physician or suppliers" arrangement and sets a date certain
for implementation.

The Senate amendment would provide that for those physicians
who have elected to become "participating" physicians, for the fee
screen year beginning on July 1, 1985, prevailing fees will not be
frozen.

The Senate amendment includes a provision, similar to that in
the House bill, relating to publication of a list of physicians who
have agreed to accept assignment and notification of beneficiaries
of the availability of the list. The Senate amendment includes sup-
plies and further requires the Secretary to make the list (directory)
available in each district and branch office of the Social Security
Administration, the offices of the carriers, and to senior citizens'
organizations. The list would be available for purchase by the
public.

The Senate amendment would provide additional incentives for
participating physicians:

requires carriers to maintain toll-free lines to provide enroll-
ees with names of participating physicians;

permits carriers to establish direct lines for electronic re-
ceipt and payment of claims;

permits carriers to use either or both of the following pay-
ment arrangements for beneficiaries with approved medigap
coverage or with group health insurance plans which serve as
medigap policies:



1317

"Piggyback billing" under which the participating physician or
supplier submits one bill to the carrier. The carrier pays the physi-
cian or supplier the medicare determined reasonable charge and
then sends the willing medigap insurers information on the
amount paid. The medigap insuror would automatically pay the
physician or supplier for the beneficiary's cost sharing liabilities.

"Payment to organizations" under which the participating physi-
cian or supplier submits one bill to the medigap insurer. The medi-
gap insuror would pay the physician or supplier an amount wbich
the physician or supplier accepts as payment in full, including cost-
sharing liabilities. The medigap plan would then collect the reason-
able charge from Medicare.

Conference agreement

The conference agreement establishes participation agreements
for physicians and suppliers. The participation agreements would
apply for 12-month periods beginning on October 1, 1984. As incen-
tives to participate, the Conferees adopt the following incentives in
the Senate bill: directories, toll-free telephone lines and direct lines
for electronic receipt of claims. The conference agreement incorpo-
rates the use of the payment to organization method for participat-
ing physicians contained in the Senate bill in the definition of par-
ticipating physician. The Conferees intend that the Secretary con-
sider making certificates or other emblems available to physicians
who sign participation agreements so that beneficiaries will have
an easy means of identifying them.

c. Participating physician monitoring

House bill

No provision.

Senate amendment

The Senate amendment would require the Secretary to monitor
the proportion of physicians who do not become "participating phy-
sicians", the difference between actual and reasonable charges for
those physicians, and any changes in per capita volume and mix of
beneficiary services provided by those physicians. The Secretary
would be required to report the results of such monitoring to the
Congress on a semi-annual basis beginning January, 1985 and
ending January, 1987. The final report would include recommenda-
tions for constraining part B growth so as to avoid an increased
burden on program beneficiaries, and include an analysis of other
payment methods for part B services.

The Senate amendment would specify that carrier payments
from the part B trust fund are increased to the extent necessary to
conduct the required monitoring.

Conference agreement

The conference agreement requires the Secretary to monitor
charges of non-participating physicians for purposes of noncompli-
ance with the fee freeze and application of sanctions as discussed
above. The conference agreement also adopts a Senate provision
with modifications regarding monitoring of changes in the per
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capita (user or enrollee) volume (services and expenditures), and
mix of services (such as changes in billings for various types of
medical visits) for all physicians. The provision requires a report on
these charges by July 1, 1985, including legislative recommenda-
tions of how to restrict growth in part B program costs without
these costs being transferred to beneficiaries.

The conferees recognize that the provisions contained in this sec-
tion will necessarily mean increases in costs for carriers. Among
the activities that will entail new costs are implementation of the
participating physician system, preparation of the directors and
historical assignment rate lists, toll free telephone lines, direct
lines for electronic billing, monitoring physician charges, and noti-
fying physicians of these significant statutory changes. Further,
these activities will require rapid and immediate action by the car-
riers. In order to assure that resources are promptly available to
assure effective implementation of these provisions, the conference
agreement provides the Secretary with authority to draw on the
trust fund for immediate funds to carry out these activities. The
agreement provides for the transfer of no less than $8 million in
FY 84 and $15 million in FY 85.

d. Information on physician assignment

House bill

The House bill would require the Secretary to compile annually
a list of physicians serving medicare beneficiaries including a list
of assignment rates, by percentile intervals not to exceed quartiles,
of individual physicians for the previous year.

The House bill also requires the Secretary to make available, in
each district office of the Social Security Administration (SSA), the
historical assignment rate lists for the local geographic areas
served by that office. The bill also specifies that the historical as-
signment rate lists would have to be available by mail from each
carrier. It would require annual notification to beneficiaries of the
lists' availability.

Senate amendment
The Senate amendment includes a similar provision with respect

to compilation of the list, except it includes suppliers and permits
the Secretary to limit the list to those physicians and suppliers
who accepted assignment in a certain percentage of cases.

The Senate amendment does not include a provision, comparable
to that in the House bill, with respect to making the list available.

Conference agreement
The conference agreement follows the Senate amendment but ex-

cludes the requirement to publish volume of services and allows
the Secretary to exclude low volume physicians and suppliers.

14. Study of Medicare Part B Payments (Section 2309)

Present law

Payments are made to physicians on the basis of reasonable
charges for specific services.
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a. Study

House bill
The House bill would require the Secretary to study and report

on methods by which Medicare Part B payment amounts and pro-
gram policies may be modified:

(i) To eliminate inequities in the relative amounts paid to physi-
cians by type of service, locality, and specialty, with particular at-
tention to any inequities between cognitive services and medical
procedures.

(ii) To increase incentives for physicians and other suppliers
under such part to accept assignment for Medicare services.

(iii) To provide incentives for physicians and other providers not
to provide increased or otherwise excessive amounts of hospital,
physician, and other health care services.

The report must also include a description of one or more nation-
al or regional fee schedules for payments which are consistent with
the study carried out by the Secretary.

Senate amendment
The Senate amendment would direct the Office of Technology

Assessment, in consultation with appropriate physician organiza-
tions, to conduct a study to examine any imbalances in payment to
physicians for their cognitive vs. their technical skills. It would re-
quire submission of a report to Congress by December 31, 1985 con-
taining findings and specific recommendations.

The Senate amendment contains no provisions comparable to the
other items of the House bill.

Conference agreement
The conference agreement generally follows the House provision,

with respect to the scope of the study, but places the entire study
under the direction of OTA. With respect to item (ii) the conference
agreement specifies that the study shall examine the influence of
payment methodologies and payment levels on the utilization (i.e.
volume and intensity) of services. In addition, the Conference
agreement modifies the provision on fee schedules; the study is to
include information on methodologies to be applied in the develop-
ment of fee schedules and other payment mechanisms on either a
national or regional basis and comments on whether such fee
schedules or payment methodologies are advisable or feasible.

b. Data base

House bill
The House bill requires the Secretary to develop a centralized

data base utilizing information from the Medicare carriers regard-
ing the utilization of Part B services; the assignment rates of physi-
cians and suppliers; actual, customary and prevailing charge distri-
butions; and differences in charge distributions among different
specialities and localities.

Senate amendment
No provision.
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Conference agreement

The conference agreement follows the House provision, with a
modification directing the Secretary to provide the information in
the data base to OTA.

c. Effective date

House bill

The House bill would require the study to be completed and the
report submitted to Congress not later than June 30, 1985.

Senate amendment
The Senate amendment would require submission of the report

prior to December 31, 1985.

Conference agreement
The conference amendment follows the Senate amendment.

15. Pacemaker Review and Reform (Section 2304)

Present law

The costs of inpatient hospital services with respect to the im-
plantation of pacemakers, including the costs of the device, are sub-
ject to the new diagnosis-related group (DRG) prospective payment
system. However, the costs of physicians' services for implantation
and post-implantation monitoring of the devices are reimbursed
under Part B. Post-implantation monitoring includes transtele-
phonic monitoring for which frequency guidelines have been estab-
lished by the Secretary.

a. Guideline revision

House bill

The House bill would require the Secretary to revise the current
guidelines on the frequency of transtelephonic monitoring.

Senate amendment
The Senate amendment includes a similar provision.

Conference agreement
The conference agreement follows the House bill.

b. Frequency guidelines

House bill
The House bill would provide that, if the Secretary fails to revise

the guidelines by October 1, 1984, a specified frequency schedule
would go into effect with respect to single-chamber cardiac pace-
makers powered by lithium batteries. The House bill would provide
that payment would not be made for monitoring which is more fre-
quent than: (1) weekly during the first month after implantation,
(2) once every two months during the period representing 80 per-
cent of the estimated life of the device, and (3) monthly thereafter.
Exceptions could be made based on special medical factors.



1321

Senate amendment

The Senate amendment would require the issuance of revisions
by April 1, 1984. No statutory schedule is set forth.

Conference agreement

The conference agreement follows the House bill with an amend-
ment which provides that the frequency guidelines established by
law will expire upon publication of the revised guidelines. The con-
ferees expect that the revised guidelines will be published prompt-
ly. They further expect that the revised frequency guidelines will
provide for exceptions where medically appropriate.

c. Payment review

House bill

The House bill would require the Secretary to review and report
to the Congress on the appropriateness of the current Part B pay-
ment for physician's services associated with implantation or re-
placement of pacemakers and pacemaker leads. Such review would
take into account the time and difficulty of the procedures com-
pared to those when such rates were first established and take into
consideration a reduction of such recognized rates by 20 percent.
The House bill would require completion of the review by October
1, 1984.

Senate amendment

The Senate amendment includes a similar provision except that
it would: (1) also require review of reimbursement for inpatient
hospital services, and (2) not require the Secretary to take into con-
sideration a reduction in recognized rates by 20 percent. The
review and report would be due by April 1, 1984.

Conference agreement

The conference agreement follows the House bill with an amend-
ment. The amendment requires a review of payments for implanta-
tion or replacement of pacemakers under both Parts A and B of
Medicare, with the review of Part A payments conducted by the
Prospective Payment Assessment Commission. Both studies must
be submitted to Congress by March 1, 1985.

The conferees note that improvements in pacemaker implanta-
tion, reductions in the time required for such procedure, and
changes in the difficulty and costs of such procedures have oc-
curred over the past decade. Therefore, while the agreement elimi-
nates the directive that the Secretary take into consideration a 20
percent reduction in recognized rates, the conferees expect the Sec-
retary to consider whether some reduction in fees may be appropri-
ate.

d. Registry

House bill

The House bill requires the Secretary, through the Food and
Drug Administration, to provide a registry of all cardiac pacemak-
er devices and leads for which payment was made under Medicare.
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The registry would include the manufacturer, model, serial
number, and manufacturer's price, the name of the recipient, the
date and geographic location of the implantation or removal, and
the name of the physician, hospital or other provider. The registry
would be required to include any express or implied warranties as-
sociated with the device and any other information which the Sec-
retary deemed appropriate. The Secretary is prohibited from identi-
fying any recipient of a pacemaker by name.

Senate amendment

The Senate amendment includes a similar provision. The registry
information is substantially the same as that required by the
House bill, except manufacturer price information is not specified.
Submission of the information by the manufacturer would be a
condition for any Medicare payments with respect to any devices or
leads produced by that manufacturer.

Conference agreement

The conference agreement follows the House bill with an amend-
ment. Inclusion of manufacturer price information in the registry
is not required. Further, the amendment specifies that providers'
and physicians' compliance with information requirements is a con-
dition for Medicare payments with respect to implantation or re-
moval of devices or leads.

The agreement further specifies that the purposes of the registry
include tracing the performance of pacemaker devices and leads.

e. Return of device or lead

House bill

No provision.

Senate amendment

The Senate amendment would authorize the Secretary to re-
quire, as a condition of payment, that a provider furnish to the
manufacturer information with respect to all patients bearing a
device or lead for which Medicare payment was made or requested.
The Secretary could also require that any device or lead removed
from any such patient be returned to the manufacturer. Fiscal in-
termediaries could, pursuant to regulations, deny payment for re-
placements if the device or lead was not returned; beneficiaries
could not be charged for replacements in such cases.

Conference agreement

The conference agreement follows the Senate amendment with a
modification deleting the provision authorizing the Secretary to re-
quire that a provider furnish the manufacturer with information.

f. Testing

House bill

The House bill would provide that in any case where the Secre-
tary had reason to believe that replacement of a pacemaker was
related to its malfunction, the Secretary would be permitted to re-
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quire the testing of such device by the FDA or that FDA personnel
be present at testing by the manufacturer.

Senate amendment

The Senate amendment includes a similar provision. in addition,
it would authorize the Secretary to require the manufacturer to
test or analyze each returned cardiac pacemaker device or lead and
provide the test results to the provider who returned it to the man-
ufacturer, together with information as to any warranty coverage.

Conference agreement

The conference agreement follows the Senate amendment, except
that it strikes the provision permitting the Secretary to require the
FDA to do the testing.

g. Manufacturer reports

House bill

No provision.

Senate amendment

The Senate amendment would authorize the Secretary to require
any manufacturer to provide to the FDA: (1) a written report with
respect to any adverse reaction and any defect (within 10 days of
the date on which the manufacturer is notified) and (2) an annual
report summarizing clinical experiences with devices and leads in-
cluding information on all removals, deaths, adverse reactions,
device or lead defects, and the results of tests performed on all re-
turned devices and leads.

Conference agreement

The conference agreement does not include the Senate amend-
ment. The conferees understand that the Secretary is developing
Mandatory Device Experience Reporting regulations, pursuant to
section 519 of the Federal Food, Drug, and Cosmetic Act, which
would establish requirements comparable to those set forth in the
Senate amendment. The conferees did not wish to duplicate the
provisions of those regulations or establish requirements inconsist-
ent with them. The conferees expect the regulations to be issued
soon and expect that they will accomplish the purposes of the
Senate amendment.

h. Bonds

House bill

No provision.

Senate amendment

The Senate amendment would require manufacturers to post a
bond or provide other assurances as the Secretary deems appropri-
ate to ensure compliance.
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Conference agreement

The conference agreement does not include the Senate amend-
ment.

16. Limitation on Certain Foot-Care Services (Section 2325)

Present law

Routine foot care is not covered by the Medicare program. How-
ever, Medicare does allow reimbursement to physicians for debride-
ment of mycotic toenails (i.e., the care of toenails with a fungal in-
fection).

House bill

The House bill would require the Secretary to deny coverage
under the Medicare program for debridement of mycotic toenails if
performed more frequently than once every 60 days. Exceptions
would be authorized if medical necessity were documented by the
billing physician. The provision would be effective upon enactment.

Senate amendment
Similar provision. The provision would be effective with respect

to services performed on or after enactment.

Conference agreement
The conference agreement follows the House provision, with the

Senate effective date.

17. Presidential Appointment of and Pay Level for the Adminis-
trator of the Health Care Financing Administration (Section
2332)

Present law

The Administrator of the Health Care Financing Administration
(HCFA) is in the Senior Executive Service and is appointed by the
Secretary of Health and Human Services.

House bill

The House bill would provide for the appointment of the Admin-
istrator of HCFA by the President with the advice and consent of
the Senate. It would increase the position and pay of the Adminis-
trator to level IV of the Executive Schedule.

Senate amendment

Same as House bill.

18. Permitting Limited Provider Representation on Peer Review
Organizations (Section 2334)

a. Provider representation

Present law

The Secretary is prohibited from contracting with an entity
which is, or is affiliated with (through management, ownership or
common control), a health care facility. The Secretary, by regula-
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tion, has specified that the governing body of a peer review organi-
zation may not have a member who is a member, officer, or manag-
ing employee of a health care facility.

House bill

The House bill would provide for limited representation of pro-
viders on PRO's. For PRO's with a governing body of 15 or fewer
members, one member could be a governing body member, officer,
or managing employee of a health care facility. The number would
be increased to two in the case of a PRO with more than 15 mem-
bers.

Senate amendment

Similar provision.

Conference agreement

The conference agreement follows the Senate amendment with a
modification which allows up to 20% of the members of a PRO gov-
erning body to be affiliated with providers.

b. Payer organizations

Present law

Before October 1, 1984, entities which are payer organizations
are barred from being a PRO. By regulation, this has been inter-
preted to bar organizations whose board members include a repre-
sentative of a self-insured employer.

House bill

No provision.

Senate amendment

The Senate amendment would permit entities whose board mem-
bers include a representative of a self-insured employer to qualify
as a PRO.

Conference agreement

The conference agreement follows the Senate amendment with a
modification. An organization which has no more than one member
affiliated with a health maintenance organization would not be
classified as a payer organization and would therefore be permitted
to qualify as a PRO.

19. Access to Home Health Services (Section 2336)

a. Disqualified physicians

Present law

A physician must certify the patient's need for services and es-
tablish a plan of care before a beneficiary can qualify for home
health services. A physician may not perform these functions for
patients of any agency in which the physician has a significant
ownership interest or a significant financial or contractual rela-
tionship.
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House bill

The House bill would permit a physician who has a financial in-
terest in an agency which is a sole community home health agency,
as determined by the Secretary, to carry out certification and plan
of care functions for patients served by the agency.

The amendment would require appropriate changes in regula-
tions within 90 days of enactment.

Senate amendment

The Senate amendment includes a similar provision except that
its application would be limited to an agency which is the only
home health agency in a county. The provision would be effective
upon enactment.

Conference agreement

The conference agreement follows the House bill with a modifica-
tion. The Secretary would be required, not later than 90 days after
enactment, to revise regulations to reflect the provision. The con-
ferees intend that the Secretary, in determining which entities
meet the definition of sole community home health agencies, shall
take into account the number of persons residing in the county and
the size of the county. The conferees are concerned that if the de-
terminations are made only on the basis of countyline boundaries,
HHAs in counties encompassing large geographic areas or sizeable
populations might not be appropriately designated.

b. Uncompensated officers or directors

Present law

Regulations specifying physicians who are disqualified from per-
forming certification and plan of care functions for patients of a
home health agency include physicians who are uncompensated of-
ficers or directors.

House bill

The House bill would delete from the list of disqualified physi-
cians uncompensated officers or directors of agencies.

The provision would apply to certifications and plans of care
made on or after date of enactment.

Senate amendment

The Senate amendment includes a similar provision which would
be effective on enactment.

Conference agreement
The conference agreement follows the House bill.
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20. Repeal of Special Tuberculosis Treatment Requirements and
Requirement of Accreditation of Psychiatric Hospitals (Section
2395)

a. Tuberculosis treatment requirements

Present law

The law contains a number of special provisions originally in-
tended to assure that institutional services provided to Medicare
and Medicaid patients suffering from tuberculosis are not custodial
in nature and can reasonably be expected to improve the patient's
condition or render the condition non-communicable.

House bill

The House bill would repeal the special conditions and require-
ments. It would also eliminate the special provider category for tu-
berculosis hospitals.

Senate amendment

Similar provision.

Conference agreement

The conference agreement follows the Senate amendment.

b. Psychiatric hospital accreditation

Present law

The law requires psychiatric hospitals, and psychiatric units of
hospitals, to be accredited by the Joint Commission on the Accredi-
tation of Hospitals (JCAH) in order to participate in Medicare and
Medicaid.

House bill

The House bill would repeal the requirement that psychiatric
hospitals and units be accredited by JCAH, and permit the provid-
er to participate on the basis of accreditation by organizations ap-
proved by the Secretary. [See item 26]

Senate amendment

Similar provision.

Conference agreement

The conference agreement follows the Senate amendment.

21. Indirect Payment of Supplementary Medical Insurance
Benefits (Section 2339)

Present law

Part B payments generally may not be made to anyone other
than a beneficiary or an entity providing services.

35-426 0 - 84 84
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House bill

The House bill would permit Part B payments to be made to a
health benefits plan, if the beneficiary agrees and if the physician
or other supplier accepts the plan's payment as payment in full.

Senate amendment

Similar provision.

Conference agreement

The conference agreement follows the House bill but the Confer-
ees would like to clarify that the purpose of this provision is to
enable this indirect payment procedure to be available to group, as
well as non-group, employments and non-employment health bene-
fit plans such as employers, unions, insurance companies, and
other organizations.

22. Including Podiatrists in Definition of "Physician" for Outpa-
tient Physical Therapy Services and Including Podiatrists and
Dentists in the Definition of "Physician" for Outpatient Ambu-
latory Surgery (Section 2341.)

a. Definition of "Physician" for outpatient physical therapy
services

Present law

Outpatient physical therapy services are covered only if the pa-
tient is under the care of a physician. Podiatrists are not included
within the definition of a physician for this purpose.

House bill
The House bill defines a podiatrist (when acting within the scope

of his practice) as a physician for the purposes of establishing a
plan for the outpatient physical therapy requirement.

Senate amendment
No provision.

Conference agreement
The conference agreement follows the House bill.

b. Definition of "Physician" for outpatient ambulatory service

Present law

Podiatrists and dentists are not included within the definition of
physician" for purposes of outpatient ambulatory surgery in a

physician's office.

House bill
The House bill includes dentists and podiatrists within the defi-

nition of physician for purposes of outpatient ambulatory surgery
in a physician's office.

Senate amendment

No provision.
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Conference agreement
The conference agreement follows the House provision.

23. Establishment by Physical Therapists of Plans for Physical
Therapy (Section 2342.)

Present law
Medicare payment for outpatient physical therapy services fur-

nished to a beneficiary may be made only if a plan for furnishing
such services is established and periodically reviewed by a physi-
cian.

House bill
The House bill would allow either the physical therapist or the

physician to establish the plan of care. The physician would still be
required to review periodically all plans of care. The provision
would apply with respect to plans of care established on or after
the date of enactment.

Senate amendment

No provision.

Conference agreement
The conference agreement follows the House bill.

24. Access to Records of Subcontractors

Present law
Any contract valued at $10,000 or more between a Medicare pro-

vider and a subcontractor must permit access to the records of the
subcontractor by the Secretary or the Comptroller General.

House bill
The House bill increases the minimum amount to $50,000 with

respect to contracts with subcontractors entered into on or after
date of enactment.

Senate amendment

No provision.

Conference agreement
The conference agreement does not include the House Provision.

25. Medicare Recovery Against Certain Third Parties (Section
2344)

Present law
Medicare may limit benefit payments for services for which

other third party insurance programs (e.g. worker's compensation,
auto or liability insurance, and employer health plans) may ulti-
mately be liable. However, the law does not make it explicit that
the Secretary has the right of subrogation, or the right to become a
party to claims against other liable parties or to recover directly
from such parties.
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House bill

The House bill would establish the statutory right of Medicare
to: (1) bring an action directly against certain third parties, if the
beneficiary does not do so; (2) bring an action against any party
(except the beneficiary) who has already been paid or, (3) join or
intervene in an action against a third party.

Senate amendment

The Senate amendment includes a similar provision, except the
beneficiary would not specifically be exempt from suit where bene-
fits had already been paid by the third party.

Conference agreement
The conference agreement follows the Senate amendment. The

conferees note that the provision does not alter any existing au-
thority nor create any new authority with respect to recoveries
from beneficiaries. The provision would be effective with respect to
items and services furnished on or after the date of enactment.

26. Use of Accrediting Organizations for Certain Entities
Furnishing Services (Section 2346)

Present law

The Secretary has authority to rely on certain accrediting orga-
nizations in determining whether hospitals, skilled nursing facili-
ties, home health agencies, ambulatory surgical centers, and hos-
pice programs meet Medicare requirements.

House bill

The House bill extends the Secretary's authority to rely on such
organizations in determining whether rural health clinics, labora-
tories, clinics, rehabilitation agencies, including outpatient rehabili-
tation facilities, psychiatric hospitals, and public health agencies
meet Medicare requirements (and clarifies the Secretary's author-
ity with respect to ambulatory surgical centers).

Senate amendment
The Senate amendment includes a similar provision except that

it would not apply to psychiatric hospitals. [See Item 20.]

Conference agreement
The conference agreement follows the House bill. The conferees

intend that the standards of an accrediting organization chosen
must be at least equivalent to those of the Secretary and it must
have a satisfactory record of application of such standards. In de-
ciding which, if any, private accrediting entities will be recognized
for the purpose of certifying health care facilities for participation
in the Medicare program, the conferees expect that the Secretary
will examine the standards applied by such entities to assure that
the adoption of such standards will not adversely affect competi-
tion in the provision of Medicare health services. Recognition by
the Secretary of an accreditation program with unduly restrictive
standards would preclude qualified persons from delivering serv-
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ices, thereby increasing Medicare costs, in contravention of Con-
gress' purpose in adopting this provision.

27. Confidentiality of Accreditation Surveys (Section 2345)

Present law

Current law contains certain disclosure safeguards relating to
survey information used by the Secretary in connection with the
hospital certification process under Medicare. However, the law
only specifically refers to surveys conducted by the Joint Commis-
sion on the Accreditation of Hospitals (JCAH).

House bill

The House bill extends the disclosure protections given JCAH
survey information to similar survey information provided to the
Secretary by the American Osteopathic Association or other na-
tional accreditation organizations.

Senate amendment

Same as House bill.

28. Thirty Day Coverage for Services Furnished by a Home
Health Agency or Hospice Whose Agreement Has Been Termi-
nated (Section 2348)

Present law

If the medicare participation agreement of a home health agency
or hospice is terminated, the Secretary is required to continue to
pay for services provided to a beneficiary until the end of the cal-
endar year in which the termination took place. This requirement
is only applicable to services provided under an individual plan of
care established prior to the termination of the agency agreement.

House bill
The House bill would change, from the end of the calendar year

to 30 days after termination, the ending of coverage for services
provided under a plan of care established prior to the termination
date of the participation agreement. The provision would apply to
terminations whose effective date falls 60 days after the date of en-
actment.

Senate amendment

The Senate amendment includes a similar provision which would
apply to terminations issued on or after the date of enactment.

Conference agreement

The conference agreement follows the Senate amendment.
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29. Termination of Agreements With Institutions and Entities
Where Owners or Certain Other Individuals Have Been Con-
victed of Certain Offenses (Section 2333)

Present law

The Secretary may bar from participation in Medicare (and may
direct State agencies to bar from Medicaid) a person convicted of
program-related criminal offenses. The Secretary may refuse either
to enter into or renew a provider agreement with an entity in
which ownership or control is held by a person so convicted.

House bill

The House bill would extend the Secretary's authority by author-
izing the Secretary to terminate agreements with any entity in
which ownership or controlling interest is held by a person convict-
ed of a program-related criminal offense, or an entity in which an
officer, director, agent or managing employee was convicted of such
a criminal offense.

Senate amendment

Similar provision. Additionally, the Senate amendment would: (a)
require the Secretary to notify State Medicaid agencies and author-
izes the Secretary to require such agencies to bar the entity from
participation in the program; and (b) require the Secretary to
notify the appropriate State licensing or certification agency and
request that appropriate investigations be made and that the State
agency keep the Secretary and Inspector General informed of any
actions taken.

Conference agreement

The conference agreement follows the Senate amendment. The
provision would be effective on the date of enactment and shall
apply to convictions of persons occurring after such date.

30. Elimination of Health Insurance Benefits Advisory Council

(Section 2349)

Present law

The Social Security Act provides for a 19 member panel of health
experts (the Health Insurance Benefits Advisory Council or
HIBAC) appointed by the Secretary to advise on matters of general
policy with respect to the Medicare and Medicaid programs.

House bill

The House bill would repeal the provision.

Senate amendment

Same as House bill.
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31. Health Maintenance Organizations (Section 2350)

a. Enrollment periods

Present law
Health maintenance organizations (HMO's) and competitive med-

ical plans (CMP's) are required to have an annual open enrollment
period of at least 30 days during which time they must accept Med-
icare beneficiaries up to the limits of their capacity. If there is
more than one HMO in an area, there is no current requirement
that the open enrollment periods be coordinated.

House bill

The House bill would require the Secretary (after consultation
with such organizations) to designate a single 30-day period each
year in which all of the HMO's in an area participating in Medi-
care must have an open enrollment period. It would permit HMO's
to conduct open enrollment at other times during the year.

Senate amendment

Same as House bill.

Conference agreement
The conferees recognize that an HMO will enroll non-medicare

persons at other times during the year. The conferees expect the
Secretary to take whatever steps are necessary to assure that an
appropriate portion of capacity is retained to enroll medicare bene-
ficiaries in the HMO, particularly during the coordinated open en-
rollment period.

b. Benefit stabilization fund

Present law

An HMO with a risk-sharing contract is required to provide en-
rollees with either additional health service benefits or reductions
in their premiums or other charges, if the adjusted community rate
(ACR) for its Medicare enrollees is less than the Medicare pay-
ments it receives for those enrollees.

House bill
The House bill would authorize an HMO, with the Secretary's

approval, to place a portion of the funds required to be used for ad-
ditional benefits in a benefit stabilization fund. The fund would be
used by the HMO to stabilize additional benefits from year to year.

Senate amendment

No provision.

Conference agreement
The conference agreement follows the House bill with an amend-

ment. The bill would allow an HMO, with the Secretary's approval,
to request that the Secretary withhold a part of the value of addi-
tional benefits for use in subsequent contract periods. These funds
would be used to avoid significant premium changes or major fluc-
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tuations in benefits to beneficiaries from year to year. They are not
to be used to offset losses that the HMO may sustain pursuant to
its risk-based contract.

While it would be the HMO's option to request withholding, the
amounts withheld would be approved and held by the Secretary.
The Secretary would establish limits on the amounts withheld to
assure that they do not exceed the minimum levels necessary for
reasonable benefit stabilization, taking into account the require-
ments of individual plans. In any case, an HMO could only use
such a fund for a four-year period.

The bill limits to four years the time during which the Secretary
may allow an HMO to establish a fund for this purpose. The con-
ferees are interested in having the Secretary review the use of
these funds so a determination can be made as to whether or not
the continuation of these stabilization funds will be in the best in-
terests of the program and the beneficiaries. The conferees do not
believe the results of the one demonstration of this concept is suffi-
cient to warrent a permanent change in the law.

c. Direct reimbursement

Present law

Medicare restricts to hospitals (in the case of risk-sharing
HMO's) and to hospitals and nursing homes (in the case of cost-
based HMO's) the providers which the program will reimburse di-
rectly for services provided to an HMO's Medicare enrollees.

House bill

The House bill would expand the types of providers to whom
Medicare can make payment directly for HMO services.

Senate amendment

No provision.

Conference agreement

The conference agreement follows the House bill with an amend-
ment limiting application of the provision to hospitals and skilled
nursing facilities.

32. Deadline for Report on Including Payment for Physicians'
Services to Hospital Inpatients in DRG Payment Amounts (Sec-
tion 2317)

Present law

The Secretary is required to report to the Congress on the advis-
ability and feasibility of making payments for physician services
furnished to hospital inpatients based on a diagnosis-related group
system and to make legislative recommendations. The report is to
be part of the report made to the Congress during 1985.

House bill

The House bill would require the Secretary to report to Congress
not later than July 1, 1985.
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Senate amendment
No provision.

Conference agreement
The conference agreement follows the House bill.

33. Flexible Sanctions for Noncompliance With Requirements for
End-Stage Renal Disease Facilities (Section 2352)

Present law
End-stage renal disease (ESRD) facilities that are not in complete

compliance with Medicare program requirements are subject to de-
certification.

House bill
The House bill would authorize the Secretary to apply intermedi-

ate sanctions to such facilities, such as denial of reimbursement for
some or all patients admitted after the facility is notified of its non-
compliance, or graduated reduction in reimbursement for all pa-
tients.

Senate amendment
Similar provision.

Conference agreement
The conference agreement follows the Senate amendment. The

provision would be effective with respect to determinations made
by the Secretary on or after the date of enactment.

34. Repeal of Requirement for End-Stage Renal Disease Networks

Present law
The Secretary is required to establish network organizations to

assist in the administration of the End Stage Renal Disease Pro-
gram. Such organizations are directed to perform a variety of func-
tions, including planning, setting goals and objectives, monitoring
patient care, and compiling data on ESRD patients and services
that are useful to the Department in administering and evaluating
the program.

House bill
The House bill would eliminate the statutory requirement for

networks, as well as the various statutory responsibilities imposed
on them. Under the House bill, the Secretary would continue to
have authority to establish a national end-stage renal disease medi-
cal information system.

The provision would be effective on a date established and pub-
lished by the Secretary, but not earlier than July 1, 1984, on which
date the Secretary has in operation an alternative means of data
collection to that currently performed by renal disease networks.

Senate amendment
No provision.
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,onference agreement

The conference agreement does not include the House provision.
The conferees intend that the Secretary will give additional direc-
tion to the networks to facilitate their ability to perform the requi-
site functions. The conferees are particularly concerned that the
data collection capability should be strengthened and note that the
collection and maintenance of data is vital to efficient and effective
program administration. The conferees further note their concern
that the annual ESRD report be submitted to the Congress on a
timely basis.

The conferees intend that the Secretary give consideration to
consolidating existing network areas. They also intend that the
Secretary examine the composition of such entities with a view
toward reducing the predominance of facility representation and
increasing the representation of beneficiary interests.

35. Definition of Bona Fide Emergency Services for Purposes of
Limitations on Payment for Hospital Outpatient Services (Sec-
tion 2318)

Present law
The Secretary is required to place reasonable limits on hospital

costs and physician charges for outpatient services; bona fide emer-
gency services provided in an emergency room are specifically ex-
empted by statute from the limits.

House bill

The House bill would provide a statutory definition of "bona fide
emergency services" which includes services provided in a hospital
emergency room after the onset of a medical condition manifesting
itself by symptoms of sufficient severity that the absence of imme-
diate medical attention could reasonably be expected, by a prudent
lay person possessing an average knowledge of health and medi-
cine, to result in: (a) placing the patient's health in jeopardy; (b)
serious impairment to bodily functions; (c) serious dysfunction of
any bodily organ or part; or (d) development or continuance of
severe pain. The provision would be effective on enactment.

Senate amendment

The Senate amendment includes a similar provision except that
the definition includes services provided in a hospital emergency
room after the sudden onset of a medical condition manifesting
itself by acute symptoms of sufficient severity (including severe
pain) such that the absence of immediate medical attention could
reasonably be expected to result in: (a) placing the patient's health
in serious jeopardy; (b) serious impairment to bodily functions; or
(c) serious dysfunction of any bodily organ or part. The provision
would be effective with respect to services furnished on or after
date of enactment.

Conference agreement

The conference agreement follows the Senate amendment.
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36. Part B Premium (Section 2302)

Present law
The Secretary is required to calculate and announce each Sep-

tember the amount of the monthly premium that will be charged
in the following calendar year for people enrolled in the Supple-
mentary Medical Insurance (Part B) portion of the Medicare pro-
gram. A temporary provision of law requires that for 1984 and 1985
the premium amount be calculated so as to produce premium
income equal to 25 percent of program costs for enrollees aged 65
and over.

Beginning with 1986, the premium calculation will revert to an
earlier method under which the premium amount is the lower of:
(1) an amount sufficient to cover one-half of program costs for the
aged; or (2) the current premium amount increased by the percent-
age by which cash benefits were most recently increased under the
cost-of-living adjustment (COLA) provisions of the Social Security
program.

House bill
No provision.

Senate amendment
The Senate amendment would make permanent the existing

temporary provision which fixes the proportion of the Part B Medi-
care costs financed by enrollees at 25 percent of program costs.
Should no Social Security cost-of-living adjustment take place, the
monthly premium would not be increased for that year.

In the case of an individual who has his or her Part B premium
deducted from his or her Social Security check, if the cost-of-living
adjustment is less than the amount of the increase in the premium,
the premium increase would be reduced so as to avoid a reduction
in the individuals Social Security check. In certain cases, the
monthly premium would not increase for that individual for that
year.

Estimated monthly premium
Current law Senate

amendment

1986 ........................................................................................................................................................ $ 17.70 $ 19.10
1987 ........................................................ 18.60 21.30

Conference agreement
The conference agreement follows the Senate amendment with a

modification limiting the extension of the provision to two calendar
years, i.e., 1986 and 1987.
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37. One month delay in medicare entitlement

Present law

Eligibility for Medicare begins on the first day of the month in
which an individual attains age 65.

House bill

No provision.

Senate amendment

The Senate amendment would delay eligibility for Parts A and B
of Medicare until the first day of the month following the month
the individual attains age 65.

Conference agreement

The conference agreement does not include the Senate amend-
ment.

38. Revaluation of Assets Acquired by Hospitals (Section 2314)

Present law

Medicare currently reimburses hospitals and other providers for
their capital-related costs, including depreciation costs and interest.
Investor-owned hospitals also receive a return on equity. When hos-
pitals and other providers are sold, their assets are often revalued,
thereby increasing reimbursement for these capital-related costs.

House bill

No provision.

Senate amendment
The Senate amendment would limit the increase in capital-relat-

ed cost reimbursement to a new owner that would result from the
revaluation of hospital assets acquired in fiscal year 1985 and
thereafter. The capital-related cost of the new owner would be
based on the acquisition cost of the asset as entered on the books of
the prior owner less any depreciation taken on the asset by the
prior owner. In addition, the ndw owner's capital-related costs must
be determined using the same useful life and method of deprecia-
tion as used by the prior owner for reimbursement under the Medi-
care program.

Conference agreement

The Conference agreement follows the Senate amendment with a
modification specifying that capital-related costs to the new owner
shall be based on the lesser of: (a) historical cost (the cost to the
original owner), or (b) the purchase price of the asset.

The Secretary would be required to continue recapture of depre-
ciation as under current reimbursement policy.

The Conferees intend that the Secretary, in implementing this
provision will establish an appropriate policy with respect to useful
life, the method of depreciation, and the treatment of sale and lea-
Ipback arrangements.
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The conferees are concerned that Medicare has been paying for
the same capital assets more than once. Thus, the provision is in-
tended to limit the revaluation of an asset to the cost of acquisition
to the individual or entity who is the owner, for medicare purposes,
at the time of enactment of the legislation. Acquisition costs may
include capital improvements or other costs which medicare recog-
nizes as increasing the basis of the asset. The purchaser's revalu-
ation would be limited to his own acquisition cost, as recognized by
the Secretary, if that cost was less than the previous owner's acqui-
sition cost.

The conferees note that under present law, capital-related costs
which are excluded from the prospective payment system and
which continue to be reimbursed on a reasonable cost basis also in-
clude leases and rentals for the use of depreciable assets. The con-
ferees recognize that the limitation on the revaluation of assets ac-
quired by hospitals or nursing homes could be circumvented by cer-
tain sale/lease-back or sale-rental agreements. The conferees
expect that the Secretary will determine the reasonableness of any
lease or rental costs involving a depreciable asset which has under-
gone a change in ownership taking into account the limitation on
the revaluation of assets.

The conference agreement applies to both hospitals and skilled
nursing facilities participating under Medicare.

The conference agreement excludes from the calculation of allow-
able capital costs those expenses (such as lawyers' fees and feasibil-
ity studies) related to acquisitions and mergers.

The conference agreement applies to capital-related costs of cap-
ital expenditures obligated on or after the date of enactment.

The conference agreement also limits State Medicaid reimburse-
ment for the costs associated with the sale or transfer of a hospital
or nursing home. States would be required to assure the Secretary
that the methodologies used to establish rates paid to hospitals,
SNF's, or ICF's can reasonably be expected not to increase those
rates more than they would increase under Medicare policy as the
result of a change of ownership of a facility. The State must dem-
onstrate generally that the statutory standard will be met in the
aggregate, although it is not the intention of the conferees that
States supply a detailed accounting of how that aggregate is
achieved. In evaluating the State's assurances, the Secretary may
require the State to demonstrate the application of its methodology
in a limited number of instances.

The conferees note that, under current law, States have broad
discretion in designing reimbursement methods and standards for
hospital, SNF, and ICF services, and have used that discretion to
implement a wide variety of payment methodologies. The conferees
do not intend to limit that discretion, and anticipate that, in many
States, current or planned methodologies would not be affected.
States that choose to use the Medicare capital payment methodolo-
gies may continue to do so. States which have chosen alternative
methods, such as an approach under which payment is made for
the fair rental value of the facility, would not be discouraged from
doing so.
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i9. Repeal of Preadmission Diagnostic Testing Provision (Section
2305)

Present law

The Omnibus Reconciliation Act of 1980 authorized 100 percent
Part B reimbursement on a reasonable cost or charge basis for
preadmission diagnostic testing, either in a hospital's outpatient
department or in a physician's office, within seven days prior to a
hospital admission.

The final regulation implementing 100 percent reimbursement
for preadmission testing was not published.

House bill

No provision.

Senate amendment

The Senate amendment would repeal the provision. It would
clarify that repeal shall not be construed as prohibiting program
payments (subject to cost-sharing) for preadmission diagnostic test-
ing performed in a physician's office to the extent such testing is
otherwise reimbursable. The section would be effective with respect
to services performed after the date of enactment.

Conference agreement

The conference agreement follows the Senate amendment.

40. Rounding of Part B Payments

Present law

Medicare carriers compute charge-based payments to the nearest
cent.

House bill

No provision.

Senate amendment

The Senate amendment would require Medicare Part B charge-
based payments on claims that are not whole dollar amounts to be
rounded to the next lower dollar.

Conference agreement

The conference agreement does not include the Senate amend-
ment.

41. Agreements for Medicare Claims Processing (Section 232b)

a. Provider nomination

Present law

Medicare contracts with intermediaries and carriers to perform
the day-to-day operational work of the program including review-
ing claims and making program payments. Providers are permitted
to nominate an intermediary.
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The Secretary is permitted to assign or reassign any provider if
the Secretary determines that such assignment or reassignment
would result in more effective administration of the program.

House bill

No provision.

Senate amendment

The Senate amendment would increase the Secretary's discretion
in entering into agreements for Medicare claims processing by
eliminating the right of providers of services to nominate interme-
diaries.

Conference agreement
The conference agreement follows the Senate amendment with a

modification. The conference agreement would allow the waiver of
provider nomination requirements when a contract is competitively
bid and for the duration of the competitively bid contract. Further,
the agreement would reduce the number of designated regional in-
termediaries for home health agencies to no more than 10, to be
completed within 3 years.

The conferees believe that the Secretary has sufficient discretion
under existing authority to assign or reassign any provider of serv-
ices to any agency or organization which has entered into an agree-
ment with the Secretary if the Secretary determines, after apply-
ing the standards, criteria and procedures set forth in the statute,
that such assignment or reassignment would result in the more ef-
fective and efficient administration of the program.

The conferees understand that reassigning a provider is a signifi-
cant administrative burden on the provider and therefore antici-
pate that this authority would be used only when it is clear that
changing to another intermediary would result in the more effec-
tive and efficient administration of the program.

The General Accounting Office would be required to study and
report on the appropriateness of removing the provider nomination
requirements in the statute.

Public Law 96-499 required the designation of regional interme-
diaries for home health agencies. At that time, the conferees in-
tended that only a few intermediaries be designated as regional in-
termediaries in order to provide for more consistent and effective
management of the home health program. However, the Secretary
has by regulation established 47 regional intermediaries. The con-
ferees believe that in order to more effectively manage the home
health benefit under the medicare program that the number of re-
gional intermediaries be reduced to no more than 10. The conferees
anticipate that the number of designated intermediaries would be
reduced as quickly as possible but in no case more than three years
from the date of enactment.

b. Cost reimbursement

Present law

Intermediaries and carriers are reimbursed for these activities
on the basis of costs that are necessary and proper.
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House bill

No provision.

Senate amendment

The Senate amendment would permit the Secretary to enter into
various kinds of agreements, not solely those based on cost.

Conference agreement

The Conference agreement follows the Senate amendment with a
modification. The Conference agreement would provide that in de-
termining a carrier's or intermediary's necessary and proper cost
of administration, the Secretary shall, with respect to each con-
tract, take into account the amount that is reasonable and ade-
quate to meet the costs which must be incurred by an efficiently
and economically operated organization in carrying out the terms
of its agreement.

The conferees note that the medicare claims processing costs on
a per claim basis have fallen considerably over the last years. How-
ever, there still appear to be significant disparities between the
cost of different intermediaries and carriers (even when adjusted
for factors such as difficulty of processing certain claims) which are
unexplained. There seems to be little correlation between price per
claim and performance as measured by HCFA standards. The con-
ferees are interested in learning:

(1) Whether contractor costs are excessive;
(2) Whether the Secretary's standards for evaluating contrac-

tor costs and performance are adequate and properly applied;
and

(3) Whether the Secretary's statutory authority, as augment-
ed by this Act, is sufficient to deal with inefficient intermediar-
ies and carriers either through the contract negotiation and
budget review process or by replacing them.

The conferees are therefore instructing the General Accounting
Office to study these issues and to report its findings to Congress
within a year of enactment, together with recommendations on the
appropriateness of moving from the cost-based reimbursement
system to some other basis of payment for claims processing.

The conferees want to urge that any cost cutting measures be im-
plemented in a careful manner with the understanding that the
processing of medicare claims is an important function and that
savings measures not undermine beneficiary services, professional
relations, productivity investment or program safeguards.

It is the Committee's intent that the rates paid to contractors
take account of their individual circumstances. Thus such factors
as the relative complexity of the claims to be reviewed, the prevail-
ing wages in the area, the relative need for beneficiary services,
and other circumstances that may legitimately vary from contrac-
tor to contractor should be taken into account in determining each
contractor's reasonable operating costs.
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c. Competitive contracting

Present law

Present law permits only on an experimental basis the selection
of carriers and intermediaries on the basis of competitive bidding.

House bill

No provision.

Senat amendment

The Senate amendment would broaden the Secretary's authority
to experiment with different kinds of contracts by including con-
tracts other than fixed-price or performance-incentive contracts
and by permitting competitive bidding.

Conference agreement

The Conference agreement follows the Senate amendment with a
modification. The Conference modification would permit the Secre-
tary, in each of the first 2 fiscal years following the year of enact-
ment, to enter into no more than two competitively bid contracts
under Part A and two such contracts under Part B. The Secretary
would only be allowed to competitively compete to replace interme-
diaries and contractors who were poor performers, falling into the
lowest 20th percentile of all performers, as measured by cost and
performance criteria. The agreement requires that intermediaries
must be health insuring organizations and perform the full range
,of intermediary functions. Further, the agreement requires that
carriers perform the full range of carrier functions. The Secretary
is required to establish standards and criteria for the purpose of
evaluating an individual carrier's efficiency and effectiveness and
to determine whether a contract is consistent with the efficient and
effective administration of the program.

The Conferees are concerned that selection of contractors shall
not be based solely on price. Consideration must also be given in-
termediary or to the ability of the carrier to perform the required
functions in an efficient and effective manner. The Conferees em-
phasize the importance of having health insuring organizations
serving as intermediaries and carriers. They further intend that
the new authority for competitive contracting not be used to frag-
ment the functions of carriers and intermediaries with respect to
claims processing, quality control, and beneficiary services.

d. Publication of Standards

Present law

The Secretary is required to establish by regulation standards
and criteria with respect to the efficient and effective administra-
tion of Part A of the program by intermediaries.

House bill

No provision.

35-426 0 - 84 - 85
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Senate amendment
The Senate amendment allows the Secretary to provide for publi-

cation of the standards for contractors through normal administra-
tion issuances rather than through the regulatory process.

Conference agreement

The Conference agreement follows the Senate amendment with a
modification amendment to require that the public be given notice
of the standards through the Federal Register and that the public
be given an opportunity to comment on them prior to their imple-
mentation.

42. Lesser of Costs or Charges (Section 2308)

Present law

Medicare pays providers the lesser of costs or charges (LCC).
HCFA regulations allow hospitals to calculate the amount of their
costs and charges in the aggregate for inpatient and outpatient
services.

House bill

No provision.

Senate amendment
The Senate amendment would require the Secretary to issue reg-

ulations to isolate the calculation of the lesser of cost or charges for
outpatient services from the calculation for inpatient services.

Conference agreement
The conference agreement follows the Senate amendment with a

modification.
The conferees are concerned that the disaggregation feature of

the amendment may have an adverse effect on certain providers
that are unable, due to the mix of patients they serve, to bill
charges that are reasonably commensurate with their costs of fur-
nishing outpatient services. Therefore, the conferees are directing
the Secretary to modify the current rule, under which public pro-
viders determined to have no minimal charges are exempted from
the lesser-of-cost, or-charge, provision and are reimbursed their rea-
sonable costs.

The modification in the nominal charge rule would include the
following features. First, the nominality test should not continue to
be applied to aggregated Part A and Part B costs and charges. In-
stead, costs and charges should be treated separately for Part A
and for Part B, or for inpatient services and for outpatient services,
for purposes of applying the nominality test (except for services
furnished by home health agencies, if the Secretary concludes that
aggregation of Part A and Part B data is still appropriate for such
services). Second, for providers that use a sliding scale of charges-or
a discounted schedule of charges that differentiates among patients
based on their ability to pay, the nominality test should use such
slidingscale or discounted schedule, rather that deeming the
charges to be full customary charges as are actually billed for all
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patients. (For this purpose, the Secretary shall aggregate charge
data for all charge-paying patients.) Third, providers should be ex-
empted from the lesser-of-cost-or-charges provision, and paid rea-
sonable cost, if their billed charges do not exceed 60 percent of
their costs, rather than 50 percent as the rule now states.

In addition, the conferees are directing the Secretary to apply
the nominal charge rule to providers, that serve a substantial
number of indigent patients. The nominal charge rule should be
applied to such providers on the same basis as applied to public
providers.

43. Coverage of Hemophilia Clotting Factor (Section 2324)

Present law

Part B of Medicare excludes coverage for drugs and biologicals
unless they are of the type that cannot be self-administered and
are commonly furnished as incident to physician's services.

House bill

No provision.

Senate amendment

The Senate amendment would provide Medicare coverage, sub-
ject to utilization controls deemed necessary by the Secretary, for
blood clotting factors and the supplies necessary for the self-admin-
istration of the clotting factor. The provision would apply to items
and services purchased on or after enactment.

Conference agreement

The conference agreement follows the Senate amendment.

44. Indexing of Part B Deductible

Present law

Part B enrollees are subject to an annual deductible of $75 for
covered expenses before any benefits are paid.

House bill

No provision.

Senate amendment

The Senate amendment would index the Part B deductible in cal-
endar years 1985, 1986, and 1987 by the Medicare economic index.
(The economic index is used to limit increases or decreases in pre-
vailing charge levels under Part B.) It is estimated that the deduct-
ible would increase to $78 in 1985, $82 in 1986, and $86 in 1987.

Conference agreement

The conference agreement does not include the Senate amend-
ment.



1346

45. Cost-sharing for Durable Medical Equipment Furnished as a
Home Health Benefit (Section 2321)

Present law

Medicare payment for durable medical equipment which is not
provided as a covered inpatient service is based on 80 percent of
reasonable charges (80 percent of reasonable costs in the case of a
provider), with one exception. Payment is based on 100 percent of
costs when furnished as part of a coverd home health service.

House bill

No provision.

Senate amendment

The Senate amendment would require 20 percent coinsurance on
durable medical equipment provided by home health agencies. It
also clarifies the definition of durable medical equipment and the
coverage of such equipment when furnished by providers.

Conference agreements

The conference agreement follows the Senate amendment.
The conferees do not intend for this clarification of the definition

and coverage of durable medical equipment to result in any reduc-
tion or restriction of current coverage under Medicare for medical
appliances and equipment.

46. Modification of Working Aged Provision (Section 2301)

Present law

The Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA)
changed the Medicare benefits for the working aged. TEFRA
amended the Age Discrimination in Employment Act (ADEA) to
provide that an employer must offer to an employee age 65
through 69 the same group health plan offered to employees under
age 65. As of January 1, 1983, if the employee elects the employer
plan, Medicare benefits become secondary to benefits under the
employer group health plan for an employed individual between
the ages of 65 and 69 (and for the spouse of such employed individ-
ual if the spouse is age 65 through 69).

House bill

No provision.

Senate amendment

The Senate amendment would provide that employers must also
offer group coverage to an employee who has not reached age 65 in
cases where the employee has a spouse age 65 through 69 under
the same circumstances as coverage is offered to employees with a
spouse under the age of 65. In the case where such employee elects
the employer plan, Medicare would be secondary.

Conference agreement

The conference agreement follows the Senate amendment.
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The conferees note that under current law, a medicare eligible
employee between the ages of 65 and 70 has the option of rejecting
the employer health benefit plan with the result that Medicare re-
mains the primary payer. Regulations issued by the Equal Employ-
ment Opportunity Commission require that employees be provided
notification of their options and be provided the opportunity to
make their choice known to the employer in writing. Under the
provisions of this bill, there is a similar option to elect the employ-
er plan or medicare. The conferees are concerned that the individ-
ual eligible for medicare participate in the decision whether to be
covered by the employer plan or medicare. Thus, the conferees
wish to make it clear that the non-working spouse between the
ages of 65 and 70 should be given notice by the employer and the
opportunity to verify, in writing, whether he or she will not be cov-
ered by the spousal provision of the employer plan.

47. Transfers to Federal Hospital Insurance Trust Fund

Present Law

No provision.

House Bill

No provision.

Senate Amendment
The Senate amendment would specify that the Part B outlay sav-

ings, that accrue to the Federal Government as a result of this bill
shall be transferred to the Part A trust fund for each of the fiscal
years 1984, 1985, 1986 and 1987.

Conference Agreement
The conference agreement does not include the Senate amend-

ment.

48. Elimination of Part B Deductible for Certain Diagnostic
Laboratory Tests (Section 2303)

Present law

Current law authorizes the Secretary to negotiate with a labora-
tory a payment rate that is considered the full charge for diagnos-
tic tests. The payment, which is made directly to the laboratory,
equals 100 percent of the negotiated rate subject to the annual Part
B deductible. The beneficiary is not liable for coinsurance pay-
ments.

House bill

No provision.

Senate amendment

The Senate amendment would eliminate application of the
annual Part B deductible in the case of diagnostic tests performed
in a laboratory which has entered a negotiated rate agreement
with the Secretary.
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Conference agreement

The conference agreement follows the Senate amendment with a
modification specifying that the current law provision providing for
negotiated agreements only applies to services not paid for under
the new fee schedule (see Item 10).

49. Repeal of Exclusion of For-Profit Organizations From

Research and Demonstration Grants (Section 2331)

Present law

Current law limits the awarding of grants for the conduct of re-
search and demonstrations to non-profit organizations. Contracts
are permitted to be awarded to both for-profit and non-profit orga-
nizations.

House bill

No provision.

Senate amendment
The Senate amendment would extend the research and demon-

stration grant authority to for-profit organizations.

Conference agreement
The conference agreement follows the Senate amendment.

50. Repeal of Authority for Payments to Promote Closing and
Conversion of Underutilized Hospital Facilities (Section 2353)

Present law

Section 2101 of the "Omnibus Budget Reconciliation Act of 1981"
(Public Law 97-35) authorized the Secretary to make Medicare and
Medicaid payments to cover capital and increased operating costs
associated with the conversion or closing of underutilized hospital
facilities. The provision, which has never been implemented, re-
stricts the number of facilities which may receive these funds to no
more than 50 prior to January 1, 1984.

House bill

No provision.

Senate amendment

The Senate amendment would repeal Section 2101 of the Omni-
bus Reconciliation Act of 1981.

Conference agreement

The conference agreement follows the Senate amendment except
that Section 2101 of the Act is retained with a modification delet-
ing its effective date. In addition, the agreement requires the Secre-
tary to provide to the Congress an analysis of the modifications re-
quired in Section 1884 of the Social Security Act in order to con-
form the closure and conversion program established therein to the
prospective payment system established under Section 1886 of the
Act. The modifications would be for the purpose of enabling the
provision of assistance to those hospitals which the Secretary deter-
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mines might encounter particular problems in converting facilities
or parts of facilities from acute care services to other less intensive
modes of care, or in closing facilities or portions thereof.

The agreement requires the Secretary to report the findings to
Congress no later than March 1985 and to include in the analysis,
views as to how and whether implementation of the closure and
conversion provision as modified could result in achieving reduc-
tions in the total cost of hospital inpatient services and total medi-
care expenditures.

The conferees expect the Secretary will not implement the provi-
sion prior to reporting his findings to the Congress.

51. Judicial Review of Provider Reimbursement Review Board
Decisions (Section 2351)

Present law

The "Social Security Amendments of 1983" (Public Law 98-21)
permit a group of providers to bring action in the judicial district
in which the largest number of them are located. Public Law 98-21
also requires certain administrative and judicial appeals by provid-
ers which are under common ownership or control to be made as a
group. Providers are entitled to a group appeal before the Provider
Reimbursement Review Board if they have a common issue of fact,
law or regulation.

These provisions were included in a section of Public Law 98-21
entitled "Conforming Amendments". Therefore, these provisions,
together with most of the prospective payment provisions, apply to
items and services furnished by a hospital beginning with its first
cost reporting period that begins on or after October 1, 1983.

a. Appeals

House bill

The House bill would specify that those providers that brought
an administrative appeal as a group because of a common issue of
fact, law or regulation must then bring any judicial appeal as a
group. The amendment applies to any administrative action or ju-
dicial appeal brought on or after enactment.

Senate amendment

No provision.

Conference agreement

The conference agreement follows the House provision.

b. Civil actions

House bill

No provision.

Senate amendment

The Senate amendment would clarify that civil action may be
taken within 60 days after notification is received (rather than de-
termination is rendered) that the Board determines it does not
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have authority to decide the question. The amendment would be ef-
fective upon enactment.

Conference agreement

The conference agreement follows the Senate amendment.

c. P.L. 98-21 effective dates

House bill

The House bill would specify that the P.L. 98-21 provisions are
effective with respect to any action or appeal brought on or after
enactment of this bill.

Senate amendment

The Senate amendment would specify that the P.L. 98-21 provi-
sions are effective with respect to actions or appeals brought on or
after April 20, 1983.

Conference agreement

The conference agreement specifies that for actions brought by
groups of providers in a judicial area where the largest number of
them are located, the effective date would be actions brought on or
after April 20, 1983. For actions brought by providers under
common ownership, the effective date is the date of enactment of
this bill.

d. Effective dates

House bill

The House bill would provide that items (a) and (c) apply to ap-
peals or actions brought after enactment of this bill.

Senate amendment

The Senate amendment provides that item (b) would be effective
on enactment and item (c) would apply to court actions brought on
or after April 20, 1983.

Conference agreement

The conference agreement provides that items (a) and (b) are ef-
fective on enactment, and item (c) is effective as specified above.

52. Enrollment and Premium Penalty With Respect to the
Working Aged Provision (Section 2338)

Present law

The "Tax Equity and Fiscal Responsibility Act" (TEFRA) re-
quired employers to offer their employees aged 65 to 69 the same
health benefits plan offered to their younger workers. Medicare
payments are secondary with respect to these older workers (and
their spouses aged 65-69). Aged employees who elect enrollment in
such employer-offered health benefit plans may wish to delay en-
rollment in Part B because Part B coverage may be duplicative.
However, persons who enroll late are currently subject to a penal-
ty. The monthly Part B premium is increased by 10 percent for
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each full 12 months that an individual delays enrollment in the
program beyond his or her initial enrollment period.

a. Enrollment penalty/special enrollment

House bill

The House bill would waive the Part B enrollment penalty for
workers and their spouses aged 65 through 69 who elect private
coverage under the provision of TEFRA and would establish special
enrollment periods for such workers. The waiver would apply for
the period during which an individual continued to be covered
under an employer's group health benefits plan.

Senate amendment

Same as House bill

b. Effective date: penalty relief provision

House bill

The House bill would provide that the penalty relief provision
would be effective with respect to months beginning with January
1983 for premiums for months beginning July 1984.

Senate amendment

The Senate amendment would provide that the penalty relief
provision would be effective with respect to months beginning with
January 1983 for premiums for months beginning more than 90
days after enactment.

Conference agreement
The conference agreement follows the Senate amendment with a

modification specifying that the provision is effective the first cal-
endar month beginning at least 30 days after enactment.

c. Effective date: enrollment periods

House bill

The House bill would provide that the special enrollment provi-
sions would be effective for months beginning with July 1, 1984
except that in the case of any individual who would have had a
special period beginning earlier, the enrollment period would be
deemed to begin on July 1, 1984.

Senate amendment

The Senate amendment would provide that the special enroll-
ment provisions would be effective for months beginning more than
90 days after enactment except that in the case of any individual
who would have had a special enrollment period beginning earlier,
the enrollment period would be deemed to begin for the month be-
ginning 90 days after enactment.

Conference agreement

The conference agreement follows the Senate amendment.
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53. Waivers for Social Health Maintenance Organizations
(Section 2355)

Present law

The Secretary has general authority to conduct experiments and
demonstrations. While the Department has provided start-up fund-
ing for a social HMO project, waivers allowing the four demonstra-
tion sites to become operational have not been approved by the
Office of Management and Budget.

House bill

No provision.

Senate amendment

The Senate amendment would require the Secretary to approve
certain waivers for a project to demonstrate the concept of a social
HMO at four sites within 30 days after submission of a waiver re-
quest or within 30 days of enactment in the case of waiver requests
submitted prior to enactment.

Conference agreement
The conference agreement follows the Senate provision with a

modification which requires submission to the Congress of an inter-
im report on the status of the projects within 45 days of enactment.
A final report is due to the Congress forty-two months after enact-
ment.

The conferees are concerned that the Department has failed to
implement certain Congressionally mandated demonstration
projects on a timely basis. For example, the "Omnibus Reconcilia-
tion Act of 1980" (P.L. 96-499) required the Secretary to conduct
two demonstration projects and submit reports on these projects to
the Congress. One project was to determine both the extent to
which the commencement of nutritional therapy in early renal fail-
ure could retard or arrest the progression of the disease and the
implications of making such therapy generally available under the
Part B program. The second study was to determine the implica-
tions of making the services of clinical social workers more gener-
ally available under the medicare program. P.L. 96-499 required
the Secretary to submit reports on these demonstration projects, to-
gether with legislative recommendations, within 24 months of en-
actment, i.e. December 5, 1982. The Congress has not yet received
the required reports.

54. Peer Review Organizations (Section 2347)

a. Payments

Present law
Payment of PRO's is made from the Part A trust fund. The Sec-

retary is directed to fund PRO's in amounts determined to be rea-
sonable, but not less than the 1982 funding levels (adjusted for in-
flation). This provision does not apply to PSRO's.
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House bill

The House bill would require hospitals, as a condition of Medi-
care payment, to enter into an agreement with a PSRO in the area
(which was in existence on July 1, 1983) and funds PSRO's out of
the Medicare trust fund. The provision would be effective 60 days
after enactment.

Senate amendment

The Senate amendment would include a similar provision except
that it would not specify PSRO's in existence on July 1, 1983.

Conference agreement

The conference agreement follows the House provision with a
modification which would eliminate the July 1, 1983 date.

b. PRO agreements

Present law

P.L. 98-21 required hospitals to enter into an agreement with a
peer review organization as a condition of payment under the Med-
icare program. Such agreements must be entered into by October 1,
1984. Health benefit payer organizations may not qualify as a PRO
until after October 1, 1984.

House bill

No provision.

Senate amendment
The Senate amendment would delay the date by which hospitals

are required to have an agreement with the PRO from October 1,
1984 to January 1, 1985. The date on which health benefit payer
organizations can first qualify as PRO's would be similarly
changed.

Conference agreement
The conference agreement follows the Senate amendment with a

modification which specifies that November 15, 1984 is the date by
which hospitals are required to have an agreement with a PRO.
Similarly, November 15, 1984 is the first date on which payer orga-
nizations could qualify as PRO's.

c. Effective date

House bill

The House bill would be effective 60 days after enactment.

Senate amendment

The Senate amendment would be effective May 1, 1984.

Conference agreement

The conference agreement is effective on enactment which is the
date on which PSRO and PRO funding becomes available through
part A. The conferees wish to make it clear that they intend that
the Secretary shall continue funding PSROs in all areas where



1354

they currently exist until such time as they have been replaced by
a PRO.

55. Technical Amendments Relating to the Medicare Prospective
Payment System (Section 2315)

a. Blend of rates

Present law

Public Law 98-21 established the new prospective payment
system for paying hospitals under Medicare. The program is
phased in over a three-year period (fiscal year 1984-fiscal year
1986). During the transition period, payment for a particular hospi-
tal discharge consists of a blend of the hospital specific payment
rate and the Federal DRG payment rate (which is a blend of na-
tional and regional payment rates).

House bill

The House bill would clarify that the blend of the hospital-specif-
ic rate and Federal DRG rate is based on the individual hospital's
cost reporting period. It would clarify that the blend of national
and regional Federal DRG rates is tied to the Federal fiscal year
and is therefore updated each October 1.

Senate amendment

No provision.

Conference agreement

The House bill contained a provision intended to clarify the
method of paying hospitals under the new prospective payment
system. The conferees concluded that the provision contained in
the House bill was unnecessary.

b. State systems

Present law

Public Law 98-21 provided that hospitals in a State may be reim-
bursed according to the State's hospital reimbursement control
system rather than under prospective payment, provided certain
conditions are met.

House bill

The House bill would require approved State systems to prevent
unbundling of services and inappropriate admissions practices.

Senate amendment

Same as House bill.

c. Public comment

Present law

The Secretary is required to publish in the Federal Register for
public comment the proposed annual index and the final annual
index of DRG's.
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House bill
The House bill would clarify that public comment is required

only on the proposed annual index.

Senate amendment
Same as House bill.

d. PRO agreements

Present law
Under Public Law 98-21, hospitals paid on the basis of the new

prospective payment system are required to have an agreement
with a peer review organization.

House bill
The House bill would require hospitals exempt from the Federal

payment system to have agreements with PRO's or PSRO's.
Senate amendment

Same as House bill.

e. Effective dates

Present law
The effective date of October 1, 1983 in the prospective payment

provisions was incorrectly applied only to the hospitals to which
the new prospective payment system applies.

House bill
The House bill contains no clarification provision with respect to

the effective date for exempt hospitals and State systems.
The House bill would require publication of proposed regulations

by May 1, 1984 and (after a 45-day comment period) final regula-
tions by August 1, 1984 with respect to requirements for State sys-
tems.

Senate amendment
The Senate amendment would clarify that the State-program

and exempt-hospital provisions of Public Law 98-21 shall also be
effective October 1, 1983.

The Senate amendment contains no provision with respect to
State system regulations.

Conference agreement
The conference agreement follows the Senate amendment with

respect to clarifying the effective date. The conferees do not intend
for this amendment to be construed as requiring that the first of
the 36-month periods specified in Section 1886(c)(1)(c) shall begin
prior to the publication of final regulations implementing that pro-
vision.

With respect to the regulations, the conference agreement fol-
lows the House bill with an amendment. The amendment changes,
to July 1, 1984 and October 1, 1984, the dates by which proposed
and final regulations must be published on the rules for State rate
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setting systems. In addition, the amendment directs the Secretary
to develop a definition of hospitals with a "significantly dispropor-
tionate number of patients who have low income or are entitled to
benefits under part A" and to identify such providers by December
31, 1984, so that a better determination can be made under existing
law as to whether payment exceptions or adjustments are appropri-
ate.

The amendment reflects the conferees' concern about the poten-
tially harmful impact of the prospective payment system on public
and other hospitals serving a significantly disproportionate number
of patients who have low income or who are entitled to benefits
under part A. As the Committee on Ways and Means and the Com-
mittee on Finance stated in their reports on the original 1983 pro-
spective payment legislation, such hospitals may serve patients
who are more severely ill than average and the DRG payment
system may not take this factor into account

Additional considerations

The Conferees wish to reaffirm their directive, contained in the
1983 legislation, that the Secretary provide for exceptions and ad-
justments for such hospitals if she determines them to be appropri-
ate. The Conferees also wish to express their concern about the
adequacy of efforts that have been made to date to determine
whether such exceptions or adjustments might be needed. In par-
ticular , the Conferees note that no effort has been made to develop
a definition of "singificantly disporportionate" for the purpose of
identifying particular hospitals (or categories of hospitals) so that
any special needs can be accurately and specifically assessed.

The Medicare hospital prospective payment legislation provided
an exception for rehabilitation hospitals and for rehabilitation
units that are distinct parts of hospitals.

In the implementing regulations, the Department imposed a re-
quirement that a rehabilitation unit have a full-time medical direc-
tor as a condition for its exclusion from the prospective payment
system. The legislation itself did not contain such a requirement.
The conferees do not believe this regulatory requirement to be nec-
essary. Alternatively, the conferees expect that professionally es-
tablished standards will be relied upon-for example, those of the
Joint Commission on Accreditation of Hospitals or of the Commis-
sion on Accreditation of Hospitals or of the Commission on Accredi-
tation of rehabilitation facilities, and these do not contain a full-
time medical director requirement.

56. Normalizing Credit of Medicare Taxes in the Hospital

Insurance Trust Fund (Section 2337)

Present law

The "Social Security Amendments of 1983" revised the account-
ing procedures of the Old Age and Survivors, Disability, and Hospi-
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tal Insurance Trust Funds to provide that the Treasury would
credit to the Trust Funds, at the beginning of each month, the
amount of payroll taxes estimated to be received during the month.
Under prior law, amounts were paid to the Trust Fund from "time
to time."

House bill

The House bill would repeal the "normalization" provisions with
respect to the Hospital Insurance Trust Fund. Thus, funds would
be transferred from the Treasury to the HI Trust Fund as under
prior law. The provision would not affect the OASDI Trust Funds.

Senate amendment

No provision.

Conference agreement

The conference agreement follows the House provision.

57. Services of a Clinical Psychologist Provided to Members of an

HMO (Section 2322)

Present law

Services of physician assistants and nurse practitioners are rec-
ognized as "medical and other health services" if they are fur-
nished pursuant to a risk-sharing arrangement with a health main-
tenance organization.

House bill

No provision.

Senate amendment
The Senate amendment would provide that the services of clini-

cal psychologists, when furnished pursuant to a risk-sharing ar-
rangement with a health maintenance organization, are recognized
as "medical and other health services."

Conference agreement

The conference agreement follows the Senate amendment with a
modification which would leave to the discretion of the Secretary
the identification of the qualifications necessary to be identified as
a clinical psychologist.

58. Home Health Services Provided on a Daily Basis

Present law

Home health nursing care and home health aide visits are pro-
vided, to the extent permitted in regulations, on a part-time or
intermittent basis. The term "intermittent" has been subject to
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varying interpretations by different intermediaries. Current guide-
lines define "intermittent" as permitting daily visits for two to
three weeks.

House Bill

No provision

Senate Amendment
The Senate amendment would specify that home health nursing

care and home health aide services may be provided on a daily
basis (with one or more visits per day) to an individual for up to 45
days following a hospital discharge and, may be continued on a
daily basis after such period, based on a physician's certification of
exceptional circumstances. The amendment would specify that it
could not be construed as altering any Medicare provision as in
effect prior to enactment with respect to payment for services pro-
vided on a daily basis to persons who have not been discharged
from a hospital within the preceding 45 days.

The amendment would require a study of the effectiveness of
home health care in preventing hospital and skilled nursing facili-
ty admissions. The report would be due to Congress January 1,
1985.

Conference Agreement
The Conference agreement does not include the Senate amend-

ment.
The Conferees are concerned about the current lack of uniformi-

ty in the interpretation of existing law, which provides for coverage
of home health nursing care and home health aide services on a
part-time or intermittent basis. The term "intermittent" has been
subject to varying interpretation by different intermediaries.

Current guidelines generally define "intermittent" as permitting
daily visits for two to three weeks. The conferees understand cur-
rent policy makes available medicare coverage for medically rea-
sonable and necessary skilled nursing home health care and home
health aide services for a short period of time after the initial two
to three week period if the intermediary receives medical documen-
tation from the provider supporting and justifying the need for
such additional services. The amount of additional daily care need
not be for a fixed period of time, but should be dictated by the med-
ical need of the beneficiary.

The Conferees direct the Secretary to move quickly to identify
the factors that have given rise to the lack of uniformity in the ap-
plication of existing policy and to make such clarifications and take
such other steps as may be necessary to remedy the problem. This
should be more easily accomplished under a separate provision
agreed to by the Conferees which provides for moving within three
years to no more than 10 regional home health intermediaries
(rather than the 47 as now provided for under current policy).

The Conferees wish to make clear their intention that the Secre-
tary is to more uniformly apply current policy regarding intermit-
tent care, and is not to respond to this directive in a way that
would have the effect of cutting back on medicare home health cov-
erage.
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Subtitle B-Medicaid and Maternal and Child Health
Amendments

1. Medicaid Coverage for Pregnant Women and Young Children
(Section 2361)

Present law

States must provide Medicaid to poor women and children receiv-
ing cash assistance under AFDC. They have the option of extend-
ing coverage at their current Federal matching rates to, among
others, the following additional groups meeting AFDC income and
resource requirements: first-time pregnant women; pregnant
women in two-parent families where the principal breadwinner is
unemployed; pregnant women in two-parent families; and children
under age 18 or 21 in two-parent families (Ribicoff children).

a. Coverage requirements

House bill

The House bill would authorize 100 percent Federal matching as-
sistance for services provided at State option to the following popu-
lation groups meeting AFDC income and resources requirements if
coverage was not available to such groups under the State's Medic-
aid program which was in effect on June 30, 1983: (1) single first-
time pregnant women from medical verification of pregnancy; (2)
pregnant women in two-parent families where the principal bread-
winner is unemployed; (3) beginning in fiscal year 1988, pregnant
women in all two-parent families; and (4) Ribicoff children under
age 5 born after October 1, 1983.

Senate bill
Requires States to provide Medicaid coverage, beginning with

medical verification of pregnancy, to first-time pregnant women
meeting AFDC income and resources requirements.

Conference agreement

The conference agreement follows the Senate amendment with
modifications as follows: States are required to provide categorical-
ly needy Medicaid coverage at regular Federal matching rates to
the following groups meeting AFDC income and resources require-
ments: (1) first-time pregnant women from medical verification of
pregnancy; (2) pregnant women in two-parent families where the
principal breadwinner is unemployed, from medical verification of
pregnancy; and (3) children born on or after October 1, 1983, up to
age five, in two-parent families. Thus, coverage for Ribicoff chil-
dren would proceed in one-year increments: in fiscal year 1985,
States would be required to cover those up to one year of age; in
fiscal year 1986, up to two years of age; and so on.

This amendment does not alter the current requirement that
States may not impose coverage limitations on Ribicoff children
based on age (except they must cover the children under 5, as spec-
ified). That is, for children between the ages of 5 and 18, age may
not be used as a reasonable classification. Of course, States may
continue to establish reasonable categories permitted under cur-

35-426 0 84 86
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rent regulations, such as children in foster care homes. However,
States must cover all children under 5, as specified in this amend-
ment.

The conference agreement provides that these requirements
would take effect on October 1, 1984, or, where the Secretary deter-
mines State legislation is necessary, the first day of the first calen-
dar quarter after the close of the first regular legislative session
after enactment, whether or not the Secretary issues implementing
regulations.

b. Federal matching bonus to States

House bill

The House bill provides for a one-half percentage point reduction
in the four and one-half percent Federal matching penalty other-
wise applicable in fiscal year 1984 for States not eligible for in-
creased matching under the provisions described in a., above.

Senate amendment

No provision.

Conference agreement

The conference agreement does not include the House provision.

c. Treatment of payments for services

House bill
The House bill provides that reductions in Federal payments and

calculation of the State's target rate are to exclude payments made
for services to qualified pregnant women and children.

Senate amendment

No provision.

Conference agreement
The conference agreement does not include the House provision.

2. Deeming of Income and Resources With Respect to Certain
Minor Pregnant Women

Present law

States, in determining Medicaid eligibility, may deem family
income as available to a pregnant minor only when she is living in
her parent's household. Parental deeming is allowed so long as the
parent exercises responsibility for the care and control of the child,
even if the child is only temporarily absent.

House bill

The House bill would allow States not to deem the income or
assets of parents as available to a pregnant woman under 21 who
does not have legal custody of other children. It would permit
States to apply this nondeeming policy to pregnant adolescents
living with parents, or in a custodial institution, or both.
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Senate amendment

No provision.

Conference agreement
The conference agreement does not include the House provision.

3. Clarification of Medicaid Entitlement for Certain Newborns

(Section 2362)

Present law

Certain States have established Medicaid application procedures
that fail to provide for the automatic addition of a newborn child to
a Medicaid beneficiary's family unit for coverage purposes.

House bill
The House bill provides that a child born to a woman eligible for

and receiving Medicaid at the time of birth is deemed eligible for
one year as long as the woman remains eligible.

Senate amendment

No provision.

Conference agreement
The conference agreement follows the House bill.

4. Medically Needy Income Levels

Present law

Medically needy income levels for an SSI-related family of two
adults with no income or resources, many be set at a level no
higher than 1331/3 percent of the AFDC standard for a two-person
family with no income or resources.

House bill

The House bill permits States to establish medically needy levels
for a family of two adults up to 1331/3 percent of the three-person
AFDC standard.

Senate amendment

No provision.

Conference agreement

The conference agreement does not include the House provision.

5. Recertification of Need for Stays in SNFs and ICFs (Section
2363)

a. Recertifications

Present law

A State's evidence of a satisfactory program of controls over uti-
lization must include evidence that physicians (or a physician as-
sistant or nurse practitioner under the supervision of a physician)
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recertify the need for continuing skilled nursing facility (SNF) and

intermediate care facility (ICF) services every 60 days.

House bill

The House bill would require recertification of SNF patients 30,
60, and 90 days after admission, and every 60 days thereafter. It
would require recertification of ICF patients 60 and 180 days after
admission; 12, 18, and 24 months after admission; and annua-Iy
thereafter.

Senate amendment

Similar provision with respect to SNF recertifications. Similar
provision with respect to ICF recertifications except requires recer-
tification after 120 days instead of 180 days after initial certifica-
tion.

Conference agreement

The conference agreement follows the Senate amendment with
modifications as follows. The physician recertification requirements
for both SNF and ICF patients would become State Medicaid plan
requirements. In addition, with respect to ICF recertifications, re-
certification would be required no later than 180 days after initial
certification instead of 120 days.

b. Grace period

Present law

One hundred percent compliance is required.

House bill

The House bill would permit a 10-day grace perod if the State
can demonstrate that the physician had good cause for missing the
deadline.

Senate amendment

Similar provision.

Conference agreement

The conference agreement follows the Senate amendment.

c. Penalty

Present law

The Federal penalty imposed on States which fail to have an ade-
quate utilization control program is 331/3 percent times the ratio of
the number of patients in facilities with one or more records out of
compliance to the total number of patients in facilities in the State.

House bill

The House bill would provide for a penalty equal to 5 percent
times the ratio of the number of patient records out of compliance
to the number of patient records included in the survey. No penal-
ty would be imposed if the ratio were 3 percent or less.
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Senate amendment
The Senate amendment would provide for a penalty equal to 5

percent times the ratio of the number of patients in facilities with
one or more records out of compliance to the total number of pa-
tients in the State. No penalty would be imposed if less than 3 per-
cent of the surveyed records were out of compliance.

Conference agreement
The conference agreement follows the Senate amendment with

modifications as follows. Effective July 1, 1984, the current penalty
would not apply to the physician recertification requirement with
respect to SNF or ICF patients. However, the current penalty
would continue to apply to the requirement that States have an ef-
fective program of medical review. The Conferees intend that the
Secretary ensure that the States continue to comply with the phy-
sician recertification requirements, as revised by this agreement.

It is the understanding of the conferees that the States common-
ly use one team of health professionals to conduct the required
medical reviews, and a separate team to conduct the required
survey and certification activities. The conferees would urge the
States to improve the coordination of these two important func-
tions by consolidating the two reviews. In the view of the conferees,
periodic, hands-on review of nursing home patients by independent
teams of health professionals is an important mechanism for assur-
ing quality of care.

d. Secretarial duty

Present law
A U.S. district court has held that the Secretary of Health and

Human Services has the authority, but lacks the duty, to assure
that nursing homes participating in the Medicaid program provide
care consistent with the individual needs of their Medicaid pa-
tients. In Re estate of Smith v. O'Halloran, 557 F. Supp. 289 (D.
Colo. 1983).

House bill
The House bill reaffirms the Secretary's existing duty to assure

that the standards governing the provision of care to Medicaid pa-
tients in SNFs and ICFs, and the enforcement of those standards,
are adequate to protect the health and safety of the residents and
to promote effective and efficient use of public moneys.

Senate amendment
No provision.

Conference agreement
The conference agreement follows the House bill.
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6. Waiver of Certain Membership Requirements for Certain
HMO's (Section 2364)

Present law

The number of Medicare/Medicaid beneficiaries enrolled in a
health maintenance organization (HMO) or other prepaid plan de-
livering Medicaid services on a risk basis cannot exceed 75 percent
of the total enrollment. The Secretary may waive the requirements
in the case of public HMO's if the Secretary determines that spe-
cial circumstances warrant and the entity is taking reasonable ef-
forts to enroll non-Medicare/Medicaid beneficiaries.

House bill
The House bill would permit the Secretary to modify or waive

the 75 percent enrollment limitation in the case of an HMO that:
(1) is nonprofit; (2) has at least 25,000 enrollees; (3) is and has been
a Federally-qualified HMO for at least 4 years; (4) provides basic
health services through its staff; (5) is located in a medically under-
served area; and (6) had previously received a waiver of the 75 per-
cent limitation under section 1115 of the Act. The Secretary may
exercise this wavier only if she determines that special circum-
stances warrant and that the organization has made, and is
making, reasonable efforts to enroll non-Medicare/Medicaid benefi-
ciaries.

Senate amendment

No provision.

Conference agreement
The conference agreement follows the House bill with modifica-

tions as follows. Under current law, Medicaid eligibles enrolled in
HMO's may disenroll, without cause, upon one month's notice. The
conference agreement would permit States to require Medicaid
beneficiaries who choose to enroll in HMO's meeting certain re-
quirements to remain in the HMO for up to 6 months, unless the
beneficiary had good cause to disenroll before that time. During
the first month of each 6-month period, the beneficiary could disen-
roll without cause and receive a Medicaid card that did not restrict
his or her choice of provider. For the remainder of each 6-month
period, the beneficiary would have to satisfy the State that there
was good cause for disenrollment, such as poor quality care or lack
of access to needed specialty services. States would be expected to
establish effective procedures for reviewing requests for disenroll-
ment on a prompt and fair basis. As under current law, enrollment
in HMO's would be voluntary; beneficiaries would have freedom of
choice among participating HMO's, and between prepaid and free-
for-service providers.

The conference agreement limits the ability of States to impose
these restrictions on beneficiary freedom of choice to the following
two types of entities: (1) Federally-qualified HMO's, and (2) organi-
zations that are receiving, and have at least two years prior to con-
tracting with the Medicaid program received, grants of at least
$100,000 under the Migrant Health Center, Community Health
Center, and Appalachian Regional Commission programs. In each
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case, at least 25 percent of the organization's prepaid patients
would have to be other than Medicare or Medicaid beneficiaries.
The States would be required to notify beneficiaries prior to enroll-
ment, and at least twice a year thereafter, of their disenrollment
rights. The current Federal regulatory requirements with respect
to prepaid HMO contracts, including those relating to grievance
procedures and quality assurance systems, would apply to these
special "lock-in" arrangements as well.

7. Prohibiting Medicaid Copayments for Prescribed Drugs

Present law

States are allowed to impose nominal copayments on prescription
drugs for most groups of Medicaid beneficiaries. Providers may not
deny services on the grounds that a Medicaid patient cannot afford
the required copayment.

House bill

The House bill would prohibit the imposition of copayments on
prescribed drugs.

Senate amendment

No provision.

Conference agreement

The conference agreement does not include the House provision.

8. Maximum Amount of Medicaid Payments to Puerto Rico and

the Territories (Section 2365)

Present law

Current law established the following annual ceilings on the
amount of Federal Medicaid matching payments which certain ju-
risdictions may receive; Puerto Rico, $45 million; Virgin Islands,
$1.5 million; Guam, $1.4 million; Northern Mariana Islands,
$350,000; and American Samoa, $750,000.

House bill

The House bill would raise the ceilings to the following levels, ef-
fective fiscal year 1984: Puerto Rico, $77.1 million; Virgin Islands,
$2.6 million; Guam, $2.4 million; Northern Mariana Islands,
$600,000; and American Samoa, $1.3 million.

Senate amendment

The Senate amendment would raise the ceilings to the following
levels, effective fiscal year 1984: Puerto Rico, $63.4 million, Virgin
Islands, $2.1 million; Guam, $2.0 million; Northern Mariana Is-
lands, $550,000; and American Samoa, $1.15 million.

Conference agreement

The conference agreement follows the Senate amendment.
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9. Payment for Psychiatric Hospital Services (Section 2366)

Present law

Special reimbursement limitations apply with respect to hospital
inpatients who are awaiting nursing home placement.

House bill
The House bill would delay until July 1, 1985, the application of

reimbursement limitations with respect to public psychiatric hospi-
tals. The House bill further provides that the reductions made for
the 12-month periods ending June 30, 1986, and June 30, 1987, are
one-third and two-thirds, respectively, of the amounts which would
otherwise have been required.

Senate amendment

Same as House bill.

10. Miscellaneous Technical Amendments (Section 2373)

Present law

Titles V and XIX of the Social Security Act contain certain tech-
nical errors.

House bill
Makes technical corrections to titles V and XIX of the Social Se-

curity Act.

Senate bill
No provision.

Conference agreement
The conference agreement follows the House bill with a modifica-

tion as follows. The conference agreement directs the Secretary not
to take any compliance, disallowance, penalty or other regulatory
action against a State because a State, in determining eligibility for
noncash Medicaid recipients, is using an income or resource stand-
ard or methodology that is less restrictive than the applicable cash
assistance standard of methodology. The Secretary is further di-
rected to report to Congress within 12 months of enactment on the
impact of the application of income and resource standards and
methodologies under the cash assistance programs to medically
needy recipients and other noncash eligibles. The moratorium on
Secretarial action is to run from the date of enactment until 18
months after the date on which the Secretary submits her report.

In the Omnibus Budget Reconciliation Act of 1981, P.L. 97-35
(OBRA), States were given certain flexibility in structuring their
medically needy programs. They were allowed to limit coverage to
certain categories of medically needy individuals, and to vary the
services they offered to the different groups they covered. No
change was made or intended with regard to financial eligibility
policy. Before OBRA, States could establish income or resource
standards or methodologies for their medically needy programs
that were, in some cases, less restrictive than those used in the re-
lated cash assistance programs.
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Effective October 1, 1981, the Secretary issued interim regula-
tions to implement these changes. These regulations made major
changes in the pre-OBRA financial eligibility rules, allowing the
States to impose more restrictive standards and methodologies
than under previous law.

Section 137(a)(8) of the Tax Equity and Fiscal Responsibility Act,
P.L. 97-248 (TEFRA), amended the Medicaid statute to clarify that
Congress did not intend to change the policies governing the
income and resource standards and methodologies for determining
eligibility of the medically needy from those in effect before OBRA.
This amendment provided in part that the methodology to be used
in determining income and resource eligibility for the medically
needy must be the "same methodology" used under the relevant
cash assistance program.

The Department has not revised the 1981 interim regulations or
otherwise published regulations to implement the TEFRA amend-
ment. However, it is the understanding of the conferees that the
Department has implemented this provision in an overly literal
fashion, without taking into account the intent of the TEFRA clari-
fication.

For example, the Department is treating certain income and re-
source rules as "methodology" that must strictly follow SSI or
AFDC rules, even though all States with medically needy programs
have traditionally been permitted to use less restrictive rules in
certain areas. Thus, the Department has taken the position that
aged, blind, and disabled medically needy applicants who enter
nursing homes and who have marginally excess resources on the
first day of the month can not attain Medicaid eligibility during
the month, even after their resources are sufficiently depleted by
medical costs, because SSI rules only allow eligibility from the first
of the month. The Department has also indicated that it may
impose quality control sanctions against the States that are using
eligibility procedures that were allowed before OBRA and which
make sense in the context of the medically needy program but
which happen to be less restrictive than the relevant cash assist-
ance procedures. Similarly, the Department has taken the position
that the "single standard' requirement of the TEFRA amendment
prohibits States from establishing less restrictive medically needy
income levels for single adults and couples because this would
result in differences in medically needy income levels among
groups of the same family size depending on the relative numbers
of adults and children.

The Department's overly restrictive interpretation of section
137(a)(8) of TEFRA has posed grave administrative problems for
the States and threatens to cause great hardship for applicants and
beneficiaries. It is also clear to the conferees that the strict applica-
tion of the cash assistance rules to the medically needy and other
noncash groups produces unintended, and in some cases, undesir-
able, consequences. The conferees have therefore decided to impose
a moratorium on the Department's implementation of the TEFRA
amendment until the Congress has an opportunity to study and
legislate on the matter.

It is the understanding of the conferees that the Department has
not yet actually taken a disallowance or quality control penalty
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against any State. The conferees intend that, during the moratori-
um, the Secretary not proceed with the imposition of any sanctions,
or otherwise suggest to the States that they must use more restric-
tive cash assistance standards and methodologies in their medically
needy or other noncash recipient programs. States may use less re-
strictive standards and methodologies in their noncash programs,
although they are still foreclosed from being more restrictive than
the relevant cash assistance programs. It is the expectation of the
conferees that the States will be reasonable in establishing less re-
strictive variations in the cash assistance methodologies and stand-
ards.

11. Extension of Medicaid Payment Reductions and Offsets

Present law

The Omnibus Budget Reconciliation Act of 1981, P.L. 97-35, pro-
vided that the Federal matching payments to which a State is oth-
erwise entitled were to be reduced by 3 percent in fiscal year 1982,
4 percent in fiscal year 1983, and 4.5 percent in fiscal year 1984. A
State may qualify for a percentage point offset to these reductions
of up to 3 percent if it has a qualified hospital cost review program,
an unemployment rate which exceeds 150 percent of the national
average, or fraud and abuse recoveries greater than one percent of
Federal expenditures. In addition, States may earn back part or all
of the reductions if expenditures remain below specific target
amounts.

House bill

No provision.

Senate amendment
The Senate amendment extends the existing reduction and offset

provisions for 3 years. The reduction rate would be 3 percent for
fiscal years 1985, 1986, and 1987.

Conference agreement
The conference agreement does not include the Senate amend-

ment.

12. Mandatory Assignment of Rights of Payment by Medicaid
Recipients (Section 2367)

Present law

States are permitted to require Medicaid applicants to assign to
the State their rights to medical support and third party payments
for medical care. Approximately 25 States have taken advantage of
this option.

House bill

No provision.
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Senate amendment
The Senate amendment would mandate States to require Medic-

aid applicants to assign to the State their rights to third party pay-
ments as a condition of eligibility.

Conference agreement
The conference agreement follows the Senate amendment.

13. Requirements for Medical Review and Independent
Professional Review (Section 2368)

Present law
Medical review requirements for SNF's and independent profes-

sional review requirements for ICF's under Medicaid both call for
teams of physicians, registered nurses, and other appropriate per-
sonnel to conduct virtually similar kinds of review.

House bill

No provision.

Senate amendment
The Senate amendment would make State plan requirements

consistent for medical review and independent professional review
for both ICF's and SNF's. The Senate amendment would also cor-
rect a technical error to assure that Christian Science sanitoria are
excluded from the revised review requirements.

Conference agreement
The conference agreement follows the Senate amendment.

14. Flexibility in Setting Payment Rates for Hospitals Furnishing
Long-term Care Services Under Medicaid (Section 2369)

Present law
Special requirements are provided for the establishment of pay-

ment rates for small rural hospitals furnishing skilled nursing or
intermediate care facility services under Medicaid.

House bill

No provision.

Senate amendment
The Senate amendment would delete the requirements applica-

ble only to hospital-furnished long-term care services. It provides
that rates must meet the same general criteria as are applicable to
rates for similar services provided by other long-term care institu-
tions, although the actual rate paid may vary.

Conference agreement
The conference agreement follows the Senate amendment with a

modification. States would be permitted to pay for long-term care
services at the designated hospitals either on the basis of the spe-
cial payment rates provided under current law or on the basis of
the same general criteria that are applicable to hospitals and nurs-
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ing homes. Whatever payment method a State chose would have to
be applied to all the hospitals in question.

15. Authority of Secretary To Issue and Enforce Subpoenas Under
Medicaid (Section 2370)

Present law

The Secretary is authorized to issue and seek enforcement of sub-
poenas under Medicare to obtain information needed in connection
with hearings, investigations, and other matters related to fraud
and abuse.

House bill

No provision.

Senate amendment

The Senate amendment would authorize the Secretary to issue
and seek enforcement of subpoenas under Medicaid to the same
extent allowed under Medicare.

Conference agreement
The conference agreement follows the Senate amendment.

16. Medicaid Clinic Administration (Section 2371)

Present law

States may cover clinic services under their Medicaid programs.
Regulations issued by the Department of Health and Human Serv-
ices limit coverage of clinic services to situations in which services
are furnished under the direction of a physician. In certain cases,
this physician-direction rule has been interpreted as requiring that
clinic administrators be physicians.

House bill

No provision.

Senate amendment
The Senate amendment provides that the clinic need not be ad-

ministered by a physician.

Conference agreement
The Conference agreement follows the Senate amendment.

1. Increase Authorization for Maternal and Child Health Block
Grant Program (Section 2372)

Present law
The permanent authorization for the Maternal and Child Health

Services (MCH) Block Grant is $373 million. In fiscal year 1983, an
additional $105 million was appropriated for the Block Grant, and
in fiscal year 1984, an additional $26 million was appropriated.

House bill

No provision.
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Senate amendment
The Senate amendment provides for an increase in the perma-

nent authorization level for the MCH Block Grant to $478 million,
effective fiscal year 1984.

Conference agreement
The conference agreement follows the Senate amendment.
Under current law, the Secretary is directed to prescribe the con-

tent of the annual reports that the States are required to submit
regarding the operation of their MCH Block Grant programs. The
conferees are concerned that the Secretary has not required, and
many States have not submitted, basic data regarding the effective-
ness of their programs, including the number of mothers and chil-
dren served, and the cost of providing services to them. The confer-
ees note that the usefulness of a recent GAO report on the MCH
Block Grant (GAO/HRD-84-35) was compromised by the absence of
such basic information. The conferees expect that the Secretary
will begin immediately to secure and make available to the Con-
gress the information necessary to evaluate and compare the per-
formance of different States assisted under the MCH Block Grant
authority with regard to the numbers of people served and the
cost-effectiveness of those services.

SUBTITLES C AND D-RECOVERY OF HILL BURTON FUNDS AND UN-
COMPENSATED SERVICES PROVIDED BY SKILLED NURSING FACILITIES

INTERMEDIATE CARE FACILITIES

1. Recovery of Hill-Burton Funds (Section 2381) and Study
(Section 2391)

a. Recovery

Present law
The Federal government is entitled to recover amounts awarded

to a facility for construction, modernization, or conversion under
Title VI and Title XVI of the Public Health Service Act if, within
20 years, the facility (1) is sold or transferred to a proprietary
entity, or (2) undergoes a change in use from that for which the
assistance was originally provided.

House bill
The House bill would require that, in the case of Hill-Burton fa-

cilities sold or transferred or subject to a change in use after enact-
ment, the transferor or owner must give the Secretary written
notice not later than 10 days from the date of the sale, transfer, or
change in use, or be subject to an interest penalty. If, within 180
days after notification, the Federal Government has not collected
its recovery, an interest penalty would apply.

In the case of Hill-Burton facilities that were sold or transferred
or that underwent a change in use before the date of enactment,
the House bill provides that an interest penalty would begin to
accrue if the recovery had not been agreed to and paid by July 1,
1984. The interest penalty would run until the recovery amount,
plus interest, is paid to the Federal government.
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Senate amendment

No provision.

Conference agreement

The conference agreement follows the House bill with modifica-
tions as follows. In the case of facilities that were sold or trans-
ferred or underwent a change in use before the date of enactment,
the interest penalty would not begin to accrue until 30 days after
enactment, but in no case earlier than 180 days from the date of
sale, transfer, or change in use. The conferes expect that the De-
partment, upon notification, will expedite recovery proceedings to
avoid subjecting facilities to interest charges that might result
from Departmental delay. The Secretary may in regulation provide
that, where such delays are caused solely by the Department, the
resulting interest charges may be waived.

The modification further authorizes the Secretary to waive recov-
ery altogether in the case of the sale or transfer of a facility to a
proprietary entity only if the following requirements are met.
First, the new owner or manager must agree to assume and comply
with the Hill-Burton "community service" obligation, as imple-
mented by current regulations. Secondly, the acquiring entity must
have established an irrevocable trust, the corpus and income of
which are to be used exclusively for the provision of uncompensat-
ed services to persons unable to pay in accordance with current
regulations. The trust must be established in an amount equal to
the greater of (1) twice the cost of the remaining "uncompensated
services" obligation of the Hill-Burton facility, including any defi-
cits to be made up, as determined by the Secretary under current
regulations; or (2) the amount the Federal government would be
entitled to recover, as determined by the Secretary.

The purpose of this grant of authority to the Secretary to Waive
recovery is to assure that, in lieu of the Federal government re-
couping its financial interest in a Hill-Burton facility, the commu-
nity served by the facility will continue to have access to needed
services there. The conferees expect the Secretary to monitor and
enforce compliance with the "community service" and "uncompen-
sated service" obligations on the part of the entity receiving a
waiver. In cases where these requirements are not being met, the
Secretary is expected to withdraw the waiver and effect recovery.

b. Liens

Present law

The Federal recovery right does not constitute a lien upon a Hill-
Burton facility prior to judgment.
House bill

The House bill would provide that the right of recovery consti-
tutes a lien on a Hill-Burton facility prior to judgment.
Senate amendment

No provision.
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Conference agreement

The conference agreement follows the House bill with a modifica-
tion. It retains current law with respect to liens, and also requires
the Secretary to conduct a study to determine whether the current
regulations should distinguish between hospitals and nursing
homes with respect to compliance with the statutory requirement
that a Hill-Burton facility provide a reasonable volume of uncom-
pensated services to persons unable to pay. The study is to be
transmitted to the Congress no later than January 1, 1985.

Under the Hill-Burton program, hospitals, nursing homes, and
other facilities undertook "community service" and "uncompensat-
ed services" obligations in exchange for Hill-Burton grants and
loans and loan guarantees. In 1979, the Secretary of Health and
Human Services published final regulations implementing these
important contractual and statutory requirements. These regula-
tions specify the standards which Hill-Burton facilities must meet
and the procedures which they must follow in order to comply with
their "community service" and "uncompensated services" obliga-
tions.

It is the understanding of the conferees that, while the "uncom-
pensated services" regulations are appropriate in a hospital con-
text, they may not give adequate recognition to the different char-
acteristics of nursing homes from the standpoint of determining
compliance. The conferees do not intend that, in examining this
question, the Secretary reconsider the issue as to whether the dif-
ference between the rates paid by Medicaid and the rates paid by
private patients can be treated as Hill-Burton "uncompensated
care;" Medicaid patients are not, and never have been, "persons
unable to pay" for purposes of the Hill-Burton program. Instead,
the conferees expect that the Secretary will identify those regulato-
ry changes, if any, that are necessary to more appropriately define
and evaluate compliance by Hill-Burton nursing homes with their
"uncompensated services" obligations.

The conferees note that the Hill-Burton program is authorized by
the Public Health Service Act, which is within the jurisdiction of
the Senate Committee on Labor and Human Resources. Though
not conferees, the committee of jurisdiction has indicated its agree-
ment to the amendment as modified.

TITLE IV-SMALL BUSINESS PROGRAMS

House amendment

The House Amendment contained a provision relating to Small
Business Act Disaster Loans.

Senate amendment

No provision.

Conference agreement

The Senate recedes to the House.
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TITLE V-VETERANS' PROGRAMS

PART A-COST SAVINGS UNDER THE VETERANS' ADMINISTRATION
PENSION PROGRAM

EFFECTIVE DATE FOR AWARD OF PENSION FOR NON-SERVICE-CONNECTED
DISABILITY OR DEATH

House amendment to the Senate amendment

The House amendment would eliminate retroactive awards of
non-service-connected disability pension to veterans-currently pro-
vided where the application is received within one year from the
date on which the veteran became permanently and totally dis-
abled-for the period between the date of disability and the date
the veteran filed an application for pension. The House amend-
ment would also shorten the period for retroactive awards of death
pension to survivors of war veterans by reducing, from one year to
60 days, the period during which a survivor must file an applica-
tion for death pension in order to receive a retroactive award for
the period between the date of the veteran's death and the date of
application. These provisions would take effect with respect to ap-
plications received after September 30, 1984.

Senate amendment

No provision.

Conference agreement

The Senate recedes with an amendment reducing the retroactive
period for survivors to 45 days and providing an exception to the
provision eliminating retroactivity for veterans. The exception
would be for a veteran who has a disability that, for a period of at
least 30 days beginning on the date of permanent and total disabil-
ity, prevents him or her from applying for pension. In order to be
eligible for this exception, the veteran would be required to include
in his or her application a request for a retroactive award.

PART B.-ACTIoNs To INCREASE RECEIPTS AND SAVE COSTS UNDER
THE VETERANS' ADMINISTRATION HOME LOAN GUARANTY PROGRAM

INCREASE IN FEE FOR HOME LOANS GUARANTEED BY THE VETERANS'
ADMINISTRATION AND EXTENSION OF FEE TO VENDEE LOANS

House amendment to the Senate amendment

The House amendment would, effective with respect to loans
closed on or after the date of enactment, provide for receipts from
loan orgination fees on home loans guaranteed, made, or insured
by the VA to be deposited in the VA Loan Guaranty Revolving
Fund. The House amendment also would extend by two years, from
September 30, 1985, through September 30, 1987, the period during
which such fees are imposed. Effective with respect to loans closed
30 or more days after the date of enactment, the House amend-
ment would increase the fee from one-half of one percent to one
percent and impose the fee on loans (known as "vendee loans")
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made by the VA to finance the purchase from the VA of properties
it acquires through the operation of its home loan program.

Senate amendment

No provision. However, S. 2391, passed by the Senate on March
30, 1984, would, effective on the date of enactment, provide for loan
originaLion fee receipts to be deposited in the Loan Guaranty Re-
volving Fund and, effective with respect to loans closed 14 or more
days after enactment, increase the fee to one percent.

Conference agreement

The Senate recedes.

PROPERTY ACQUISITIONS

House amendment to the Senate amendment

The House amendment would, effective October 1, 1984, make
certain reforms in the administration of the VA's-home loan guar-
anty program with respect to the acquisition and disposition of
properties securing loans which go into default and are liquidated
through a foreclosure sale or comparable transaction (hereinafter
referred to as a "liquidation sale"). Thus, the House amendment
would specify the circumstances under which the VA would be re-
quired to acquire or be precluded from acquiring a property after a
liquidation sale.

Although current statutory language states that when the Ad-
ministrator has received notice of a default, the Administrator
"shall thereupon pay" to the holder of the loan the amount pay-
able under the guaranty, the VA, pursuant to long-standing prac-
tice and regulations, follows an administrative procedure whereby
the guaranty generally is not paid until the holder of the loan has
liquidated its security interest in the property. Under this proce-
dure, it has been the VA's practice in a very high percentage of
cases of liquidation sales (approximately 95 percent) to acquire the
property from the lender following the sale. In some cases, howev-
er, the VA has acquired properties at prices which, when combined
with the costs of owning temporarily and selling the property and
any amount remaining payable under the guaranty, have resulted
in total VA expenditures in connection with the property exceeding
the amount for which the United States was liable under the guar-
anty. The House amendment was designed to ensure that acquisi-
tions are not made where they would result in net costs to the VA
(after re-sale) in excess of what the VA would pay under the guar-
anty if it did not acquire the property. Thus, the House amend-
ment set forth statutory criteria under which, depending on the es-
timated net value, the amount of the total indebtedness, and the
VA's liability under the guaranty, either the holder of the loan
would have the statutory option to see the property to the VA or
the VA would not be permitted to acquire it.

The House amendment would also amend the provision in cur-
rent law (section 1816(a) of title 38, United States Code) requiring
the Administrator, upon receiving notice of a default, to pay to the
holder of the loan the pro rata portion of the guaranty (which,
under section 1803(b) of title 38, decreases or increases in propor-
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tion to any decrease or increase in the amount of the unpaid por-
tion of the obligation). That amendment would specify that, subject
to the above-noted provisions specifying criteria for liquidation
sales, the Administrator would have the authority, but would not
be required, to pay the guaranty upon receiving notice of default.

Senate amendment

No provision.

Conference agreement

The Senate recedes with clarifying amendments and amend-
ments adding provisions relating to the use of VA and private at-
torneys to bring foreclosure and eviction suits in court and requir-
ing a report on the VA's loan guaranty program.

The provisions of the conference agreement regarding property
acquisitions are as follows:

Definitions
The term "defaulted loan" would be defined (as in the House bill)

so as to limit the scope of the property-acquisition provisions to
VA-guaranteed home loans other than those made for manufac-
tured homes and guaranteed under section 1819(a) of title 38.

The term "liquidation sale" would be defined broadly (as in the
House bill) to include not only a judicial foreclosure sale but also
such other liquidation procedures, for example, a deed in lieu of
foreclosure, as may be permitted under the law of the State in
which the property is located. Because loan liquidation procedures
differ in the various States, and because within any particular
State there may be several alternative means of foreclosing on a
defaulted loan, the conferees have not attempted to set forth a
comprehensive definition of a liquidation sale. It is the conferees'
intention that the term would apply to any involuntary or volun-
tary conveyance, pursuant to applicable State law, of the property
securing a defaulted loan for the purpose of liquidating the security
interest of the loan holder, with the net proceeds of the conveyance
being used to satisfy, at least in part, the indebtedness.

The term "net value" would be defined as fair market value
minus the total estimated costs that the VA would incur (other
than the purchase price) in connection with acquiring the property
after a liquidation sale and thereafter disposing of it. This term is
not used in the current VA regulations governing liquidation sales
and VA acquisitions following those sales (primarily section 36.4320
of title 38, Code of Federal Regulations). However, the regulations
refer to a roughly comparable concept-"the minimum amount
which shall be credited to the indebtedness on account of the value
of the security to be sold"-and use that concept in a fashion simi-
lar to the way "net value" is used in the conference agreement.
Thus, the "amount ... credited ... on account of the net value of
the security" is currently used as an indicator of the price at which
the lender may purchase the property at the liquidation sale and
re-sell it to the VA, that is, where that amount exceeds the total
indebtedness minus the amount payable under the guaranty. In de-
termining net value under the conference agreement, the Adminis-
trator would be required to subtract from fair market value all of
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the estimated costs that the VA would pay in acquiring and dispos-
ing of the property.

With respect to the costs of administration-one of the cost cate-
gories specified in the conference agreement-the conferees note
their intention that this category include in-house costs to the VA
that are clearly and directly related to acquiring, holding, and dis-
posing of the property. The VA personnel costs involved would be
an example.

In connection with the VA's calculation of the costs of acquiring
and disposing of properties, the conferees do not intend to change
the VA's current policy of not considering interest costs that the
United States would incur if it were necessary for the Government
to borrow the funds for a particular acquisition. If the Administra-
tor determines that a change to this policy is warranted, notwith-
standing the conferee's position as stated above, the Administrator
shall, not later than the February 1 preceding the fiscal year in
which a proposed change would take effect, provide the Veterans'
Affairs Committees with notice of the change.

The conferees also note their understanding that, in assessing
the fair market value of a property, the Administrator obtains ap-
praisals of the property "as is" and of what the property would be
worth if certain improvements were made. It is the conferees' in-
tention, in-any case in which the costs of improvements are includ-
ed in the costs being deducted from fair market value to arrive at
net value, that the fair market value figure include the estimated
addition to the value of the property that would result from those
improvements. Of course, where no improvements are planned, an
"as is" appraisal would be used and no deduction would be made
for estimated costs of any improvements.

The term "total indebtedness" would include (1) the unpaid prin-
cipal, (2) the interest on the loan as of the liquidation sale, or such
earlier date following the expiration of a reasonable period for the
sale to occur as the Administrator may specify pursuant to regula-
tions, and (3) other reasonably necessary and proper charges that
are specified in the loan instrument and permitted by VA regula-
tions.

The conferees note that, under the last sentence of present sec-
tion 1816(a) of title 38, United States Code (proposed to be designat-
ed as paragraph (3) of section 1816(a) by the conference agreement),
the Administrator has the authority to establish a date prior to
"the date of judgment and decree of foreclosure or sale, upon which
accrual of interest or charges shall cease." It is the conferees'
intent that the Administrator, in implementing this authority in
conjunction with the above-described definition of "total indebted-
ness", not impose a cut-off date in a case in which the delay in the
liquidation is reasonably attributable to the holder's forbearing
with the agreement of the parties to the loan (as provided for in
the third sentence of present section 1816(a) (proposed to be includ-
ed, with the second sentence, in a paragraph (2) of section 1816(a)).
However, the conferees do intend that the authority be used when
an unreasonable delay in liquidation is the result of other action or
inaction on the part of the holder of the loan at the expense of
either the United States Government or another party to the loan.
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Circumstances for acquisitions

The operative provisions of the conference agreement would
cover all cases in which the holder of a defaulted loan undertakes
to liquidate the loan by means of a liquidation sale, except where
the Administrator, pursuant to the second sentence of present sec-
tion 1816(a) (proposed to be included with the third sentence in a
paragraph (2) of section 1816(a)), elects to pay the holder of the
loan the unpaid balance of the loan plus accrued interest and re-
ceive an assignment of the loan and security. Before carrying out a
liquidation sale, the holder of the loan would be required, in ac-
cordance with VA regulations implementing the conference agree-
ment, to notify the Administrator of the proposed sale. After re-
ceiving that notice, the Administrator would be required to deter-
mine the net value of the property and the total indebtedness and
to notify the holder of the loan of the net value determination.

The conference agreement provisions with respect to the circum-
stances for VA acquisitions-which incorporate the substance of
the corresponding House bill provisions with the addition of the
provision described at item 1(c), below-are as follows:

1. Where net value exceeds total indebtedness minus the amount
guaranteed (which would be the pro rata amount determined under
section 1803(b) of title 38, as noted above):

(a) If the holder acquires the property for an amount not ex-
ceeding the lesser of net value or the total indebtedness, the
holder would have the option to sell the property to the VA in
return for the lesser of net value or total indebtedness and the
loan-guaranty liability would be limited to total indebtedness
minus net value.

(b) If the holder either does not acquire the property or ac-
quires it for an amount exceeding the lesser of net value or
total indebtedness, the Administrator would not be permitted
to accept conveyance of the property, except as noted at item
(c), below, and the loan-guaranty liability would be limited to
total indebtedness minus the greater of net value or the
amount realized by the holder incident to the sale.

(c) If the holder acquires the property for a liquidation sale
price exceeding the lesser of total indebtedness or net value
and that price was the minimum price for which, under appli-
cable State law, the property was permitted to be sold at the
liquidation sale, the Administrator would have discretionary
authority to accept conveyance for a price not exceeding the
lesser of the liquidation sale price or the total indebtedness,
and the loan-guaranty liability would be limited to total in-
debtedness minus the greater of net value or the amount real-
ized by the holder incident to the sale.

2. Where net value does not exceed total indebtedness minus the
amount guaranteed, the Administrator would not be permitted to
accept the conveyance of the property, and the loan-guaranty li-
ability would be limited to the total indebtedness minus the
amount realized by the holder incident to the liquidation sale.

The conferees note that it is their intention to make major
changes with respect to current VA policies and practices with re-
spect to acquisitions in only the following ways: requiring the VA
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to take its costs of administration into account in ascertaining the
value of a property to the VA (net value) and prohibiting the VA
from acquiring the property in certain cases.

These modifications-together with provisions codifying current
policies and practices-are designed to maintain the effective func-
tioning of the loan guaranty program and make its operation more
economical and, thus, to help ensure that the program will contin-
ue to be able to fulfill its basic purpose of assisting eligible veter-
ans to buy homes.

In addition, the conferees note the need for implementing regula-
tions to provide a great deal of detail regarding the transactions in-
volved. For example, the conferees expect that the regulations
would specify the terms and conditions for the conveyances of prop-
erty to the VA permitted in the situtations described at items 1 (a)
and (c), above. As another example, the conference agreement pro-
vides no specifics regarding the method or deadlines for the provi-
sion of any notices. However, it is the conferees' understanding
that such notices are provided routinely and effectively at the
present time, and the conferees do not intend any undue complica-
tion of that process.

Sunset provision
The conference agreement provisions relating to property acqui-

sitions would expire on October 1, 1987.

Use of VA and private attorneys to bring foreclosure actions
The conference agreement would require the Administrator,

within 180 days after the date of enactment, to authorize VA attor-
neys to exercise the right of the United States to bring suit in
court to foreclose loans made or acquired by the VA under chapter
37 of title 38, United States Code, relating to home loans made,
guaranteed, or insured by the VA, and to recover possession of any
property acquired by the Administrator. The Administrator would
also be provided with the authority, subject to the concurrence of
the Attorney General, to acquire the services of non-VA attorneys
to bring such suits. The activities of all attorneys in bringing suit
under this provision would be subject to the direction and supervi-
sion of the Attorney General and to such terms and conditions as
the Attorney General may prescribe. In addition, the conference
agreement contains a provision to clarify that this measure would
not derogate from the Attorney General's authority to direct and
supervise all litigation to which the United States or an agency or
officer thereof is a party.

Not later than 180 days after enactment, the Administrator and
the Attorney General would be required to submit to the appropri-
ate Congressional committees a joint report describing and explain-
ing the actions they have taken to implement the provision relat-
ing to the use of VA and private attorneys, as well as their views
on the advisability of the VA's use of private attorneys to bring
suits to foreclose on loans and recover possession of property.

The conferees are advised that delays in bringing foreclosure and
eviction proceedings are resulting is estimated costs of $2 million
annually that could be eliminated through prompt judicial actions.
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The conferees expect this provision to be implemented so as to
avoid this waste of federal funds.

With respect to the use of private attorneys, the conferees note
that, in cases where the property involved is a long distance from
the nearest VA-employed attorney's office, it may be in the best in-
terest of the United States to acquire the service of local, private
attorneys to bring suit. Thus, the conferees urge that the Adminis-
trator and the Attorney General, working together, give every con-
sideration to developing, at a minimum, pilot projects using private
attorneys in those circumstances.

Report on administration and functioning of the loan guaranty pro-
gram

Not later than December 1, 1986, the Administrator would be re-
quired to submit to the House and Senate Veterans' Affairs Com-
mittees a report on the administration and functioning of the VA's
loan guaranty program, and the status of the Loan Guaranty Re-
volving Fund. The report would be required to include a descrip-
tion of actions taken and planned by the Administrator to main-
tain the effective functioning of the program and to ensure the sol-
vency of the Fund; the Administrator's evaluation of the effects of
the conference agreement provision relating to acquisitions of prop-
erties after liquidation sales and to vendee loans; and the Adminis-
trator's recommendations regarding any need for administrative or
legislative action with respect to the loan guaranty program.

Vendee loans

House bill

The House amendment would, effective on October 1, 1984, re-
quire the Administrator to reduce to the maximum extent practica-
ble the number of loans (known as "vendee loans") made by the
VA to finance the purchase from it of acquired properties. In addi-
tion, the House amendment would prohibit the VA from providing
vendee loans for more than 75 percent of such purchases in any
fiscal year, except that the Administrator would have the authority
to increase that limitation to 80 percent in any fiscal year if the
Administrator determined that doing so was necessary in order to
protect the interests of the United States.

Senate amendment
No provision.

Conference agreement

The Senate recedes with an amendment.

Limitation on making vendee loans

The conference agreement retains the House provision setting a
ceiling on the percentage of purchases of property from the. VA
which may be financed be vendee loans during any fiscal year. The
House provision requiring the Administrator to reduce the number
of vendee loans is modified in the conference agreemen-t so as to
require the VA to minimize the number of vendee loans to the
greatest extent consistent with certain specified limitations and
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with maintaining the effective functioning of the VA loan guaranty
program. In addition, the conference agreement would require that
not less than 60 percent of the purchases during any fiscal year of
property acquired by the VA be financed by vendee loans. Also, the
House provision that would authorize the Administrator to in-
crease the maximum to 80 percent for any fiscal year is modified so
that, before exercising the authority, the Administrator would be
required to determine that the increase was necessary to maintain
the effective functioning of the loan guaranty program.

It is the conferees' intention that, in carrying out this provision,
the VA will analyze the properties in its inventory and encourage
the procurement of private financing by sales agents and prospec-
tive purchasers in cases where the properties appear to be market-
able with non-VA financing.

Sale of vendee loans with recourse

In addition, the conference agreement contains a provision, also
effective October 1, 1984, relating to VA sales of vendee loans to
private investors "with recourse"-that is, with the right to sell
back to the VA, at no loss to the investor, a loan that is in default
for a specified period of time. Under this provision, the VA would
not be permitted to sell vendee loans with recourse unless the Ad-
ministrator determined that doing so was necessary in order to
maintain the effective functioning of the loan guaranty program.

Sunset provision

The conference agreement provisions relating to vendee loans
would expire on October 1, 1987.
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1. Tax-Exempt Interest in Calculation of Taxable Social Security
Benefits

Present law

Under the 1983 Social Security Amendments, beginning in 1984,
a taxpayer adds tax-exempt interest to adjusted gross income and
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half of social security benefits as the first step in calculating the
amount of benefits subject to tax. From this sum is subtracted a

_$32,000 threshold ($25,000 for single individuals). Half the excess
(but never more than half of benefits) is included in adjusted gross
income.

Rouse bill

No provision.

Senate amendment

The Senate amendment deletes tax-exempt interest from the for-
mula used to calculate the amount of taxable social security bene-
fits, effecive for taxable years beginning after December 31, 1983.

Conference agreement

The conference agreement follows the House bill.

2. Social Security Treatment of Certain Church Employees

Present law

Under the Social Security Amendments of 1983, employees of re-
ligious and other nonprofit organizations (not including ministers
or members of religious orders) are subject to mandatory social se-
curity coverage, effective January 1, 1984. Prior to these amend-
ments, employees of nonprofit organizations were exempt from
social security coverage unless the organization waived, or was
deemed to waive, its exemption.

The FICA tax rate is 7 percent each for employees and employ-
ers (for a combined 14 percent rate) in 1984, increasing to a com-
bined rate of 15.3 percent in 1990. A credit (0.3 percent of wages) is
allowed in 1984 against the employee FICA tax. For employees of
tax-exempt oganizations, wages of less than $100 per calendar year
are not subject to social security taxes.

The tax rate applicable to self-employed individuals (SECA)
equals the combined employee-employer FICA rate. For 1984
through 1989, a self-employment tax credit (2.7 percent in 1984)
lowers the effective SECA rate.

House bill

No provision.

Senate amendment

Election of SECA treatment
The Senate amendment allows a one-time irrevocable election by

a church or qualifying church-controlled organization to exclude
from the FICA tax base remuneration for all services performed for
the organization, other than in an unrelated trade or business. The
employees of organizations so electing will be liable for self-employ-
ment (SECA) taxes with respect to the excluded services.

For employees of electing organizations, wages of less than $100
per calendar year are not subject to SECA taxes and the SECA tax
base is generally conformed to the applicable FICA rules.
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Electing organizations remain subject to income tax withholding
and reporting requirements with respect to all employees. Treasury
may revoke an election for continuing failure to provide required
information.

This provision is effective for services performed on or after Jan-
uary 1, 1984.

Eligibility to make election

An election is available to: (1) churches (including conventions or
associations of churches), (2) elementary or secondary schools con-
trolled, operated, or principally supported by churches (or conven-
tions or associations of churches), and (3) church-controlled tax-
exempt organizations (sec. 501(c)(3)), except any such organization
which both

(A) offers goods, services, or facilities for sale to the general
public (e.g., to persons who are not church members), other than on
an incidental basis and other than at a nominal charge, and also

(B) normally receives more than 25 percent of its support from
the sum of (a) governmental sources, and (b) receipts from admis-
sions, sales of merchandise, performance of services or furnishing
of facilities other than in unrelated trades or businesses.

To make an election, an organization must state that it is op-
posed for religious reasons to payment of social security taxes.

Procedure for making election

An election must be made prior to the first date, more than 90
days after enactment, on which the electing organization's quarter-
ly employment tax return would be due. The election would apply
to services performed on or after January 1, 1984.

Conference agreement
The conference agreement follows the Senate amendment.
The conferees agreed to the amendment in order to provide man-

datory coverage under social security for employees of churches
and at the same time allow the religious convictions of certain em-
ploying churches to be reflected in the choice not to be subject to
the employer tax. In adopting the amendment, it is not the inten-
tion of the conferees to express an opinion on the constitutionality
of the original coverage provision of the 1983 amendments.

3. Coverage of Employees Under Social Security and Federal
Retirement Systems

a. Breaks in service

Present law

The Social Security Amendments of 1983 provided social security
coverage for newly hired Federal civilian employees effective with
remuneration paid after December 31, 1983. Persons continuously
in the employ of the United States since December 31, 1983 (or
with a break in such employment of 365 days or less) will not be
covered. Legislative branch employees are covered by social securi-
ty unless they were covered by the Civil Service Retirement
System (CSRS) on December 31, 1983.
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Contrary to the intent of P.L. 98-21, there are several gaps and
anomalies under current law. First, a person in Federal employ-
ment that is already covered by social security, (mainly the armed
services, which have been covered since 1956) can retire from mili-
tary service, enter Federal civilian service, and be exempt from
social security. Conversely, a person who only technically severs
his Federal civilian employment connection in order to serve a
term of duty with an international organization would be treated
as having had a break in service upon his return to domestic serv-
ice, and would be covered under social security if such break ex-
ceeded 365 days.

House bill
In order to prevent Federal employees who had been previously

covered under social security from losing coverage as a result of a
break in service of more than 365 days, the House bill provides
that persons transferring from other government service to civilian
service will be covered under social security, unless (a) the other
service was in an international organization, or (b) the person is re-
turning to civilian service after temporary military or reserve duty
and is exercising reemployment rights under chapter 43 of title 38,
U.S.C.

Senate amendment

No provision.

Conference agreement
The conference agreement follows the House bill.

b. Legislative branch employees

Present law
Legislative branch employees who were covered by CSRS on De-

cember 31, 1983, can withdraw from CSRS after that date and not
be covered by social security of CSRS.

House bill
The House bill provides that legislative branch employees who

were covered under either CSRS or another Federal civilian retire-
ment system on December 31, 1983, but who have a break in serv-
ice of less than a year after that date, will be covered by social se-
curity on their return or transfer to legislative employment unless
they elect coverage under CSRS within 45 days. This provision will
also allow legislative branch employees who take periods of leave
without pay of less than a year to return to legislative branch em-
ployment without disturbing their participation in the Civil Service
Retirement System, as long as they reelect coverage within 45
days.

Senate amendment
The Senate amendment is similar to the House bill, except indi-

viduals who elect to receive a refund of CSRS contributions or who
have legislative branch employment which is not covered under
CSRS would lose their exemption from social security.
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Conference agreeement

The conference agreement follows the Senate amendment with a
modification.

The conference agreement provides that any legislative branch
or other Federal employee who withdraws from the civil service re-
tirement system (CSRS) after June 14, 1984 and takes a refund of
his contributions may not thereafter be exempt from social security
coverage while employed in the legislative branch. In addition, an
individual who has any legislative branch employment after June
14, 1984 which is not subject to the CSRS could not also be exempt
from social security coverage (regardless of whether he has applied
for a refund of his prior civil service retirement contributions). Em-
ployees in the legislative branch who take leaves of absence with-
out taking a refund of their CSRS contributions may (according to
the practice of the employing office) continue to be covered under
CSRS. If they are not automatically re-covered under CSRS, they
will be covered under social security unless they re-join CSRS upon
resumption of their legislative branch employment.

Under the conference agreement, the exemption for social securi-
ty coverage will also cease to be available to any individual who
took a refund of CSRS contributions based on a separation or
transfer during the period from January 1, 1984 through June 14,
1984 or who has legislative branch employment which was not cov-
ered under CSRS during that period. However, any such individual
can reestablish the exemption (provided that he was covered under
CSRS or another Federal retirement system on December 31, 1983)
if he has reentered the CSRS after the point when he last with-
drew from it and prior to the 31st day after enactment. For an in-
dividual who is not in Federal employment on the date of enact-
ment, the 30-day period will run from the date on which he again
becomes a legislative branch employee. An individual will be con-
sidered to have reentered the CSRS if he applies to do so within
the appropriate time and the coverage subsequently does become
effective.

c. Nonprofit organizations

Present law

Effective January 1, 1984, employees of all nonprofit organiza-
tions are covered by social security on a mandatory basis. Employ-
ees in certain nonprofit organizations (Legal Service Corporations,
for example) who are covered on a mandatory basis by the Civil
Service Retirement System (CSRS) will thus be covered on a man-
datory basis by social security as well. These employees are not
provided relief from double-taxation under Title II of the Federal
Physicians Comparability Allowance Amendments of 1983 (Public
Law 98-168), known as the Federal Employees' Retirement Contri-
bution Temporary Adjustment Act.

House bill

No provision.
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Senate amendment

Under the Senate amendment, employees of nonprofit organiza-
tions who are covered on a mandatory basis by CSRS would be
treated like Federal employees for purposes of social security. They
would therefore be covered by social security only if newly hired
after January 1, 1984, or if they had a break in Federal service
lasting more than 365 days. In such cases, the provisions of P.L.
98-168 would apply to them. This provision would apply to services
performed on or after January 1, 1984.

Conference agreement

The conference agreement follows the Senate amendment.

4. Increased Enforcement of Earnings Test

Present law

Social security beneficiaries are not required to file earnings re-
ports until the close of the calendar year.

House bill

The House bill requires the Secretary to implement procedures
for obtaining earnings reports earlier than under present law and
to make earlier adjustments of benefit amounts on account of
excess earnings.

Senate amendment

No provision.

Conference agreement
The conference agreement follows the House bill.

Subtitle B-Improvements in SSI and AFDC Programs

PART 1.-IMPROVEMENTS IN SSI PROGRAM

1. Increase in Dollar Limitations Under SSI Assets Test

Present law

SSI eligibility is restricted to qualified persons who have count-
able assets of less than $1,500, or less than $2,250 in the case of
married couples. (This amount has not been increased since the SSI
program began in 1974.)

In determining assets, a number of items are not included, such
as the individual's home; life insurance policies with a total face
value of $1,500 or less; and, within reasonable limits set by the Sec-
retary of Health and Human Services, household goods, personal
effects and an automobile. Regulations place a limit of $2,000 in
equity value on excluded household goods and personal effects and
exclude the first $4,500 in current market value of an auto (100
percent of the auto's value if it is used for medical treatment or
employment or has been modified for use by a handicapped
person). The dollar limits on household goods and personal effects
and the limit on the value of the automobile have been increased
by regulation once since 1974. In 1976, SSI law was changed to
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eliminate limitations on the value of a home. Assets, tools and
other property essential to self-support are also excluded.

In 1982, a provision was added to also exclude from counted re-
sources the value of burial plots. In addition, to provide SSI appli-
cants and recipients an alternative to the life insurance exclusion
previously described, the 1982 amendment allows for the exclusion
of up to $1,500 of separately identifiable funds set aside for burial
expenses.

House bill
Increase the countable assets limit by $100 a year for an individ-

ual and $150 a year for a couple, beginning in calendar year 1985,
and each year through calendar year 1989. The limit would be
$2,000 for an individual and $3,000 for a couple in 1989 and there-
after. Effective January 1, 1985.

Senate amendment

No provision.

Conference agreement
The conference agreement follows the House bill. The conferees

believe that a major purpose of allowing SSI recipients to retain a
certain amount of assets is that recipients sometimes incur major
costs of an urgent nature which cannot be met from the monthly
grant. An example would be the need to replace a furnace or other
essential appliance. The managers are concerned that an increase
in the assets limit target additional Federal costs on recipients who
already have accumulated the maximum allowable reserves
against such contingencies rather than on those who may be with-
out any resources to deal with such emergencies. The managers
direct the Secretary to examine this problem and report to the
Congress by June, 1985 with recommendations on it. If the Secre-
tary is able to recommend a more appropriate way to deal with
this problem, the managers intend that the proposed increases for
years after 1985 should be replaced by a more targeted approach.

2. Limitation on Recoupment Rate in Case of Overpayments

Present law

The Secretary is authorized to recover SSi overpayments by ad-
justing future payments or by direct recovery from the individual.
Overpayments may be waived under conditions specified in law
and regulations. When an overpayment is detected, SSA sends a
notice to the recipient. The notice contains information regarding
relief from recovery and rights of appeal. In addition it requests a
full refund, and, in those cases where the individual is still receiv-
ing benefits, it proposes full withholding of the monthly benefit.
The notice also indicates that the individual should contact SSA if
he disagrees with the proposed rate of recoupment.

House bill
In the case of overpayments, limits the amount of adjustment or

recovery in any month to the lesser of: (1) the amount of the bene-
fit for that month; or (2) an amount equal to 10% of the countable
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income (including the SSI payment) of the individual (or couple) for
that month. This limitation would not apply if there is fraud in
connection with the overpayment. Effective October 1, 1984.

Senate amendment

No provision.

Conference agreement

The conference agreement follows the House bill with an amend-
ment which allows the recipient to request a different rate at
which income may be withheld or recovered. The managers intend
that the notice sent to claimants shall clearly indicate that a 10
percent rate of withholding is the norm and that the beneficiary
may agree to a faster rate of repayment, but the managers direct
that such information not be presented in a manner which would
lead recipients to believe that faster repayment is expected or re-
quired.

To make clear that the 10 percent applies to the total Federally
administered benefit rate, the conference agreement specifically
states that State supplementary benefits are included. It is not in-
tended that this reference should give rise to any inference as to
whether or not such supplementary payments are intended to be
included when the term "benefits under this title" is used else-
where in the law.

3. Limit on Recovery of Overpayments When Recipient Has
Excess Assets

Present law

If, in any month, a recipient's assets exceed the asset limit (cur-
rently $1,500 for an individual and $2,250 for a couple) the individ-
ual is ineligible for benefits in that month and the entire amount
of the benefit paid for that month is considered an overpayment
subject to recovery. These overpayments are subject to waiver.

House bill

Limits the amount that may be considered an overpayment (and
therefore subject to recovery) in the case of recipients whose assets
had exceeded the dollar asset limitations to the lesser of: (1) the
amount of the benefit paid; or (2) the greatest amount by which the
total value of the assets exceeded the dollar asset limitation for a
period of one or more consecutive months during such period. Ef-
fective October 1, 1984.

Senate amendment.

No provision.

Conference agreement

The conference agreement follows the House bill with the follow-
ing modification: instead of the provision in the House bill, in any
case where there is an overpayment based on an excess of assets of
$50 or less, the recipient would be deemed to be without fault for
purposes of waiving the overpayment unless the Secretary finds



1390

that the failure to report the excess was knowing and willful on
the part of the recipient.

The managers intend that, in cases where an individual is found
for the first time to have minimal excess assets of $50 or less, the
provision will ordinarily require a waiver of the resultant overpay-
ment just as if the Department had found that the existing law re-
quirements for waiver were fully met. The only exceptions antici-
pated would be cases where there is blatant evidence that the re-
cipient was fully aware of the requirements of the law and of the
existence of the excess assets and chose to conceal them. The man-
agers further intend that where waiver is required under this pro-
vision, the Department will undertake to provide adequate instruc-
tion and monitoring to minimize the likelihood that an inadvertent
overpayment would again occur. The managers recognize that
there can be cases where larger amounts of excess assets can exist
in circumstances where it would be inappropriate to require full re-
payment of SSI benefits. However, the managers believe that such
situations should be adequately provided for by an existing statuto-
ry provision which directs the Secretary to avoid penalizing indi-
viduals who are without fault. The Secretary is directed to review
the regulations and procedures implementing this statutory provi-
sion and to make any necessary changes to assure that a realistic
assessment of the culpability of individuals is made.

4. Exclusion of Retroactive Payments From Resources

Present law

For purposes of determining SSI eligibility and benefit amounts,
a retroactive SSI check is not counted as income to the recipient.
By regulation, SSA has provided that a retroactive SSI check is not
counted as a resource for three months beyond the month in which
it is received. A title II retroactive check is considered to be un-
earned income in determining the applicable monthly benefit
amount, and is considered a resource if it is retained in months
thereafter.

House bill

Provides that SSI and title II retroactive benefit payments may
not be considered as a resource for a period of 12 months from the
date the payment is received. Effective October 1, 1984.

Senate amendment

No provision.

Conference agreement

The conference agreement follows the House bill with an amend-
ment limiting the exclusion to six months after the month in
which the SSI or title II retroactive benefit is received.
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5. Adjustments in SSI and OASDI Benefits on Account of
Retroactive Benefit Payments

Present law

The SSI statute contains provisions aimed at ensuring that an in-
dividual's entitlement under the Old-Age, Survivors, and Disability
Insurance (OASDI) and Supplemental Security Income (SSI) pro-
grams do not result in windfall benefits. Under present law,
OASDI benefits that are paid retroactively following the initial de-
termination of eligibility are reduced by the amount of any excess
SSI benefits that have been paid because the OASDI benefits have
been received in a lump sum rather than in the months when regu-
larly payable.

House bill

No provision.

Senate amendment

Amends the present law requirement to allow the adjustment of
benefits in additional situations:

(1) in the case where retroactive OASDI benefits are paid before
the SSI benefits, but for the same period, the retroactive SSI
amount otherwise payable would be reduced by the amount that
would not have been paid had OASDI been paid when regularly
due;

(2) the provision would allow for an adjustment of SSI and
OASDI benefits which result from either an initial determination
of eligibility or a resumption of payments following a period of sus-
pension or termination of those benefits. In cases where retroactive
OASDI benefits result from post-eligibility events, such as earnings
recomputations, the Secretary would be authorized to adjust those
benefits when it is administratively feasible; and

(3) present law would be amended to coordinate the benefit ad-
justment provision with the SSI retrospective accounting system.
Under present law, it is possible that the two-month lag in count-
ing OASDI income for purposes of determining the SSI benefit
amount can result in adjustment for less than the full retroactive
period. The proposed change would make it possible to adjust bene-
fits paid for the entire retroactive period. The provision would
apply to retroactive benefits (either OASDI or SSI) payable begin-
ning 7 months after enactment.

Conference agreement

The conference agreement follows the Senate amendment.

6. Exclusion From Income of Alaska Bonus Payment

Present law

An amendment to the SSI statute in 1975 provided for the exclu-
sion from countable income of the Alaska "longevity bonus." This
exclusion is defined in the SSI law as a monthly payment made by
a State under a program established prior to July 1, 1973, if eligi-
bility for the payment is not based on need and is based solely on
attainment of age 65 and duration of residence in the State. As the
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result of an Alaska State Supreme Court decision, Alaska enacted
a revision that reduces the residency requirement from 25 years to
one year.

The bonus payment is presently $250 monthly per person.

House bill

No provision.

Senate amendment
The conference agreement provides for the continual exclusion

from countable income of Alaska's longevity bonuses, even though
a change was made in the bonus program to conform it with the
Supreme Court decision which may disqualify the program as not
having been established before July 1, 1973. Effective on enact-
ment.

Conference agreement
The conference agreement follows the Senate amendment with

the modification that continued disregard of the Alaska bonus
would apply only to those individuals who, prior to October 1, 1985,
meet the 25-year residency requirement of eligibility for the Alaska
bonus as it was in effect prior to the recent amendments mandated
by the courts. This will avoid an abrupt cut-off for those individ-
uals who have been receiving this disregard for many years or who
had, for many years, reason to expect that the disregard would be
available.

PART 2.-IMPROVEMENTS IN AID TO FAMILIES WITH
DEPENDENT CHILDREN (AFDC) PROGRAM

1. Gross Income Limitation

Present law
Eligibility for AFDC is limited to families with gross incomes

(income before application of any disregards) at or below 150 per-
cent of the State's standard of need.

House bill
Sets a new gross income limit of 130% of poverty, updated annu-

ally. Effective October 1, 1984.

Senate amendment

No provision.

Conference agreement
The conference agreement follows the House bill with the follow-

ing modification: the gross income limitation is increased to 185
percent of the State standard of need.

2. Work Expense Deduction

Present law

States are required to disregard to first $75 of monthly earnings
for full-time employment (in lieu of itemized work expenses). A



1393

lower work expense deduction must be established for part-time
workers.

House bill

States would be required to disregard the first $75 of monthly
earnings for full- and part-time employment. Effective October 1,
1984.

Senate amendment

No provision.

Conference agreement

The conference agreement follows the House bill.

3. Continuation of $30 Disregard From Earned Income

Present law

States are required to disregard the following amount of a recipi-
ent's monthly earnings, in the following order: (1) the first $75 (less
for part-time work); (2) child care costs up to $160 per child; and (3)
plus one-third of earnings not previously disregarded. The $30 plus
one-third disregard is allowed only during the first 4 consecutive
months in which a recipient has earnings in excess of the standard
work expense ($75) and child care disregards.

House bill

Requires the application of the $30 disregard to earnings in
months after the first four months in which the $30 plus one-third
disregarded is applied. The one-third disregard would continue to
be limited to four months. Effective October 1, 1984.

Senate amendment

No provision.

Conference agreement

The-conference agreement follows the House bill with the follow-
ing modification: the $30 disregard would be limited to 12 months.
The one-third disregard would continue to be limited to 4 months.

4. Work Transition Allowance

Present law

In determining benefits for AFDC recipients, States must disre-
gard $30 plus one-third of monthly earnings, after also disregard-
ing specified amounts for work expenses and child care. The $30
plus one-third desregard may be applied only for four months.

If a family loses eligibility for AFDC because of the four-month
limit on the $30 plus one-third disregard, it also simultaneously
loses categorical eligibility for medicaid. Categorical medicaid eligi-
bility is retained after the loss of AFDC eligibility only in the case
of families whose earnings increase to the point that they would be
ineligible even if the $30 plus one-third disregard were applied.
These families are eligible for medicaid for four additional months.
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House bill

Establishes an AFDC "work transition allowance" payable to re-
cipients who lose AFDC benefits because they are no longer eligible
for the $30 plus one-third disregard of earnings. The allowance is
equal to $10 a month for a period of nine months after the family
loses AFDC. States may continue the allowance for an additional
six months in the case of a family that would be eligible for AFDC
if the $30 plus one-third disregard were applied. The allowances
are eligible for Federal matching on the same basis as regular
AFDC benefits, and recipients of the allowances are considered re-
cipients of AFDC for all purposes of the Social Security Act, includ-
ing medicaid.

Families eligible for the allowance include those who lose eligi-
bility for regular AFDC benefits in the months following enact-
ment, as well as those who have previously been terminated from
the AFDC rolls because of the loss of the $30 plus one-third disre-
gard. Previously terminated families would be limited to those who
would otherwise have been eligible for AFDC if the $30 plus one-
third disregard had been applied, and who make application for the
allowance by October 1, 1985. Effective October 1, 1984.

Senate amendment

No provision.

Conference agreement

The conference agreement follows the House bill with the follow-
ing modifications: (1) the $10 monthly AFDC check is eliminated;
and (2) families who have been previously terminated from AFDC
due to the loss of the $30 plus one-third disregard are eligible for
the work transition status and Medicaid but must disclose any pri-
vate health insurance coverage at the time of application, apply
within six months from the date regulations become final, and
must have been continuously eligible for AFDC if the $30 and one-
third disregard were applied. The work transition provision re-
quires States to provide 9 months of Medicaid coverage to families
who lose eligibility for AFDC due to the termination of the one-
third disregard. States have the option of extending this coverage
for an additional 6 months in the case of a family that would be
eligible for AFDC if the $30 plus one-third disregard were applied.

5. Clarification of Earned Income Provisions

Present law

The AFDC statute was amended in 1981 to change the way in
which earned income is counted for purposes of determining eligi-
bility and benefit amounts. As amended by Public Law 97-35, the
law currently requires the States to disregard the following
amounts of a family's earned income-

Eligibility Determination: (1) the first $75 of monthly earnings
for full-time employment; and (2) the cost of care for a child (or in-
capacitated adult), up to $160 per child per month.
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Benefit Calculation: (1) the first $75 of monthly earnings for full-
time employment; (2) child care cost up to $160 per child per
month; and (3) one-third of earnings not previously disregarded.

The $30 plus one-third disregard is allowed only during the first
4 consecutive months in which a recipient has earnings in excess of
standard work expense and child care disregards.

Courts in several States have been asked to interpret whether
the term "earned income" refers to the gross amount earned by an
individual before deductions are taken (for income taxes, insur-
ance, FICA, support payments, or other items, regardless of wheth-
er the deduction is voluntary or involuntary), or whether the term
refers to net earnings, after such deductions are taken. Regulations
issued by the Department of Health and Human Services require
that the term be interpreted as referring to gross earnings. The 3rd
and 4th Circuit Courts of Appeal have ruled in the Department's
favor. However, the 9th Circuit Court of Appeals has ruled that the
term must be interpreted as referring to net earnings. The Su-
preme Court recently agreed to hear the case.

House bill

Amends the AFDC statute to make clear that the term "earned
income" means the gross amount of earnings, prior to the taking of
payroll or other deductions. Effective on enactment.

Senate amendment
Same provision with technical differences.

Conference agreement
The conference agreement follows the Senate amendment.

6. Exclusion of Burial Plots, Funeral Agreements, and Certain
Property From Resources Test

Present law

There is no exclusion in the AFDC resource test for burial plots
or funeral agreements. Real property is considered as a resource
available to the family both when actually available and when the
applicant or recipient has a legal interest in a liquidated sum and
has the legal ability to make the sum available for support and
maintenance.

House bill
Exempt from the AFDC resource limitation, one burial plot per

family member, funeral agreements, and real property which the
household is making a good faith effort to sell at a reasonable price
and which has not been sold. Effective October 1, 1984.

Senate amendment

No provision.

Conference agreement

The conference agreement follows the House bill with a modifica-
tion establishing an AFDC policy on real property that is similar to
SSI policy. The managers intend that by regulation, real property
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which the family is making a good faith effort to sell would be
exempt for six months (with State option for an additional 3
months) but only if the family agrees to use the proceeds from the
sale to repay the AFDC paid. Any remaining proceeds would be
considered a resource.

7. Federal Matching for CWEP Expenses

Present law
The AFDC statute permits States to operate community work ex-

perience programs (CWEP) in which AFDC recipients perform com-
munity work as a condition of eligibility. Persons who are required
to register for the work incentive (WIN) program would also gener-
ally be required to participate in community work experience pro-
grams.

States must provide reimbursement to a CWEP participant for
transportation and other costs that the State determines are neces-
sary and due to participation in CWEP. For purposes of Federal
matching, this amount is limited to $25 a month.

House bill
Requires States to reimburse an AFDC recipient for costs in-

curred by him where the State is unable to provide directly any
necessary transportation and day care services. (Day care costs
may be reimbursed up to a limit of $160 per month per child.)
These expenditures are eligible for Federal matching as adminis-
trative costs. Effective October 1, 1984.

Senate amendment

No provision.

Conference agreement
The conference agreement follows the House bill but limits reim-

bursement of day care expenses to those determined by the State
agency to be reasonable, necessary and cost effective. In no case
could the reimbursement exceed $160 per month per child.

8. Retrospective Budgeting and Monthly Reporting Made Optional

Present law
States are required to determine monthly benefits retrospective-

ly, on the basis of the actual income of the previous month. Eligi-
bility is determined prospectively, on the basis of the current
month's circumstances. States must require each family to report
monthly on income, family composition, etc. The Secretary may
waive the monthly reporting requirement for specified classes of re-
cipients, upon a showing by the State that the administrative cost
of monthly reporting for such recipients is not worthwhile. Retro-
spective budgeting may not be waived.

House bill
Allows rather than requires the States to use a retrospective

budgeting and monthly reporting system. Provides Federal match-
ing for State supplements paid under a retrospective budgeting and
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monthly reporting system, if the State elects to pay such supple-
ments when the system cannot respond promptly to changes in im-
mediate needs. Permits the Secretary to grant waivers to promote
compatibility between the AFDC and food stamp monthly reporting
and retrospective budgeting systems if a State chooses to operate
such a system in AFDC. Prohibits the imposition of any penalty on
a State for past failure to comply with the retrospective budgeting
and monthly reporting system. Effective October 1, 1984.

Senate amendment
No provision.

Conference agreement
The conference agreement follows the House bill with the follow-

ing modifications: (1) retrospective budgeting is mandatory for
cases filing a monthly report; (2) monthly reporting is used only
where cost effective, but is generally required for cases with a
recent work history and earned income; (3) the Secretary of Health
and Human Services is authorized to grant waivers to promote
compatibility between the AFDC and food stamp monthly reporting
and retrospective budgeting systems (approved waivers should
result in no net cost to the Federal government); and (4) the provi-
sion authorizing Federal matching for State supplements paid
under a retrospective budgeting and monthly reporting system is
deleted.

9. Treatment of Earned Income Tax Credit

Present law
Present law provides an earned income tax credit (EITC) for the

working poor. Eligible employees may elect to receive their EITC
in the form of advance payments added to their paychecks, or may
apply for a refund at the end of the year.

In determining earned income for AFDC, the State must assume
that an individual is receiving on an advance monthly basis the
EITC payment that he or she is eligible to receive, regardless of
whether the person has applied for or received the advance pay-
ment, if it is determined that the individual will be eligible for the
EITC in the tax year.

House bill
Requires States to disregard the earned income tax credit (EITC)

from countable income in determining AFDC eligibility and benefit
amounts. Effective October 1, 1984.

Senate amendment
No provision.

Conference agreement
The conference agreement follows the House bill modified to re-

quire that the earned income tax credit is counted only when actu-
ally received.
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10. Demonstration Projects Testing One-Stop Service Delivery
Systems

Present law

No provision.

House bill
Authorizes the appropriation of $8 million to the Secretary of

HHS to make grants to assist in the development and operation of
pilot projects to demonstrate ways of improving service delivery
under various human service programs.

From 3 to 5 Federally assisted demonstration projects (including
not more than one statewide project) designed to test the effective-
ness and efficiency of integrating the delivery of human services
would be established. Periodic reports from the Secretary of HHS
as to the progress of selected projects and an independent study of
all projects at the end of the 3 year period would be required. The
Secretary of HHS would be prohibited-from conducting or approv-
ing any project that would lower or further restrict the benefit
levels or income or resource standards deductions or exclusions
provided under any of the programs, or that would delay benefits.
Effective October 1, 1984

Senate amendment
No provision.

Conference agreement
The conference agreement follows the House bill. These demon-

stration projects are not intended to permit participating States to
assume Social Security Administration responsibilities for accept-
ing applications, making eligibility determinations, or paying bene-
fits under the SSI program. However, State SSI activities could in-
clude providing outreach and referrals, coordinating services, and
other ancillary services that are not directly part of the SSI claims
taking and adjudication process.

11. Demonstration Projects Testing Common AFDC, Medicaid and
Food Stamp Rules

Present law

No provision.

House bill
Allows up to five States to establish demonstration projects

where AFDC definitions and budgeting procedures are conformed
with the Medicaid or Food Stamp programs, or both. The Secretary
would be prohibited from conducting or approving any project that
would lower or further restrict the benefit levels or income or re-
source standards, deductions or exclusions provided under any of
the programs, or that would delay the provision of benefits. A
project may last up to five years. Effective October 1, 1984.

Senate amendment

No provision.
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Conference agreement

The conference agreement follows the Senate amendment.

12. Exempt Pregnant Women From Work Requirements

Present law

All applicants and recipients of AFDC must register for employ-
ment and training unless they are: children under age 16 or in
school full time; ill, incapacitated, or elderly; too far from a project
to participate; or needed at home to care for a person who is ill; a
caretaker relative providing care on a substantially full-time basis
for a child under age 6; employed at least 30 hours a week; or the
parent of a child if the other parent is required to register. There is
no special exemption from the requirement for pregnancy.

House bill

Adds to those who are exempted from the work registration re-
quirement any individual who is the third trimester of pregnancy.
Effective October 1, 1984.

Senate amendment

No provision.

Conference agreement

The conference agreement follows the House bill.

13. Treatment of Child Support Payments for CWEP
Participation

Present law

Participants in CWEP may not be required to work in excess of
the number of hours which, when multiplied by the greater of the
Federal or the applicable State minimum wage, equals the amount
of aid payable to the family.

House bill

Excludes that portion of the AFDC payment which is offset by
child support collections when computing the maximum number of
hours an AFDC recipient may be required to participate in CWEP.
Effective October 1, 1984.

Senate amendment

No provision.

Conference agreement

The conference agreement follows the Senate amendment.

14. Recalculate Lump-Sum Income in Certain Circumstances

Present law

Lump-sum income received in a month is considered available as

income in the month it is received and also in future months. Thus,
if such income exceeds the standard of need in the month of re-

ceipt, the family is ineligible in that month. In addition, any
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amount of the income that exceeds the initial month's need stand-
ard is divided by the monthly need standard, and the family is in-
eligible for aid for the number of months resulting from that calcu-
lation. The ineligibility period may be changed only if a life threat-
ening circumstance occurs.

House bill

Allows States to recalculate the period of ineligibility when: (1)
circumstances change in ways that increase a family's financial
need; and (2) such recalculation would promote the purposes of the
AFDC program. Effective October 1, 1984.

Senate amendment
No provision.

Conference agreement
The conference agreement follows the House bill with a modifica-

tion limiting the recalculation to one or more of the following: (1)
an event occurs which, had the family been receiving aid under the
State plan, would have changed the amount of aid payable; or (2)
the income received has become unavailable to the family for rea-
sons beyond their control; or (3) the family incurs, becomes respon-
sible for and pays medical expenses (as allowed by the State) which
offset the lump-sum income. The agreement also clarifies that the
lump-sum provision applies to earned and unearned income.

15. Waiver of Overpayments When Cost of Collection Would
Exceed Amount Due

Present Law

States are required to correct overpayments and underpayments.
Recovery of overpayments is made from current assistance pay-
ments, available income and resources, and, for an individual who
no longer receives assistance, through the legal process. In any
month when overpayments are being recovered, the AFDC pay-
ment, together with the recipient's liquid resources and all income,
(without the application of earned income disregards), must equal
at least 90 percent of the payment a family without other income
would receive.

House bill
Allows States not to recover an overpayment when as deter-

mined by the State agency under regulations prescribed by the Sec-
retary, it can be reasonably assumed that the cost to collect the
overpayment will exceed the amount owed. Effective October 1,
1984.

Senate amendment

No provision.

Conference agreement
The conference agreement follows the House bill but permits the

HHS Secretary to establish limits on the amount of an overpay-
ment that can be waived. It is the understanding of the managers
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that these regulations will allow States automatically to waive re-
coupment of overpayments of less than $35. States would continue
to be required to attempt to recover all other overpayments but
could subsequently elect not to pursue the overpayment if the cost
to collect it would exceed the amount owed.

16. Limit on Recovery of Overpayments When AFDC Recipient
Has Excess Assets

Present law

If, in any month, a recipient's assets exceed the asset limits (cur-
rently up to $1,000), the individual is ineligible for benefits in that
month and the entire amount of the benefit paid for that month is
subject to recovery.

House bill

Limits the amount of the overpayment which may be recovered
in the case of AFDC recipients whose assets exceed limitations to
the lesser of: (1) the amount of the benefit paid; or (2) the greatest
amount by which the total value of the assets exceeded the dollar
asset limitation during the applicable period. Effective October 1,
1984.

Senate amendment

No provision

Conference agreement

The conference agreement follows the Senate amendment.

17. Protective Payments

Present law

States are required to make protective payments, instead of
direct cash payments, on behalf of AFDC recipients under certain
specified circumstances. Protective payments must be made when
there is failure to cooperate in the work incentive (WIN) program
or the community work experience program (CWEP) and if a
parent fails to assign child support rights or refuses to cooperate
with child support enforcement efforts. In these cases, the parent
becomes ineligible for AFDC.

House bill

Allows, rather than requires, States to make protective payments
in the following circumstances: when an individual is not in com-
pliance with WIN or CWEP requirements, and when the parent is
not in compliance with certain child support requirements. The
parent would continue to be ineligible for AFDC but could receive
the child's payment. Effective October 1, 1984.

Senate amendment

No provision.
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Conference agreement

The conference agreement follows the House bill and clarifies
that States are permitted to make payments to a parent who fails
to comply with the above mentioned procedural requirements but
only if, after all reasonable efforts have been made, the State is
unable to identify a suitable protective payee, and prolonging the
search may prove detrimental to the well-being of the child. The
amendment does not change the requirement that individuals who
do not meet the procedural requirements are subject to the penalty
of being removed from the grant. However, there are circum-
stances in which welfare agencies, after making all reasonable ef-
forts, have been unable to find responsible protective payees to act
on behalf of the AFDC unit and receive the AFDC check.

18. Suspension of Error Rate Sanctions

Present law
Prior to TEFRA (P.L. 97-248), States were required to reduce

their AFDC payment error rates from fiscal year 1980 levels, to 4
percent by September 30, 1982. Regulations require the States to
achieve one-third progress toward this 4-percent payment error
rate goal in fiscal year 1981 and two-thirds progress in fiscal year
1982. The 4-percent goal is the standard for fiscal year 1983. An
amendment in TEFRA reduced the 4-percent error rate tolerance
level to 3 percent, beginning with fiscal year 1984. States may be
sanctioned by being required to repay the Federal Government the
Federal cost of improperly paid benefits that exceed these goals.
The Secretary may waive sanctions where he determines that a
State is unable to reach the required reduction in a given year de-
spite a good faith effort.

Twenty-eight States failed to meet their AFDC target error rates
for the fiscal year 1981 quality control review period and have been
notified that they are subject to sanctions totaling $73.6 million
unless the Secretary grants a waiver. Sanctions for fiscal year 1981.
1982, and 1983 are estimated by CBO to total $174 million.

House bill
,Provides that prior to October 1, 1985 no action shall be taken to

enforce or collect any quality control penalties that may be im-
posed on a State because of improperly paid benefits, as deter-
mined by quality control reviews. This does not absolve States of
the obligation. Effective October 1, 1984.

Senate amendment

No provision.
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Conference agreement
The conference agreement follows the Senate amendment.

19. Eligibility Requirements for Aliens

Present law

For purposes of eligibility for benefits, legally admitted aliens
who apply for benefits after September 30, 1981 are deemed to
have the income and resources of their immigration sponsors avail-
able for their support for a period of 3 years after their entry into
the United States. The provision does not apply to sponsors of
aliens who are agencies or organizations, it applies only to individ-
uals. It also does not apply to certain categories of aliens, including
refugees.

House bill

Makes ineligible for benefits an alien with respect to whom an
agency or organization has executed an affidavit of support as a
sponsor for the alien's entry into the United States, unless the
State agency determines that the sponsoring agency or organiza-
tion is no longer in existence, or that it does not have the financial
ability to meet the alien's needs. The determination would be made
by the State agency based upon such criteria as it may specify and
upon such documentary evidence as it may require. The same cate-
gories of aliens are excluded as provided in present law. Effective
October 1, 1984.

Senate amendment

No provision.

Conference agreement

The conference agreement follows the House bill.

20. Information With Respect to Fugitive Felons

Present law

States may disclose information concerning ADFC applicants and
recipients only for purposes connected with: (1) the administration
of the child welfare, WIN, child support, SSI, Medicaid, or title XX
social services programs; (2) any investigation, prosecution, or
criminal or civil proceedings related to the administration of the
program; (3) the administration of any other Federally-assisted pro-
gram which provides assistance or services based on need; or (4)
any audit or similar activity conducted in connection with the ad-
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ministration of any such plan or program by an authorized govern-
mental entity.

House bill
Allows the disclosure to law enforcement officers of the name

and current address of any AFDE recipients who are fugitive felons
if the agency is given the recipient's social security number and
satisfactorily demonstrates that the recipient is a fugitive felon. Ef-
fective October 1, 1984.

Senate amendment

No provision.

Conference agreement
The conference agreement follows the House bill.

21. Payment Schedule for Reimbursement of Back Claims Due to
the States

Present law
Two laws have recently been enacted with respect to Federal re-

imbursement for prior-year expenditures under the AFDC, Medic-
aid and title XX programs.

P.L. 96-272 provided that a claim for a pre-fiscal year 1980 ex-
penditure may not be paid unless it was filed prior to January 1,
1981. (However, the Act also provided that payment may not be
denied with respect to any expenditure involving court-ordered ret-
roactive payments or audit exceptions, or adjustments to prior year
costs, whenever filed.)

P.L. 97-276, the 1983 continuing resolution, provided that, not-
withstanding P.L. 96--272 or a specified U.S. Circuit Court of Ap-
peals decision, no payment could be made prior to fiscal year 1984
for pre-fiscal year 1979 expenditures unless the claim was filed
within one year after the fiscal year in which the expenditure oc-
curred. Beginning in fiscal year 1984, any payment required to be
reimbursed by a court decision in any case filed prior to September
10, 1982, must be made in accordance with a schedule to be estab-
lished under the Social Security Act.

There is disagreement as to whether the 1983 continuing resolu-
tion had the effect of permanently overriding the provision in P.L.
96-272 that requires reimbursement for any adjustments to prior
year costs (and other specified payments), regardless of when they
are filed, thereby extinguishing all claims for reimbursement for
pre-fiscal year 1979 expenditures unless they were filed within one
year after the fiscal year in which they occurred, or were asserted
in a case filed prior to September 30, 1982.

House bill
Establishes the payment schedule called for in P.L. 97-276 with

respect to court-ordered reimbursements as follows: for expendi-
tures identified in the U.S. District Court decision State of Con-
necticut v. Heckler and allowed by the Department of HHS prior to
enactment of this bill, payment must be made within 30 days after
enactment. For other pre-fiscal year 1979 expenditures identified in



1405

that or any other decree in a suit filed prior to September 30, 1982,
payment must be made as soon as the expenditure is determined
by the Department to be an allowable claim. Effective on enact-
ment.

Senate amendment

Identical provision. Also prohibits reimbursement for pre-fiscal
year 1979 claims, whether asserted as an adjustment to prior years
costs or otherwise, if not filed by May 15, 1981 (unless they are
identified in the above specified court decrees). Effective on enact-
ment.

Conference agreement

The conference agreement follows the House bill.

22. Grant Diversion Program

Present law
AFDC applicants and recipients are required to register for work

or training under the work incentive (WIN) program unless they
are specifically exempt. States have the option of operating a WIN
demonstration program (in lieu of the regular WIN program)
which gives them greater flexibility in designing their work and
training activities. In addition, they may operate community work
experience, employment search, and work supplementation pro-
grams. Under a work supplementation program, States may reduce
the need standard and/or revise the earned income disregards and
use these funds to subsidize jobs for AFDC recipients. The statute
limits Federal funding for an AFDC program which includes a
work supplementation component and limits the subsidized jobs to
those in public or nonprofit organizations.

There is no specific authority to operate grant diversion pro-
grams (in which all or part of the AFDC grant is used to supple-
ment wages for jobs provided by public or private employers).
These may be operated only under waivers granted by the Secre-
tary.

House bill
Allows States to operate a grant diversion program in all or part

of the State. States must enter into contracts with public or private
employers in the State under which the employers will provide em-
ployment (in the form of on-the-job training or otherwise) for eligi-
ble individuals for up to nine months. The payment to each em-
ployer with respect to each individual who is employed must be the
lesser of: (1) the maximum amount that could have been paid di-
rectly to the individual or his family at the time of initial place-
ment on the job, if the individual or family had no income; or (2) 50
percent of the wages paid to the individual for his employment
under the program. States are given discretion to determine which
employers and job positions are to be included in the program.

To be eligible for the program an individual must be eligible to
recieve AFDC at the time of initial placement in a job under the
program. Individuals employed in the program must be a given em-
ployee status. Wages paid under the program are considered
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earned income for purposes of any provision of law. For those indi-
viduals whose wages otherwise do not make them ineligible for
benefits, States are allowed to apply the $30 plus one-third disre-
gard provision to earnings for the duration of the individual's par-
ticipation in the program. States would not be subject to the fund-
ing limitations that apply to a work supplementation program.

Participants in the program (and their households) are eligible
for Medicaid. Effective October 1, 1984.

Senate amendment

No provision.

Conference agreement

The conference agreement follows the House bill with modifica-
tions. To allow States to operate grant diversion programs, the cur-
rent work supplementation program would be modified in the fol-
lowing manner: (1) private employers could be used; (2) States
would be permitted but not required to offer a $30 plus 1/3 earned
income disregard for up to 9 months for participants; (3) federal
funding would be limited to the aggregate of 9 months worth of un-
reduced welfare grants for each participant in the work supple-
mentation program (or less if the person participates for less than
9 months); and (4) a State would be permitted to develop its own
method by which AFDC grants are diverted to wages under the
grant diversion program and would not be limited to the methods
allowed under Section 414(b) (for example, States may choose to
divert a grant on an individual case basis or pool the grants of
AFDC recipients actually participating in the grant diversion pro-
gram).
23. Premanent Extension of Provisions for Disregarding In-Kind

Assistance

Present law

SSI
In determining income, the law provides for excluding any sup-

port or maintenance assistance furnished to or on behalf of an indi-
vidual which (as determined under regulations of the Secretary by
such State agency as the chief executive officer of the State may
designate) is based on need for such support or maintenance, in-
cluding assistance received to assist in meeting the costs of home
energy (both heating and cooling), and which is: (a) assistance fur-
nished in-kind by a private nonprofit agency; or (b) assistance fur-
nished by a supplier of home heating oil or gas, or by an entity pro-
viding home energy.

AFDC
The same income exclusions may be applied to the AFDC pro-

gram at the option of the State.
These are temporary provisions of law.
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House bill
Repeals the time limitations on these provisions and makes them

a permanent part of the law. Effective October 1, 1984.

Senate amendment

No provision.

Conference agreement

The conference agreement follows the House bill but would
extend the provisions until October 1, 1987.

24. Parents and Siblings of Dependent Child Included in Filing
Unit

Present law
There is no requirement in present law that parents and all sib-

lings be included in the AFDC filing unit. Families applying for as-
sistance may exclude from the filing unit certain family members
who have income which might reduce the family benefit. In addi-
tion, a mother who is a minor may be excluded if she is supported
by her parents. However, if she has no income of her own which
may be attributed to her child, the child may qualify for assistance
as a one-person unit. The income of the minor parent's parents is
not considered in determining the eligibility of the child.

House bill

No provision.

Senate amendment
Requires States to include in the filing unit the parents and all

minor siblings living with a dependent child who applies for or re-
ceives AFDC. SSI recipients and stepbrothers and stepsisters are
excluded from this requirement. In addition, if a minor who is
living in the same home as his parents applies for aid as the parent
of a needy child, the income of the minor's parents would be count-
ed as available to the filing unit. The rules that would be used in
determining the amount of available income would be the same as
are currently used in counting the income of stepparents. Effective
April 1, 1984.

Conference agreement

The conference agreement follows the Senate amendment with
the following modification: amonthly disregard of $50 of child sup-
port received by a family is established. The disregard is applied at
eligibility determination and benefit calculation. The provision is
effective October 1, 1984.

25. Households Headed by Minor Parents

Present law

A minor parent who has a child, and who leaves home, may
apply for AFDC as a separate family unit. The income of the par-
ents of the minor parent is not presumed to be available to the
minor parent, because they are not sharing the household.
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House bill
No provision.

Senate amendment
In the case of a minor parent who is not and has never been

married, AFDC may be provided only if the minor parent resides
with her parent or legal guardian, unless the State agency deter-
mines that: (1) the minor parent has no parent or legal guardian
who is living and whose whereabouts are known; (2) the health and
safety of the minor parent or the dependent child would be serious-
ly jeopardized if she lived in the same residence with the parent or
legal guardian; or (3) the minor parent has lived apart from the
parent or legal guardian for a period of at least one year prior to
the birth of the child, or before claiming aid, whichever is later.

The State agency would be given authority to make payments to
a protective payee with respect to a minor parent affected by the
provision, until the individual is no longer considered a minor by
the State. Effective April 1, 1984.

Conference agreement
The conference agreement follows the House bill.

26. CWEP Work for Federal Agencies

Present law
States are authorized to conduct community work experience

programs (CWEP). Employable recipients may be required to par-
ticipate in these programs as a condition of eligibility for AFDC.

House bill

No provision.

Senate amendment
Amends the AFDC statute to make clear that participation in a

CWEP program may include work performed for a Federal office or
agency. Such work would not be considered to constitute Federal
employment, and the State agency would be required to provide ap-
propriate workers' compensation and tort claims protection to each
participant. Effective on enactment.

Conference agreement
The conference agreement follows the Senate amendment with

the following modification: worker's compensation is optional as
under the current CWEP law. The agreement makes no change in
existing State worker's compensation laws.

27. Earned Income of Full-Time Students

Present law
The AFDC statute provides that eligibility for benefits is limited

to families with gross incomes (income before application of any
disregards) at or below 150 percent of the State's standard of need.
A provision was included in Public Law 97-377, the Job Training
Partnership Act, which amended the gross income limitation to
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allow States to disregard the income of an AFDC youth which is
derived from a program carried out under that Act, in such
amounts and for such period of time (not to exceed six months with
respect to earned income) as the Secretary of Health and Human
Services may provide in regulations. The earnings of children in
school who are not in a JTPA program are counted toward the 150
percent limit.

House bill

No provision.

Senate amendment

For purposes of applying the gross income limitation, States
would be allowed to disregard the income of an AFDC child who is
a full-time student, under the same limitation with respect to
amounts and periods of time as are applied in the case of youths
who participate in a program under the Job Training Partnership
Act. Effective on enactment.

Conference agreement

The conference agreement follows the Senate amendment but es-
tablishes June 1, 1984 as the effective date for the provision.

28. Regulatory Initiative on Medical Support

Present law
The Child Support Enforcement (CSE) program is a Federal-State

partnership under which States are required to have a program
which locates absent parents, establishes paternity and obtains and
enforces support orders. There is no provision in the child support
statute that requires State agencies to undertake efforts to include
medial support as part of any child support order.

House bill

No provision.

Senate amendment

Requires the Secretary of HHS to issue regulations which would
require State CSE agencies to petition to court to include medical
support as part of the child support order whenever health care
coverage is available to the absent parent at a reasonable cost. In
addition, the regulation would provide for improved information
exchange between the CSE and medicaid agencies on the availabil-
ity of health insurance coverage. Effective on enactment.

Conference agreement

The conference agreement follows the House bill.
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Subtitle C-Implementation of Grace Commission
Recommendations

1. Income and Eligibility Verification Procedures

Present law
Under present law, IRS wage information furnished by employ-

ers to IRS is available to state welfare agencies for use in their
AFDC and food stamp programs, and to the Social Security Admin-
istration for administering the SSI program. However, IRS un-
earned income information (field by a financial institution or cor-
poration with respect to payments to individuals in the form of in-
terest, dividends, etc.) is not available to Federal and State agen-
cies for use in the administration of these programs. Quarterly
wage information from the unemployment compensation program
is available to State welfare agencies in most States.

House bill
The House bill authorizes the IRS to disclose return information

with respect to unearned income to Federal, State, or local agen-
cies administering AFDC, SSI, Medicaid, food stamps, and the cash
assistance programs administered in Puerto Rico, Guam, and the
Virgin Islands. Current law restrictions on unauthorized disclosure
of confidential information are applied to agencies receiving the in-
formation.

Under the House bill, Federal, State or local agencies that are
furnished unearned income return information by the IRS are pro-
hibited from taking action thereon to reduce, suspend, terminate,
or deny aid or benefits until the agency has taken steps to inde-
pendently verify the information. The verification must include: (1)
verification of the exact amount of the asset or income involved; (2)
an evaluation of whether the individual has access to the asset or
income involved for his or her own use; and (3) a determination re-
garding the time frame involved with regard to when the individ-
ual actually had the funds in question.

Senate amendment
The Senate amendment requires, rather than allows, the Secre-

tary of Treasury to disclose unearned income return information
upon request of the specified agencies. Disclosure can only be made
to agencies that meet the requirements to safeguard this confiden-
tial information against disclosure. The Senate amendment con-
tains a provision requiring verification of the unearned income in-
formation prior to taking action to reduce or terminate benefits
that are similar to the House bill. In addition, the individual must
be given notice of the proposed reduction or termination, and an
opportunity to refute the information. Further, all applicants for
and recipients of benefits under any program must be notified at
the time of application, and periodically thereafter, that informa-
tion verifying their assets and income will be requested and used.

The Senate amendment replaces existing statutory provisions re-
lating to use (for purposes of AFDC) of return and other wage in-
formation and use of social security numbers, by adding a new sec-
tion to the Social Security Act requiring States to have in effect an
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income and eligibility verification system for use in administering
the AFDC, Medicaid, unemployment compensation, and food stamp
programs (and the adult assistance programs in the territories).
State agencies must request and make use of (1) wage and other
income information available under the Internal Revenue Code;
and (2) quarterly wage information. Each State is required to main-
tain a quarterly wage reporting system, although not necessarily
through its unemployment compensation system.

The income and eligibility system requires use of standardized
data formats to facilitate exchange of information, for the purpose
of identifying and reducing ineligibility and incorrect payments.
The requirement for standardized formats is intended to assure
easy exchange of information by progress within States, and to fa-
cilitate the exchange of information among States. This require-
ment does not require the use by States of identical systems, but
only that each State must be able to provide certain essential eligi-
bility data in a format which can be used by the agencies and juris-
dictions with which data exchanges are made. Information ex-
changed by state agencies is protected against unauthorized disclo-
sure for other purposes.

Conference agreement

The conference agreement follows the Senate amendment with
the following modifications: (1) the effective date of the require-
ment that States maintain a system of quarterly wage reporting as
part of the income and eligibility verification system is delayed
until September 30, 1988; (2) the provision regarding verification of
IRS unearned income information is broadened to prohibit denial
or suspension of benefits until the agency has taken steps to inde-
pendently verify the information; (3) the amendment includes a
provision describing the steps required to independently verify the
information; and (4) that only unearned income from the currrent
information file may be disclosed by the IRS.

Because the unemployment compensation program is part of the
income verification system, the amendment requires IRS disclosure
of wage and unearned income return information to this program.
However, the managers expect that the data will be supplied to one
agency in each State, and will be shared only with agencies which
find it useful. The Conference agreement provides for the State to
target the information to those uses most likely to be productive
and cost-effective.

Following is a brief outline of what the conferees expect to occur
under the unearned income provision.

First, an agency must establish the safeguards against unauthor-
ized disclosure of the information that are required under section
6105 of the Code. These safeguards are also applicable to any other
agency to which the information is subsequently disclosed. Once
this has been done, the agency may request the unearned income
return information. The agency that has requested and received
the unearned income return information from the IRS may not
deny, terminate, reduce or suspend benefits on the basis of that in-
formation alone. First, the agency must independently verify such
information as the amount of the asset or income involved, evalu-
ate whether the individual has or had access to the asset or income
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for his or her own use, and determine whether the individual actu-
ally has or had the asset or income during the relevant period of
time.

The agency may use one of two approaches to verify unearned
income return information that it has received from IRS. It may
contact the financial institution or corporation that submitted the
information to the IRS, requesting its cooperation in verifying the
information. If the institution verifies the information, the agency
must send the individual notice of denial, reduction, suspension, or
termination of benefits (whichever is applicable), including infor-
mation on the right to appeal the action. If the action is not ap-
pealed, the agency may proceed to take the appropriate action,
based on the verified information.

Alternatively, the agency may contact the individual directly by
letter informing him of the information that it has received, and
requesting that the individual respond within a specified period.
The conferees expect that the agency's letter to the recipient will
be unintimidating in tone, and will clearly explain the information
that the agency has, and the possible relevance of the information
to the individual's eligibility for (and amount of) any past or future
benefits. If the individual responds by verifying the information,
the agency will take the appropriate case action. If the individual
indicates that the information is not correct or in incomplete the
agency must obtain evidence (from the individual or institution in-
volved or otherwise) to substantiate any negative case action that it
may take. If the individual fails to respond after reasonable efforts
to contact him, the agency will take steps to close or deny the case
on the basis of the individual's failure to cooperate.

In all cases involving reduction, suspension, or termination of
benefits, the recipient must be sent notice of the action to be taken,
including information on the right to appeal and opportunity for a
hearing.

2. Collection and Deposit of Payments to Executive Agencies
Present law

Under present law, Federal agencies may collect nontax debt in
a variety of ways. The Department of the Treasury collects a large
proportion of nontax receipts through accelerated systems, includ-
ing the Treasury Federal Communications System, automatic ac-
count withdrawals, and lockboxes. However, in 1983 $55 billion in
nontax receipts was collected by means other than accelerated sys-
tems.

House bill
Authorizes the Secretary of the Treasury to prescribe the mecha-

nisms to be employed by Federal agencies to collect nontax debts
and the time frames for deposit of funds. Generally reduces from
30 days to three days the statutory period for timely deposit of
funds by custodians. Requires that agencies adopt collection and
deposit methods as prescribed by the Secretary.

Agencies not complying with the regulations will be assessed a
charge equal to the cost of noncompliance to the general fund. Any
such charges will be deposited into a Treasury Cash Management
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Improvements Fund to be used for developing and implementing
cash management initiatives.

Senate amendment

Same provision, with technical differences.

Conference agreement

The conference agreement follows the Senate provision.

3. Collection of Nontax Debts Owed to Federal Agencies

Present law

Present law does not provide authority for the IRS to offset tax
refunds against nontax debts owed to Federal agencies. However,
tax refunds must be offset against past-due child and spousal sup-
port payments in the case of families receiving AFDC payments.

House bill

No provision.

Senate amendment

Provides that the amount of any IRS refund be reduced by the
amount of certified nontax debt to the Federal government. Feder-
al agencies must certify to the Secretary of the Treasury that spe-
cific attempts to notify the debtor have been made, and that the
debtor does not dispute the debt, has not begun to repay the debt,
and exhibits no reasonable intention to repay the debt. The agency
must have entered into an agreement with the Secretary providing
for the transmission of certified debt information before transmis-
sion occurs.

Authorizies the Secretary to test the offset procedures with se-
lected programs before full implementation. Gives the Secretary
authority to prescribe terms of agreements with other agencies and
the format for transmitting information.

AFDC child support obligations would be subject to offset before
other Federal debts. Excludes from offset beneficiary debts under
the OASDI programs.

Conference agreeement

The conference agreement follows the Senate amendment.

Subtitle D-Technical Corrections

Subtitle D contains a number of minor technical amendments to
the Social Security Act and the Internal Revenue Code, to correct
clerical and other minor errors either resulting from the Social Se-
curity Amendments of 1983, or already existing in those acts. Most
were contained in the House bill, and were accepted as part of the
conference agreement. Only the following two provisions require
additional explanation.
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1. Codification of the Rowan Decision

Present law
The Social Security Amendments of 1983 provided that, with the

exception of the value of certain meals and lodging provided for
the convenience of the employer, the determination of whether or
not amounts are includible in the social security and FUTA wage
bases is to be made without regard to whether such amounts are
treated in regulations as wages for income tax withholding pur-
poses. This provisions thus prevents the application to compensa-
tion, other meals and lodging, of the Supreme Court's reasoning in
Rowan Companies, Inc. v. United States, 452 U.S. 247 (1981). In this
case, the Supreme Court held that, because the treatment of cer-
tain employer meals and lodging, excluded from gross income
under section 119, for income tax withholding and for FICA pur-
poses was not explicitly dealt with in the statutes governing these
provisons, Treasury regulations defining wages for purposes of
these two provisions had to be consistent. Thus, because one Treas-
ury regulation excluded from wages for income tax withholding
purposes the value of meals and lodging excluded from gross
income under section 119, another regulation including these
amounts in wages for FICA purposes was held to be invalid.

The provision in the Amendments applies to remuneration paid
after December 31, 1983, for FICA and social security benefit pur-
poses and to remuneration paid after December 31, 1984, for FUTA
purposes. Thus, it is possible that this provision could be cited as
demonstrating Congressional intent that the reasoning of the
Rowan decision should generally apply before these dates to types
of remuneration other than meals and lodging excluded under sec-
tion 119, e.g., to contributions under a salary reduction agreement
to tax-sheltered annuities (sec. 403(b)). These contributions have
been held by the Treasury Department to be taxable for FICA pur-
poses (Revenue Ruling 65-208) even though they are exempt by
regulation from income tax withholding.

House bill
The effective date of the provisions overriding the Rowan deci-

sion is clarified so that the provision applies for all purposes, other
than the treatment of certain employer-provided meals and lodg-
ing, both on or before March 4, 1983, and to remuneration paid on
or before March 4, 1983, which the employer treated as wages
when paid.

Senate amendment
No provisions.

Conference agreement
The conference agreement follows the House bill the conferees

intend that the determination of whether an employer treated re-
muneration as wages when paid will be made on the basis of the
interpretations reflected in sec. 3.02 of Rev. Proc. 78-35, 1978-2
C.B. 536 (relating to section 530 of the Revenue Act of 1978). In the
event that FICA taxes are withheld or employment tax returns are
filed as a result of an audit of prior periods by the IRS, the employ-
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er will still be considered to have treated the remuneration as
wages when paid. Thus, the conferees do not accept and do not
intend to adopt the contrary holding of Ridgewell's, Inc. v. United
States, 655 F. 2d 1098 (Ct. Cl., 1981).

2. Social Security Treatment of Pickups Under State and Local
Retirement Plans

Present law
Prior to the Social Security Amendments of 1983, certain em-

ployer payments ("pickups) of employee contributions under a
State or local retirement plan were treated as wages for social se-
curity and unemployment tax purposes only if the payments were
made under a salary reduction arrangement. Under the Amend-
ments, all such employer payments are treated as wages.

House bill
The House bill provides that employer pickups are wages, for

social security and unemployment tax purposes, only if the pickup
is pursuant to a salary reduction agreement (whether evidenced by
a written instrument or otherwise).

Senate amendment
The Senate amendment is the same as the House bill.

Conference agreement
The conference agreement follows the House bill and the Senate

amendment. The conferees intend that the term salary reduction
agreement also includes any salary reduction arrangement, regard-
less of whether there is approval or choice of participation by indi-
vidual employees or whether such approval or choice is mandated
by State statute.

Subtitle E-Trade Adjustment Assistance (Trade Act of 1974)
Provisions

1. Limitations on Trade Readjustment Allowances

Present law
Under section 233(a)(3) of the Trade Act of 1974, the 26 weeks of

additional trade readjustment allowances (TRA) that an eligible
worker may receive while in training can be collected only during
the 26 weeks immediately following exhaustion of entitlement to
basic TRA.

House bill
Amends section 233(a)(3) of the Trade Act upon enactment to

enable workers to collect the extra 26 weeks of TRA beginning
with the first week the worker enters training if that training has
not been approved until after the last week of entitlement to basic
TRA benefits.

Senate amendment
No provision.
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Conference agreement
The conference agreement follows the House bill.

2. Job Search and Relocation Allowances

Present law
Under sections 237 and 238 of the Trade Act of 1974, eligible

workers can be reimbursed for 90 percent of necessary job search
expenses up to a maximum of $600; relocation allowances consist of
90 percent of reasonable and necessary expenses, plus a lump sum
payment of three times the worker's average weekly wage, up to a
maximum of $600.

House bill
Amends sections 237 and 238 of the Trade Act upon enactment

to increase the maximum job search allowance to $800 and the
maximum lump sum relocation allowance to $800.

Senate amendment

No provision.

Conference agreement
The conference agreement follows the House bill.

3. Assistance to Industry

Present law
Section 265 of the Trade Act of 1974 limits industry-wide techni-

cal assistance to improve competitiveness to $2 million annually
per industry; only industries in which a substantial number of
firms have been certified are eligible.

House bill
Amends section 265 of the Trade Act upon enactment to extend

eligibility to industries in which a substantial number of workers
have been certified eligible; increases the maximum amount of
annual assistance per industry to $10 million.

Senate amendment

No provision.

Conference agreement
The conference-- agreement follows the House bill.

4. Cordage Products

Present law
Under the Tariff Schedules of the United States (TSUS), cordage

manufactured from a plastics material is classified as either "cord-
age" under the textiles part of the TSUS, or as a plastics article in
a different TSUS part. The difference depends on whether the
strips from which the cordage is made exceed certain dimensions.
Cordage classified as a plastics article is subject to a lower tariff
rate than if it is classified as a textile article.
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House bill
No provision.

Senate amendment

Reclassifies cordage (twine, rope, and cables) currently classified
as plastics products in TSUS schedule 7 as articles to be classified
under schedule 3 (textile products); applicable to articles entered,
or withdrawn from warehouse for consumption, on or after the fif-
teenth day after the date of enactment.

Conference agreement
The conference agreement follows the House bill.

5. "Like Agricultural Products"

Present law
Under section 771(10) of the 1979 Trade Agreements Act, "like

product" is defined to mean a product which is "like or in the ab-
sence of like, most similar in characteristics and uses with, the ar-
ticle" subject to an countervailing duty or antidumping investiga-
tion. A petition for relief under the antidumping or countervailing
duty laws must be filed by an "interested party" which, in general,
means a representative of an industry producing a "like product"
to the allegedly dumped or subsidized article.

House bill

No provision.

Senate amendment
Amends section 771(10) to encompass within the meaning of "like

product" agricultural products at earlier stages of processing than
imported articles; applicable to articles entered, or withdrawn from
warehouse for consumption, on or after the fifteenth day after date
of enactment.

Conference agreement
The conference agreement follows the House bill.

6. Fish Nets

Present law
Under the Tokyo round of the Multilateral Trade Negotiations

(MTN), the most-favored-nation (MFN) tariff rate on fish netting
and nets made of textile materials other than cotton or vegetable
fibers is being reduced in stages to 17 percent ad valorem by 1989.
The rate currently is 18 cents per pound plus 28.6 percent ad valo-
rem.

House bill

No provision.

Senate amendment
Permits the 17 percent MFN tariff rate to apply immediately to

the first 1.75 million pounds of fish nets, or 28 percent of the prior



1418

year's domestic consumption, whichever if greater; applicable to ar-
ticles entered, or withdrawn from warehouse for consumption, on
or after the fifteenth day after date of enactment.

Conference agreement

The conference agreement follows the House bill.

7. A Telescope and Its Apparatus

Present law

Under item 851.60 of the Tariff Schedules of the United States
(TSUS), scientific instruments and apparatus, and repair compo-
nents, entered for the use of nonprofit educational institutions may
enter duty-free if the Department of Commerce determines domes-
tic equipment of equivalent scientific value is unavailable.

House bill

No provision.

Senate amendment
Directs the Secretary of the Treasury upon enactment to admit

duty-free any acticles provided by the Max Planck Radio Astrono-
my Institute in Germany for a joint project with the University of
Arizona.

Conference agreement
The conference agreement follows the House bill.

Subtitle F-Certain Provisions Relating to Puerto Rico and the
Virgin Islands

1. Clarification of the Definition of Articles Produced in Puerto
Rico and the Virgin Islands

Present law
Federal excise tax revenues derived from articles coming into the

United States from Puerto Rico or the Virgin Islands generally are
paid to the Treasury of the possession from which the article is
brought into the United States (Code sec. 7652). Additionally, excise
tax revenues derived from rum imported into the United States
from any country are paid to Puerto Rico Rico and the Virgin Is-
lands.

Puerto Rico presently conducts a program under which grain
neutral spirits, originally distilled in the United States, are trans-
ported to Puerto Rico, redistilled, and returned to the United
States. As a result, a Federal excise tax payment is made to the
Government of Puerto Rico. Puerto Rico provides government sub-
sidies to participants in this program to induce their participation
in the program.

House bill
The House bill provides that excise tax revenues generally will

be paid to Puerto Rico or the Virgin Islands with respect to articles
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brought into the United States from those possessions only if three
requirements are satisfied-

(1) In the case of articles containing distilled spirits, only if at
least 90 percent of the spirits are originally distilled in Puerto Rico
or the Virgin Islands, as the case may be;

(2) In the case of any article from Puerto Rico, only if at least 50
percent of the value of the article is attributable to Puerto Rican
input; and

(3) In the case of any article from Puerto Rico or the Virgin Is-
lands, only if no subsidy is provided for the production of the arti-
cle which is of a kind different from (or in an amount per value or
volume greater than) subsidies provided to industry generally.

The House bill exempts rum brought into the United States from
these possessions from all three requirements. Cane neutral spirits
are exempted from requirements (2) and (3), but only if these spir-
its are not produced under a program having an effect similar to
the present redistillation program.

These provisions generally are effective with respect to articles
brought into the United States after February 29, 1984. An excep-
tion permits payment of tax not in excess of $130 million with re-
spect to redistilled spirits after June 30, 1983 and before July 1,
1984. An additional exception permits such payments not in excess
of $75 million after June 30, 1984 and before July 1, 1985.

Senate amendment
The Senate amendment permits payment of excise tax revenues

derived from articles containing distilled spirits brought into the
United States from Puerto Rico or the Virgin Islands only if at
least 92 percent of the alcoholic content of the articles is rum.

The Senate amendment generally is effective with respect to arti-
cles brought into the United States after February 28, 1984. An ex-
ception permits payment of taxes not in excess of $130 million with
respect to articles containing distilled spirits that do not meet the
amendment's requirements after June 30, 1983, and before July 1,
1984. The Senate amendment further provides that this exception
will terminate if at any time during the phase-out period, Puerto
Rico provides (directly or indirectly) a payment to a U.S. distiller of
an amount other than direct costs of transporttion to and from
Puerto Rico.

Conference agreement
The conference agreement follows the Senate amendment with

respect to articles containing distilled spirits. Therefore, payments
of excise tax with respect to such articles will be permitted only if
at least 92 percent of the alcoholic content of the articles is rum.

The conference agreement adopts the restrictions of the House
bill with respect to articles other than distilled spirits.

The agreement generally is effective for articles brought into the
United States after February 29, 1984. As under the Senate bill,
payments of tax not exceeding $130 million may be made during
the period July 1, 1983-June 30, 1984, with respect to redistilled
spirits and cane neutral spirits. A modification of the House bill
permits such payments not exceeding $75 million during the period
July 1, 1984-December 31, 1984.
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The special rule in the Senate amendment regarding incentive

payments to U.S. distillers is retained, but with two modifications.

First, the rule only applies to articles brought into the U.S. after

June 30, 1984. Second, an exception to the rule is provided under
which U.S. distillers engaged in redistillation operations may con-

tinue to receive so-called "incentive payments" in addition to direct
transportation costs during the remaining phase-out period after
June 30, 1984. These payments may not, however, exceed $1.5 mil-
lion per U.S. distiller. The conferees intend that these payments be
limited to payments to the two U.S. distillers (i.e., Glenmore Distill-
eries and Heublien Spirits Group) which were engaged in redistilla-
tion operations before February 29, 1984, and who were entitled to
such payments under contracts binding on that date.'

Finally, the conference agreement provides that any U.S. distill-
er who receives incentive payments or other disallowed payments
in excess of $1.5 million between June 30, 1984, and January 1,
1985 is subject to a penalty equal to the total amount of incentive
and other payments (other than direct transportation costs) re-
ceived during the period. This penalty is in lieu of recapture of
excise tax payments to Puerto Rico from the date on which the pro-
hibited payments was made. In determining the amount of incen-
tive payments, the conferees intend that the Treasury Department
include the amount of price reductions on other products and other
indirect payments made by Puerto Rican companies or the Govern-
ment of Puerto Rico in other transactions between the parties con-
cerned.

2. Limitation on Excise Tax Payments to Puerto Rico and the

Virgin Islands With Respect to Distilled Spirits

Present law

The entire amount of excise tax imposed on distilled spirits (i.e.,
$10.50 per proof gallon) brought into the United States from Puerto
Rico or the Virgin Islands is paid to the possession from which the
article comes. Additionally, the entire amount of excise tax im-
posed on rum imported into the United States from all other coun-
tries is paid to those possessions.

House bill

No provision.

Senate amendment

The Senate amendment limits the amount of excise tax that may
be paid to Puerto Rico or the Virgin Islands with respect to dis-
tilled spirits to a maximum of $10.50 per proof gallon (i.e., the
present rate of tax). Therefore, the $2.00 per proof gallon increase
in the excise tax on distilled spirits provided for by the Senate
amendment will not be paid to Puerto Rico or the Virgin Islands
with respect to distilled spirits brought into the United States from
those possessions.

This provision is effective with respect to distilled spirits brought
into the United States after December 31, 1984.

1 For purposes of this restriction, the FTG Corporation is not to be treated as a U.S. distiller.
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Conference agreement

The conference agreement follows the Senate amendment.

TITLE VII-COMPETITION IN CONTRACTING

The Senate amendment, which is identical to S. 338, the Compe-
tition in Contracting Act of 1983, is designed to increase the use of
competition in Government contracting and to impose more strin-
gent restrictions on the awarding of noncompetitive-sole-source-
contracts. Agencies are required under the Senate amendment to
use competitive procedures, whether by inviting sealed bids or re-
questing competitive proposals, unless a statutory exception allow-
ing the use of noncompetitive procedures is met. S. 338 had been
reported unanimously by the Senate Governmental Affairs and
Armed Services Committees and passed unanimously by the
Senate.

The Senate amendment builds on the two primary procurement
statutes-the Armed Services Procurement Act, which governs the
Department of Defense, the Coast Guard, and the National Aero-
nautics and Space Administration, and the Federal Property and
Administrative Services Act, which generally applies to civil agen-
cies-to establish a uniform framework which distinguishes be-
tween competitive and noncompetitive procedures. The amend-
ments proposed to both statutes are largely identical.

The conferees adopted a substitute to the Senate amendment
which represents a compromise between S. 338 and two House
measures-H.R. 5184, the Competition in Contracting Act of 1984,
which was ordered reported by the House Government Operations
Committee, and H.R. 2545, the Defense Procurement Reform Act of
1983, which is under consideration by the House Armed Services
Committee.

The conference substitute retains the major provisions of the
Senate amendment, incorporates "full and open" as the required
standard for competition, strengthens the justification, approval,
and notice requirements to safeguard against unnecessary sole-
source contracts, establishes competition advocates to enhance ac-
countability, and strengthens the bid protest process.

While the conference substitute adopts the statutory framework
of the Senate amendment, the conferees agree further to amend
the Office of Federal Procurement Policy Act and the Budget and
Accounting Act. The OFPP Act, a statute which governs all federal
agencies, is amended to define certain procurement terms, such as
"full and open competition" and "responsible source," to establish
notice and reporting requirements, and to create competition advo-
cates in all procuring activities. The Budget and Accounting Act is
amended to provide the General Accounting Office with a statutory
base for its bid protest function.
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MAJOR PROVISIONS

Subtitle A-Amendments to the Federal Property and
Administrative Services Act

Section 2711-Procurement Procedures

(1) Competition Requirements

Senate amendment
The Senate amendment establishes "effective" competition as

the standard for awarding federal contracts for property or serv-
ices. In Government contracting, effective competition is a market-
place condition which results when two or more contractors, acting
independently of each other and of the Government, submit bids or
proposals in an attempt to secure the Government's business.

Conference substitute
The conference substitute uses "full and open" competition as

the required standard for awarding contracts in order to emphasize
that all responsible sources are permitted to submit bids or propos-
als for a proposed procurement. The conferees strongly believe that
the procurement process should be open to all capable contractors
who want to do business with the Government. The conferees do
not intend, however, to change the long-standing practice in which
contractor responsibility is determined by the agency after offers
are received.

The conference substitute retains the requirement from the
Senate amendment that executive agencies shall use competitive
procedures-whether by soliciting sealed bids and making award
without discussions or by requesting competitive proposals and
making award with discussions-when entering into a contract for
property or services.

In effect, the substitute, like the Senate amendment, removes the
restriction from-and the written justification required for-com-
petitive proposal procedures and places them on par with sealed
bid procedures. The substitute maintains minimum criteria for
sealed bid procedures to ensure their use when appropriate. The
purpose served by substituting the new terms "sealed bid" and
''competitive proposal" procedures for "formal advertising" and"negotiation" is to eliminate the competitive and noncompetitive
connotations associated, respectively, with past terminology.

The substitute defines the term "competitive procedures" to
mean procedures under which an executive agency enters into a
contract pursuant to full and open competition, thereby permitting
all responsible sources to compete. This term also recognizes as
competitive the procurement of architectural and engineering serv-
ices conducted in accordance with title IX of the Federal Property
and Administrative Services Act, the competitive selection of basic
research proposals, and the General Services Administration (GSA)
multiple awards schedule programs.

The selection of architectural and engineering services by the
Federal Government is governed by the provisions of 40 U.S.C. 541
et seq., which require the selection to be made on the basis of an
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evaluation of the design proposals and the qualifications of all of-
ferors. After the selection of the most qualified offeror, the govern-
ment then negotiates a contract at a fair and reasonable price not
to exceed six percent of the estimated cost of the project. If an
agency is unable to negotiate such a contract, then the agency is
required to negotiate a contract with the next most qualified firm.
The principle behind this procedure is to ensure that the govern-
ment receives quality, up-front design work in its procurement of
architectural and engineering services. This is particularly impor-
tant since such design work has a major impact on the overall cost
of the project.

The conferees also recognize the competitive selection of basic re-
search, which is directed toward increasing knowledge of a subject
apart from any clear or necessary practical application of that
knowledge, to be a competitive procurement procedure. These basic
research procurements are unique in that the agency's solicitations
are general in nature, identifying areas of research interest, crite-
ria for selecting proposals (including scientific merit), and the
method of evaluating proposals. Proposals received are then com-
petitively evaluated through a peer review process before contracts
are awarded. By recognizing such procurement of basic research as
competitive, the conferees intend to promote the participation of
all individuals or companies capable of supporting the govern-
ment's needs in this important area. Any agency procurement
which cannot meet this standard and, in fact, restricts participa-
tion, must be justified and approved under the requirements in this
substitute for other than competitive procurement procedures.

The substitute also contains a provision that preserves the multi-
ple a wards schedule programs administered by the General Serv-
ices a administration. Although agency implementation of these
programs has been criticized in the past, the conferees believe that
schedule contracts are a worthwhile method of meeting agency
needs for a broad range of commercial products, while imposing a
minimum administrative burden on the using agencies. Schedule
contracts should be used when GSA can negotiate quantity-dis-
count contracts, with delivery to be made directly to the using
agencies in small quantities at diverse locations. The GSA Federal
Supply Schedule is an example of this program.

By providing the GSA multiple awards schedule programs with a
statutory base, the conferees intend that any responsible vendor
wishing to compete for this business is, in fact, allowed and encour-
aged to compete. As long as the schedule contracts managed by
GSA maintain this objective, GSA is complying with the intent of
this substitute and should be supported. The conferees believe,
however, that the availability of ADP schedule contracts should
not preclude the requirement for agencies to seek lower prices if
there are responsible alternative sources available.

The conferees also intend that where competition is conducted
among all sources that have been prequalified, in accordance with
statute and regulations, and where prequalification is essential to
ensure satisfaction of an agency's needs, such procedures shall be
considered full and open competitive procedures, provided all re-
sponsible sources are given a reasonable opportunity to qualify.
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(2) Dual-Sourcing Authority

Senate amendment

The Senate amendment authorizes executive agencies to estab-
lish or maintain an alternative source or sources of supply for a
particular property or service by using competitive procedures to
allow all sources to compete while excluding the incumbent con-
tractor from competition. Executive agencies are authorized to use
this "dual-sourcing" authority only when it would (1) increase or
maintain competition and likely result in reduced overall costs, (2)
be in the interest of national defense in case of a national emergen-
cy or industrial mobilization, or (3) be in the interest of national
defense in establishing or maintaining an essential engineering, re-
search, or development capability to be provided by an educational
or non-profit institution or a federally funded research and devel-
opment center.

Conference substitute

The conference substitute substantially incorporates the provi-
sions of the Senate amendment.

(3) Small Business Set-Aside Competition

Senate amendment
The Senate amendment recoginzes various existing set-aside pro-

grams by authorizing an executive agency to include in its solicita-
tions restrictive provisions which would designate only specified
categories of offerors, such as small business concerns, as "author-
ized by law," for example, the Small Business Act (15 U.S.C. § 631,
et seq.).

Conference substitute

The conferees seek to give more precise recognition to set-aside
programs authorized by statute. For example, Congress has histori-
cally provided assistance through the Federal procurement process
to small businesses. In recognition of this policy, the conferees in-
clude a provision in the conference substitute which authorizes
agencies to limit competition to small business concerns or socially
and economically disadvantaged small business concerns as long as
all such firms within the categories are allowed to compete. The
conferees specifically note the Small Business Innovation Research
(SBIR) Program, established under P.L. 97-219, as an example of a
statutorily authorized small business set-aside program that would
be included in this provision.

Further, the set-aside procurements must be made in accordance
with the competitive procedures required by the conference substi-
tute and with the statutory requirements of the Small Business
Act. Finally, procurements conducted under Section 8(a) of the
Small Business Act are exempt from the procurement procedures
mandated by the substitute.
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(4) Exceptions to Competition Requirement

Senate amendment

The Senate amendment provides six exceptions to competitive
procedures which parallel the conditions which the Comptroller
General has historically recognized as legitimate conditions for
awarding contracts on a sole-source basis. The Senate amendment
shifts the emphasis from having to justify the use of negotiation,
which can be either competitive or noncompetitive, to concentrate
on those contract which are negotiated noncompetitively, thereby
restricting sole-source contracting to when it is truly necessary.
The award of a contract on a sole-source basis would for the first
time constitute a clear violation of statute and would therefore not
be authorized unless permitted by one of these exceptions.

These exceptions are considerably more restrictive than the
present exceptions to formal advertising which are used inappro-
priately, in many cases, to justify going sole source. By using the
broad exceptions to formal advertising, such as the "impracticable
to obtain competition" exception, as a means to negotiate noncom-
petitive, agencies have avoided stating the actual justification for
awarding a sole-source contract. While sole-source contracting may
be necessary in certain situations, tighter control and greater visi-
bility are needed to ensure its proper use.

Conference substitute

The conference substitute retains the restrictions imposed on
sole-source contracts provided in the Senate amendment, but re-
quires agencies to obtain competition under the second and sixth
exception to the maximum extend practicable. For this reason, the
term "noncompetitive procedures" used in the Senate amendment
has been changed to "procedures other than competitive proce-
dures" in the conference substitute. Agencies are not precluded
from awarding a contract noncompetitively under the second or
sixth exceptions (which concern urgent and national security situa-
tions) when conditions dictate that only one source is available.

In addition, the conference substitute includes a seventh excep-
tion which allows the head of an agency, on a non-delegable basis,
to determine when it is necessary in the public interest to use pro-
cedures other than competitive procedures for a particular procure-
ment. This waiver is to be exercised, if at all, on a case-by-case
basis, rather than for a class of procurements. The head of an
agency is required to notify both Houses of Congress in writing of
his or her intention to use this exception thirty days before the
contract is awarded.

The conference agreement also clarifies that sole-source awards
resulting from certain unsolicited proposals or "follow-on" con-
tracts fall under the first exception, which permits a sole-source
award when the property or services needed by the agency are
available from only one responsible source and no other type of
property or services will satisfy the agency's needs. In neither case,
however, is this exception to be used as a "carte blanche" justifica-
tion for going sole source.

The use of the first exception for unsolicited proposals and
follow-on contracts is limited in both cases to certain specific condi-
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tions. In the case of unsolicited proposals. the conference substitute
authorizes sole-source awards based on unsolicited research propos-
als when the agency can determine that the substance of the pro-
posal is not otherwise available to the government, and the propos-
al does not resemble the substance of a pending competitive pro-
curement.

The conferees do not intend, however, that this provision be used
as a loophole by which agencies and contractors can circumvent
the competition requirements contained in the substitute. This au-
thorization is strictly limited to state-of-the-art proposals which
represent advanced scientific knowledge. Even under these condi-
tions, agencies should seek proposals wherever possible from com-
peting researchers to ensure that the best proposal available is se-
lected. The substitute, like the Senate amendment, therefore, re-
quires that unsolicited proposals be publicized in the Commerce
Business Daily unless such publication would result in the disclo-
sure of the originality of thought or innovativeness of the proposed
research contained in the proposal.

In the case of follow-on contracts, a sole-source award under the
first exception may be made for the continued development or pro-
duction of a major system or highly specialized equipment if award
to other than the original source would result in substantial dupli-
cation of cost that could not be recovered through the use of com-
petition, or unacceptable delays in fulfilling the agency's needs.

The conferees intend that follow-on contracts be awarded only to
incumbent vendors who receive the original contracts following
some form of price or technical competition. The conference substi-
tute recognizes that in major systems and highly specialized equip-
ment acquisitions, there are situations where the initial capital in-
vestment could cause substantial duplication of cost if the contract
were awarded to other than the original source. However, the sub-
stitute requires the agency to determine and document that such
cost cannot be offset by savings that would result from openly com-
peting the requirement. The conferees believe that a cost/benefit
analysis is necessary to make a precise determination.

The conferees further note that follow-on contracts sometimes
result when an agency fails to determine its original requirements
accurately. The conferees emphasize that better planning should
eliminate this problem and the resultant need for a sole-source con-
tract to the incumbent contractor. The language in the conference
substitute should not be construed as legitimizing sole-source con-
tracts that are caused by poor planning.

The conferees also do not intend this provision to be used to per-
petuate any contract which involves obsolete or outmoded facilities,
systems or processes, including computer systems and software.

(5) Justification and Approval Procedures

Senate amendment
The Senate amendment safeguards against unnecessary sole-

source contracting by prohibiting agencies from using noncompeti-
tive procedures unless (1) the use of such procedures has been justi-
fied in writing, and (2) the agency has provided advance notice of
intent to award a sole-source contract in the Commerce Business
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Daily, inviting bids or proposals from potential competitors, and
has considered all bids or proposals received in response to such
notice.

Conference substitute

The conference substitute retains the pre-award notification re-
quirements from the Senate amendment which agencies must first
meet before a sole-source award can be made.

In retaining the Senate provisions, the conferees emphasize that
agencies should, at a minimum, give each bid or proposal received
in response to the Commerce Business Daily notice sufficient con-
sideration so as to be able to make an informed judgment about the
responsibility of the bidder and the responsiveness of the bid.

Agencies are not explicitly required to issue solicitation packages
to all contractors who respond to a pre-award notice. This is not to
be interpreted to mean that agencies are authorized to deny the
distribution of such packages arbitrarily. The purpose of the pre-
award notice is to open competition to all offerors who can meet
the agency's needs. To serve this purpose, solicitation packages
should be available upon request. In situations where competition
is not anticipated and solicitation packages have not been pre-
pared, agencies shall provide potential competitors who do respond
with solicitation packages or comparable information.

The conference substitute also strengthens the justification pro-
cedures in the Senate amendment and establishes new require-
ments for approvals of sole-source contracts.

The justification statement required for each noncompetitive pro-
curement must be certified as accurate and complete by the con-
tracting officer responsible for awarding the contracts. The justifi-
cation statement must then be reviewed and approved by either (1)
the procuring activity's advocate for competition in the case of con-
tracts over $100,000; (2) the head of the procuring activity in the
case of contracts over $1,000,000; or (3) the agency's senior procure-
ment executive in the case of contracts over $10,000,000. Contract-
ing officer certification and review and approval authorities provid-
ed by this substitute cannot be delegated, except as specifically au-
thorized under this substitute.

All determinations and decisions required for use of the excep-
tions to competitive procedures provided in this substitute are to be
made on a case-by-case basis. Broad categories or classes of prod-
ucts and services cannot be exempt from competitive procedures.

In the event of an unusual and compelling urgency, the required
justification and approvals may be made after the contract has
been awarded. Similarly, such justifications and approvals are not
required when the head of an agency determines and reports to
Congress that it is in the public interest to conduct a noncompeti-
tive procurement, or a procurement is conducted in accordance
with the Wagner-O'Day Act (41 U.S.C. § 46 et seq.).

The justifications and related documentation are required to be
made available to the public. While these disclosures should be
made consistent with the provisions of the Freedom of Information
Act (5 U.S.C. § 552), the conferees intend that the Act's exemption
for internal memoranda not be used to shield these documents
from public disclosure. The use of the term "consistent with" is de-
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signed merely to ensure that national security, law enforcement,
and other sensitive information is not publicly disclosed.

The conference sustitute places additional prohibitions and re-
strictions on the use of procedures other than competitive proce-
dures. Noncompetitive procurements may not be justified on the
basis of concerns regarding the future availability of funding. This
prohibition is designed to prevent the year-end spending abuses
that occur when agencies are faced with large amounts of unex-
pended appropriations at the end of the fiscal year. Under this situ-
ation, agencies rush to sign a contract with a vendor on a sole-
source basis in order to avoid having to turn money back to the
Treasury. The conferees find this practice to be unconscionable.
Similarly, the substitute prohibits the use of the lack of advance
planning as a justification for using noncompetitive practices. The
conferees reject the assertions made by some agency procurement
officials that this is a legitimate reason to curtail competition. A
contrary conclusion would legitimize unacceptable management
practices.

The substitute also prohibits an agency from procuring its goods
and services from another agency unless that agency has complied
with the requirements of the substitute. The substitute includes
this prohibition to prevent one agency from acquiring its goods and
services from another agency's sole-source contract without having
to justify a noncompetitive procurement itself. This restriction is in
addition to, not in lieu of, any other restriction provided by law,
including the Economy Act of 1932 (31 U.S.C. § 686(a)).

(6) Small Purchase Procedures

Senate amendment
The Senate amendment recognizes that the competitive proce-

dures required of large pruchases may not be appropriate for small
purchases. The Senate amendment therefore provides a basis in
statute for regulations to establish separate small purchase proce-
dures, allowing agencies to scale down their efforts as long as they
obtain reasonable competition.

Conference substitute

The small purchase provisions of the Senate amendment are re-
tained under the conference substitute in a separate subsection.
Within this new subsection, agencies are required to promote com-
petition to the maximum extent practicable when using small pur-
chase procedures. The regulations issued pursuant to this subsec-
tion are to be incorporated into the government-wide Federal Ac-
quisition Regulation consistent with current statute.

(7) Planning and Solicitation Procedures

Senate amendment

The Senate amendment requires agencies, as part of the affirma-
tive effort to obtain competition, to use advance procurement plan-
ning, conduct market research, and develop nonrestrictive specifi-
cations.
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Conference substitute
The conference substitute retains these requirements contained

in the Senate amendment, but applies them as planning require-
ments for all procurements-competitive and noncompetitive.

The substitute also retains the broad guidelines set forth in the
solicitation section of the Senate amendment for agencies to follow
in defining their needs in order to maximize, rather than limit,
competition. The substitute authorizes agencies to specify their
needs in either functional, performance, or detailed design terms,
whichever will ensure timely performance and will promote the
use of full and open competition.

Wherever practical, the conferees strongly believe that contrac-
tors should be told what the Government needs in functional
terms. This approach allows the Government to take advantage of
the innovative ideas of the private sector.

(8) Evaluation and Award Procedures

Senate amendment

The evaluation and award procedures for sealed bids and com-
petitive proposals set forth in the Senate amendment are largely
the same as those currently required in the Armed Services Pro-
curement Act and the Federal Property and Administrative Serv-
ices Act for formal advertising and negotiation. The amendment
clarifies that agencies shall evaluate sealed bids and competitive
proposals based solely on the factors specified in the solicitation.

Conference substitute

The conference substitute retains the evaluation and award pro-
cedures under the Senate amendment, and modifies the language
to reflect the requirement for full and open competition.

Section 2712-Truth in Negotiations

Senate amendment

The Senate amendment extends the statutory requirement in the
Armed Services Procurement Act for submitting certified cost or
pricing data to cover civilian procurements under the Federal
Property and Administrative Services Act, and establishes a uni-
form threshold in both statutes at $100,000.

Contractors are presently required by statute to submit cost or
pricing data and certify that the data are "accurate, complete, and
current" prior to the award of any negotiated defense contract over
$500,000 and are required by regulation to submit such data for
any negotiated civilian contract over $100,000. The purpose of this
"truth-in-negotiations" provision is to provide the basis for retroac-
tive price adjustment in the event that data submitted prior to the
award of a contract were not accurate, complete, and current, with-
out resorting to costly and time-consuming litigation. Without cer-
tification, agencies lack the legal ammunition to deter defective
pricing.
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Conference substitute
The conference substitute retains the Senate provisions and, in

addition, authorizes contracting officers to request cost or pricing
data for defense and civilian procurements under $100,000. Obtain-
ing such data for small dollar contracts has proven to be a problem
in purchasing spare parts, where excessive over-charges have
become legendary.

Section 2713-Automated Data Processing Dispute Resolution

Senate amendment
The Senate amendment contains no provision on automated data

processing dispute resolution.

Conference substitute
The conference substitute amends Section 111 of the Federal

Property and Administrative Services Act of 1949 to provide an al-
ternate forum for resolving contractual disputes involving procure-
ments of automated data processing (ADP) equipment and services
conducted under Public Law 89-306 (the Brooks Act). This provi-
sion applies only to those automated data processing procurements
conducted under the Brooks Act, and it does not apply to those
ADP procurements exempted under the 1982 Department of De-
fense Authorization Act. ADP procurements conducted by DOD are
exempt from the Brooks Act only if the equipment and services are
primarily for functions involving intelligence, cryptology, command
and control, weapon systems, or similar type systems. Protests over
ADP procurements in those areas not covered by the Brooks Act
will continue to be heard by the GAO or the courts, as under cur-
rent practice.

The Brooks Act, enacted in 1965, provides the General Services
Administration (GSA) with the sole authority to procure ADP
equipment and services for federal agencies either by conducting
the procurement on behalf of the agency, or by granting a delega-
tion of procurement authority to the agency to conduct its own pro-
curements. The Brooks Act has opened the federal marketplace to
all responsible computer companies. However, due to the increas-
ing number of computer procurements conducted every year, cou-
pled with the complexity of the technology, the current informal
process of resolving conflicts between the buying agency and the
suppliers has become cumbersome and prolonged. Further, charges
have been made by both the agencies and the contractors that
GSA's current process does not provide an objective forum for dis-
pute resolution. The conferees believe that it has become increas-
ingly apparent that a new forum is needed to provide a fair, equita-
ble and timely remedy in this area.

The conference substitute provides that remedy by authorizing
the GSA Board of Contract Appeals to consider protest cases in-
volving ADP procurements conducted under P.L. 89-306. The
Board is well suited to hear protests of this nature. First, the Board
can use already established procedures to hold hearings, compel
production of documents, obtain testimony of witnesses, and con-
duct cross-examination under oath. Second, the Board can use the
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authority which GSA currently has under the Brooks Act to
revoke, suspend or modify a delegation of procurement authority.
Further, the Board is authorized to suspend any contract which
was awarded pursuant to P.L. 89-306.

The conference substitute requires that an initial hearing be
held by the Board within ten days of the filed protest, and that the
Board then issue its final decision within 45 working days from the
date of the protest unless its chairman determines that specific and
unique circumstances require a longer period for consideration.
Based upon the results of the initial hearing, the Board can sus-
pend the delegation of procurement authority while the protest is
pending. The suspension of a solicitation or contract performance
shall not be ordered if the agency establishes that urgent and com-
pelling circumstances exist. In addition, the conference substitute
authorizes the Board to award the costs of pursuing a protest if
such protest action is sustained by the Board.

The conferees recognize that these provisions provide a unique
and innovative method of handling protests of a highly technical
and complex nature. The conferees believe that the Board is well
equipped to provide timely resolution of conflicts between the pro-
curing agencies and the suppliers of computer products and serv-
ices. To avoid disrupting legitimate procurements, and especially to
prevent protest actions taken in bad faith from interrupting con-
tract performance, the Board is authorized to dismiss at any point
in the process any protest action that it determines to be frivolous
or which, on its face, does not state a valid basis for the protest.

The conference substitute establishes a three-year sunset provi-
sion which should allow Congress to make a full and objective eval-
uation of the Board's operations in resolving ADP contractual dis-
putes prior to the consideration of reauthorization.

Subtitle B-Amendments to the Armed Services

Procurement Act

Section 2721-Defense Procurement Policy

Senate amendment

The Senate amendment contains no provisions directly amending
the existing policy section in the Armed Services Procurement Act.

Conference substitute

The conference substitute amends the existing policy section in
the Armed Services Procurement Act to set forth broad defense
procurement policy which, first and foremost, directs the Depart-
ment of Defense, the military services, the Coast Guard, and the
National Aeronautics and Space Administration to use full and
open competitive procedures in acquiring property and services.
The other policy statements included in the conference substitute
are intended to conform with the policies set out in section 2 of the
Office of Federal Procurement Policy Act.
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Sections 2722 and 2723

Senate amendment and conference substitute

The remaining sections under Subtitle B of the conference substi-
tute parallel sections 2711 and 2712 of Subtitle A and the explana-
tions of the provisions are the same and the conferees' intentions
with respect to these provisions are the same.

Subtitle C-Amendments to the Office of Federal Procurement
Policy Act

Section 2731-Definitions

Senate amendment
The Senate amendment did not amend the OFPP Act.

Conference substitute
The conference substitute defines the terms "full and open com-

petition" to mean that all responsible sources are permitted to
submit sealed bids or competitive proposals; "competitive proce-
dures" to mean the procedures under which an agency enters into
a contract pursuant to full and open competition; and "responsible
source" to mean a prospective contractor who is capable of satisfy-
ing the agency's needs, considering resources, delivery or perform-
ance schedule, performance record, integrity and business ethics,
organization and experience, equipment and facilities, and any
other qualifications. These terms are used throughout the confer-
ence substitute.

Section 2732-Procurement Notice and Records; Advocate for
Competition

(1) Procurement Notice Requirements

Senate amendment
The Senate amendment establishes notice provisions in the

Armed Services Procurement Act and the Federal Property and
Administrative Services Act which require a notice to be published
in the Commerce Business Daily for (1) prospective competitive and
noncompetitive contracts over $10,000, and (2) contract awards over
$10,000 for those contracts which are likely to result in the award
of subcontracts. The burden is placed on the procuring agency,
under this provision, to furnish the information for publication to
the Secretary of Commerce, who is responsible for publishing the
notice promptly in the Commerce Business Daily.

The Senate amendment establishes time periods for publication,
specifies the information which a proper notice should include, and
provides exceptions to the notice requirement which are separate
but identical in almost all cases to the exceptions for noncompeti-
tive procedures.

Conference substitute
The conference substitute retains, with minor modifications, the

notice requirements set forth in the Senate amendment, but con-
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solidates the dual-conforming amendments to the defense and civil-
ian procurement statutes by placing a uniform notice requirement
in the Office of Federal Procurement Policy Act.

(2) Record Requirements

Senate amendment

The Senate amendment facilitates congressional oversight of con-
tracting activities by requiring agencies to establish and maintain
a record, by fiscal year, of the procurements (other than small pur-
chases) in which noncompetitive procedures are used. The informa-
tion to be included in the record, which would be transmitted on a
quarterly basis to the Federal Procurement Data System, desig-
nates the contractor who received the award, the property or serv-
ices which were obtained, the dollar value, the reason for using
noncompetitive procedures, and the positions of the individuals in
the procuring agency who required and approved the sole-source
award.

Conference substitute

The conference substitute retains the record requirements of the
Senate amendment, again consolidating the amendments to the de-
fense and civilian procurement statutes into a uniform provision in
the OFPP Act, but expands application of this provision to include
all procurements-competitive and noncompetitive-in a computer-
ized file. This file should be indexed in a manner to provide ready
access to such information by other agencies, Congress, and the
public.

(3) Advocate for Competition

Senate amendment
The Senate amendment establishes in each executive agency the

position of advocate for competition with responsibilities for pro-
moting competition in the agency's procurement process. The
agency competition advocate is designed to be at a sufficiently high
level to directly influence the procurement poilicies and procedures
within the agency, while not being directly responsible for the indi-
vidual procurements. The head of each agency is prohibited from
assigning duties to the competition advocate which are inconsistent
with the advocate's responsibility to promote competition. As such,
the position of competition advocate should not be assigned to any
individual who is responsible for the initiation or conduct of any
specific agency procurement.

Conference substitute

The conferees recognize the importance of the position of compe-
tition advocate and the need to ensure that key Federal officials at
all levels are made aware of the benefits of competition and
become firmly committed to its use. To further these goals, the con-
ference substitute expands the agency advocate's responsibilities
and requires the establishment of an additional advocate for com-
petition in each procuring activity.
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The substitute requires the competition advocates to challenge
barriers to, and promote full and open competition in, the procure-
ment of property and services. Under the review and approval pro-
cedures established by the conference substitute, the procuring ac-
tivities' competition advocates are responsible for approving all
noncompetitive contract awards which involve expenditures ex-
ceeding $100,000 but less than $1,000,000. Further, the agency ad-
vocate is given the additional responsibilities of recommending to
the agency's senior procurement executive (1) goals and plans for
increasing competition on a fiscal-year basis, and (2) a system of
personal and organizational accountability designed to encourage
the procurement workforce to emphasize competition.

The conferees recommend that the performance ratings of pro-
curement personnel include an appraisal of their efforts to promote
competition in agency procurements.

(4) Annual Report on Competition

Senate amendment
The Senate amendment requires the head of each executive

agency to issue an annual report to Congress on the agency's use of
competition in contracting. Specifically, the report should provide
an overview of the actions taken by the agency to increase competi-
tive contracting and reduce the number and dollar value of non-
competitive contracts, and the activities and accomplishments of
the agency's advocate for competition.

Conference substitute
The conference substitute incorporates the annual report re-

quirement from the Senate amendment and establishes January 31
as the deadline for submission to Congress for fiscal years 1986
through 1990.

(5) Competition Requirement

Senate amendment

The Senate amendment has no comparable provision.

Conference substitute

The conference substitute amends Section 16(1) of the OFPP Act
(executive agency responsibilities) to require the use of full and
open competition in executive agency procurements of property
and services. Language contained in this substitute requires agen-
cies, when using competitive procedures, to establish policies, pro-
cedures, and practices necessary to ensure that a sufficient number
of sealed bids or competitive proposals are received from responsi-
ble sources to fulfill the government's requirements (including per-
formance and delivery schedules) at the lowest reasonable cost con-
sidering the nature of the property or services procured. This re-
quirement applies to all agency procurements, including those
made under set-aside programs.
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Subtitle D-Amendments to the Budget and Accounting Act

Section 2751-Procurement Protest System

Senate amendment

The Senate amendment contains no provisions regarding the
General Accounting Office bid protest system.

Conference substitute

The conferees believe that a strong enforcement mechanism is
necessary to insure that the mandate for competition is enforced
and that vendors wrongly excluded from competing for government
contracts receive equitable relief. To accomplish this, the confer-
ence substitute adds a new subchapter to Chapter 35 of Title 31,
United States Code, which codifies and strengthens the bid protest
function currently in operation at the General Accounting Office
(GAO). The provisions of this section become effective on Janaury
15, 1985.

The conference substitute establishes an enforcement mechanism
keyed to the procedures contained in the Senate amendment for so-
licitation, notice, evaluation, and award. The procurement protest
system further relies on record requirements in the Senate amend-
ment, as expanded in the conference substitute, to insure the avail-
ability of information needed not only by the Comptroller General
to make determinations in procurement protests, but also by inter-
ested parties to identify, and initiate action against, solicitations
and awards which they believe are unlawful.

The Comptroller General is not given exclusive authority to hear
protests. The conferees do not intend, for example, that the GAO
decide matters dealing with the Small Business Administration's
responsibilities under the Small Business Act to establish industry
size standards or to issue Certificates of Competency to small busi-
nesses. Finally, interested parties with recourse to the General
Services Administration Board of Contract Appeals in disputed
computer procurements may not protest the same action to both
the GAO and the GSA board.

Any actual or prospective bidder of offeror whose direct economic
interest would be affected by the award of or failure to award a
procurement contract by an executive agency may challenge the
agency's solicitation, award or proposed award by filing a protest
with the Comptroller General. Final agency determinations under
section 307 of the Federal Property and Administrative Services
Act and section 2310 of title 10, United States Code, may be the
subjects of protests to GAO, the courts, and where appropriate, the
GSA board.

Once a protest has been filed with GAO, the Comptroller Gener-
al shall notify the executive agency involved within one day of re-
ceipt of the protest. The executive agency then has 25 working days
(10 if the Comptroller General selects the "express option") to re-
spond. the Comptroller General must issue his opinion within 90
working days (45 calendar days under the express option). The
Comptroller General may extend the deadlines when appropriate
for specific protests, on a case-by-case basis; the conferees regard
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such extensions as exceptional, however, and to be used in unique
circumstances only.

If, when a protest is filed, the contract in question has not yet
been awarded, an award may not be made unless the head of pro-
curing activity responsible finds and reports to the Comptroller
General that urgent and compelling circumstances which signifi-
cantly affect the interests of the United States will not permit
awaiting the Comptroller General decision. (This finding may be
made only if the award is likely to occur within 30 calendar days.)
If a protest is filed within 10 days after award of the contract, per-
formance shall cease and all related activities which may result in
additional obligations being incurred by the United States must be
suspended, unless the head of the procuring activity informs the
Comptroller General that urgent and compelling circumstances
which significantly affect interests of the United States will not
permit waiting for the Comptroller General's decision, or that per-
formance of the contract is in the best interest of the United
States.

Before notifying the Comptroller General that continued per-
formance of a disputed contract is in the government's best inter-
est, however, the head of the procuring activity should consider po-
tential costs to the government from carrying out relief measures
as may be recommended by the Comptroller General if the protest
is subsequently sustained. This is to insure that if the Comptroller
General sustains a protest, such forms of relief as termination, re-
competition, or re-award of the contract will be fully considered for
recommendation. Agencies in the past have resisted such recom-
mendations on the grounds that the government's best interest
would not be served by relief measures of this sort because of the
added expenses involved. This provision is designed to preclude
that argument in the future, and thus to avoid prejudicing those
relief measures in the Comptroller General's review.

If the Comptroller General determines that a protested procure-
ment action has involved government non-compliance with statutes
or regulations, the Comptroller General is required to recommend
corrective action to the executive agency responsible, and the head
of the procuring activity involved must notify the Comptroller Gen-
eral if the agency has not implemented the recommendations
within 60 calender days. This provision does not preclude the
Comptroller General from requesting the agencies to notify the
GAO of the status of any other recommendation. An annual report
of all notifications received by the Comptroller General, describing
each instance of non-implementation, must be submitted to Con-
gress.

The Comptroller General may grant to a successful protesting
party reimbursement for expenses of preparing bids or proposals
related to the disputed contracting action and for costs incurred in
making the protest. These costs shall be paid from the procurement
funds (not necessarily funds for the specified procurement which
was challenged) of the executive agency involved.

The conference substitute provides that the Comptroller General
may dismiss at any point in the process a filing determined to be
frivolous or to lack a valid basis for protest. This provision reflects
the intent of the conferees to keep proper contract awards or due
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performance of contracts from being interrupted by technicalities
which interested parties in bad faith might otherwise attempt to
exploit. Finally, the conferees expect that the Comptroller General
will declare monetary awards only in cases where the agencies
have unfairly excluded vendors from procurements, and not in
cases involving minor technicalities.

The Comptroller General currently receives from courts and
agencies requests concerning the propriety of procurements. The
conferees intend that the Comptroller General have the discretion
to continue to process these requests in a manner consistent with
the one used for bid protests.

The conference substitute also includes a section regarding alter-
native remedies. The subchapter regarding bid protests does not
alter the current rights of any person to seek administrative or ju-
dicial review of any alleged violation of a procurement statute or
regulation. Further, documents related to a Comptroller General's
decision on a procurement and the agency's response to such deci-
sion must be made a part of the agency record and be made avail-
able to the courts in the event a suit is filed against the agency
involving the procurement.

Subtitle E-Effective Date: Regulations; Study

Section 2751-Effective Date

Senate amendment
The Senate amendment applies to any solicitations for bids or

proposals issued on or after the date 270 days after enactment.

Conference substitute
The conference substitute establishes April 1, 1985, which is ap-

proximately 270 days from the anticipated date of enactment, as
the effective date. The substitute also establishes January 15, 1985,
which allows approximately 180 days for implementation, as the ef-
fective date for the bid protest provision.

Section 2752-Modification of the Federal Acquisition Regulation

Senate amendment
The Senate amendment has no comparable provision.

Conference substitute

The conference substitute requires that the Federal Acquisition
Regulation (FAR) shall be modified by March 31, 1985, to conform
to the requirements set forth in this substitute. Modification shall
also be made to the FAR within this time period to reflect policy
directives issued by the Office of Federal Procurement Policy.

The conferees note with considerable concern that the system es-
tablished to maintain the FAR is not working. Presently, FAR
maintenance is jointly vested in two procurement regulatory coun-
cils, the Defense Acquisition Regulatory (DAR) Council, established
by the Secretary of Defense, and the Civilian Agency Acquisition
Council (CAAC), established pursuant to the FAR. Under the main-
tenance procedures prescribed by the FAR, both councils must con-
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sider and approve each proposed modification or addition to the
FAR.

Given this cumbersome maintenance system, the conferees note
that, to date, the regulatory councils have failed to implement both
statutory changes and OFPP policy directives. Given the currently
limited role accorded to OFPP in the FAR maintenance system, the
conferees are concerned that the continuing lack of leadership for
the FAR maintenance system will perpetuate the untimely imple-
mentation of FAR changes required by statute or OFPP policy di-
rectives.

By statute, the OFPP Administrator is empowered to issue pro-
curement regulations, procedures or forms when the two regulato-
ry councils are unable to agree or fail to take action. In the event
that conflict or inaction precludes the two councils from meeting
the April 1, 1985, deadline for implementing the modifications to
the FAR pursuant to this substitute, the OFPP Administrator must
intervene to issue the regulations by this deadline. Further, the
conferees believe that the OFPP Administrator should be accorded
a greater role in managing the FAR maintenance process on a con-
tinuing basis.

Section 2753-Study

Senate amendment

The Senate amendment has no comparable provision.

Conference substitute
The conference substitute requires the Office of Federal Procure-

ment Policy to recommend to Congress a plan for increasing the
use of full and open competition in the procurement of profession-
al, technical and managerial services. This category of procure-
ments often involves the use of evaluation criteria, other than
price, in the selection of the winning vendor.

The Office of Federal Procurement Policy is directed to recom-
mend competitive selection procedures for procurements where
price is not a significant factor and the agency has determined a
legitimate need for the best or highest quality proposal. Such a
plan should include requirements for the agencies to follow to
ensure that all responsible vendors are allowed to compete for the
above procurements and that fair and reasonable prices are paid
for the service. OFPP should consider, as a possible alternative
prior to designing a plan, a system in which all qualified persons
capable of providing specified services are placed on a list main-
tained by the government, in which each of those persons is en-
couraged to submit a competitive proposal in response to each solic-
itation for such services, and in which the award is made to the
bidder on the list who can perform the service for the lowest over-
all cost.

The Office of Federal Procurement Policy should also, in con-
ducting the study, consult with experts in such fields as soil engi-
neering, real estate appraising, surveying and mapping, and other
professional services which do not fit within the traditional concept
of Federal procurement procedures.
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TITLE VIII-FEDERAL CREDIT UNION ACT AMENDMENTS

Recapitalization of the National Credit Union Administration

Share Insurance Fund (Sections 2801-2812)

Sections 2801-2812 authorizes the National Credit Union Admin-
istration (NCUA) to impose a capital assessment on insured credit
unions equal to 1 percent of their insured share accounts, thereby
raising the capital of the fund to 1.3 percent.

The recapitalization of NCUA's insurance fund restructures one
of the three federal deposit insurance funds in a significant
manner. The conferees agree that there is a need for thorough Con-
gressional review of deposit insurance generally, of the deposit in-
surance reports submitted by the federal insuring agencies pursu-
ant to the Garn-St Germain Act and of deposit insurance reform
proposals urged by various deposit insurance experts and the feder-
al insuring agencies. However, in view of the Senate's position on
sections 2801-2812 and the need to expedite completion of the Om-
nibus Reduction Act Conference, the House receded to the Senate.

Tax Exemption of the NCUA

Central Liquidity Facility (Section 2813)

Established in 1978 by Public Law 95-630, the Financial Institu-
tions and Interest Rate Control Act, the CLF is the "central bank"
for credit unions. The CLF is a mixed ownership corporation (stock
owned by credit unions), is on-budget, and is located within and
manged by the NCUA. Section 2813 corrects an oversight in the en-
actment of P.L. 95-630 which provided that the CLF be similar to
Federal Reserve Banks and Federal Home Loan Banks but did not
explicitly exempt the CLF from taxation. Section 2813 corrects this
oversight and explicitly exempts the CLF from taxation. The effec-
tive date of this provision would be retroactive to October 1, 1979.
Therefore, the House receded to the Senate.

Elimination of Treasury Fees on Payroll Allotment (Section 2814)

Section 2814 eliminates the fee which Treasury charges financial
institutions for depositing payroll allotments of civilian federal em-
ployees. The House passed a similar bill in 1982; and a similar bill,
H.R. 3879, was approved by the House under suspension on April 2,
1984. The House receded to the Senate.

TITLE IX-MISCELLANEOUS PROVISIONS

Section 2901. Cost Savings by Administrative Action

House amendment

The House amendment contains no provision relating to reduc-
tion of obligations for various types of administrative activities.

Senate amendment

Section 1603 of the Senate amendment requires that the total
amount which may be obligated for various administrative pur-

35-426 0 84 91
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poses in FY 1985 be reduced by specified amounts below the total
appropriated for such purposes for FY 1984. These purposes and
amounts are:
Section 1603(a)-Certain Travel and Transportation ............................ $750 million.
Section 1603(b)- Consultant Services ....................................................... $1 billion.
Section 1603(c)-Public Affairs, Public Relations, Public Informa-

tion and A dvertising ................................................................................. $100 m illion.
Section 1603(d)-Publishing, Printing, Reproduction, and Audiovis-

ual A ctivities .............................................................................................. $250 m illion.
Section 1603(f)-Certain Motor Vehicle Operations .............................. $160 million.

Section 1603(e) requires OMB to "effect savings of $2,100,000,000
through enhanced identification and recovery and collection of Fed-
eral overpayments, delinquencies, and indebtedness . . . most re-
cently considered to be uncollectible." This is the amount that the
President's FY 1985 budget estimated would be collected through
increased efforts.

The provisions of Section 1603 of the Senate amendment were de-
signed to reduce the costs of administrative activities by providing
that total FY 1985 obligations-for those activities would be reduced
by certain amounts below comparable levels in FY 1984 appropria-
tions. All reductions would be allocated by the Director of the
Office of Management and Budget among the agencies, but, in
some instances, certain key functions, such as law enforcement and
emergency national defense activities, would be exempt from bear-
ing a share of the allocated reductions.

Conference agreement
The conferees agreed to the Senate provision with an amend-

ment.
The conferees agree that significant savings can be achieved in

these areas of Federal expenditures. However, the conferees are
concerned that there is insufficient data to implement the provi-
sion, that the amounts of the reductions may be inappropriate, and
that the language of the provision would probably not result in sav-
ings to the government.

There are no firm estimates concerning the baseline costs to the
government of the categories of expenditures specified in the
amendment. The government accounts do not separately identify
the specific costs of administrative components such as travel and
transportation, consultant services, public affairs, public relations
and advertising, publishing, and motor vehicle operations. Without
a firm, agreed upon base from which to measure the costs of these
activities, it would be nearly impossible to determine the real sav-
ings which might result from the provisions of section 1603 (a)
through (f)(1) of the Senate amendment.

While monies for travel and transportation are not separately
appropriated and obligated, statistics on these expenditures have
been developed. These statistics suggest that the size of the reduc-
tion required in this area by the Senate amendment could severely
hamper important government activities. Evidence supplied by
OMB in a letter to Chairman Roth suggests that the travel and
transportation activities not exempted in the Senate provision
would have to be reduced by about 26 percent to carry out the re-
quirements of the provision. OMB went on to conclude that if other
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important activities such as transportation of Commodity Credit
Corporation commodities, coal for TVA's power plants, stockpile
commodities, and travel for VA beneficiaries, FAA and other trans-
portation safety staff, audit staff, diplomatic officials and staff, and
Department of Defense staff, are also excluded from the reduction,
the reduction required for remaining activities would be about two-
thirds.

Furthermore, the conferees agree with OMB that the provision
would not result in savings to the government. This is because the
language does not reduce appropriated funds, but rather limits ex-
penditures for specific activities such as public affairs of reproduc-
tiort expenses. According to OMB, any "savings" resulting from re-
ductions in expenditures for those administrative activities, would
by law have to be made available for other purposes. Otherwise,
the funds would be withheld from obligation contrary to the provi-
sions of the Impoundment Control Act.

To solve these problems, the conferees agreed on an amendment
that would require the development by OMB of baseline data, a de-
termination of possible savings, and a plan to achieve these sav-
ings.

Section 2901(a) expresses the sense of Congress that costs for ad-
ministrative activities can be reduced and that better management
of such activities must remain a high priority of the Congress and
the executive branch.

Subsection (b) of section 2901 includes provisions designed to pro-
vide Congress and the public with more substantial and clearly de-
fined information on the baseline costs for administrative activi-
ties. This subsection requires the Director of the Office of Manage-
ment and Budget to report to Congress baseline estimates of the
costs for each of the specified administrative activities in FY 1984.
In addition, OMB would be required to explain what savings can
reasonably be expected in these areas in FY 1985 through manage-
ment improvements and how those savings would be achieved.
OMB is also directed to submit draft legislation where necessary to
achieve savings in the costs of these administrative activities.

Subsection (c) requires that in the event OMB estimates of possi-
ble savings are less than that required in the Senate provision,
then the report to Congress must include an explanation of why
the higher figure is not achievable.

As agreed to by the conferees, section 2901(a)(1)(C) no longer
refers to "public information activities" as one of the areas in
which reductions are to be identified. Conferees concluded that re-
ductions are appropriate in the areas of public relations and adver-
tising by agencies. However, they agreed that providing informa-
tion on the operations of government generally, or pursuant to the
Freedom of Information Act specifically, should not be affected by
this section.

Section 2902. Disposal of Certain Land at Montauk Air Force

Base

House amendment

The House amendment contains no provision related to the dis-
posal of land at Montauk Air Force Base.
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Senate amendment
Section 1605 of the Senate amendment provides that the Admin-

istrator of General Services shall assign to the Secretary of the In-
terior for use as a public park or recreation area, 278 acres of the
Montauk Air Force Station in East Hampton Township, Suffolk
County, New York, that were declared surplus on December 21,
1981. This section also provides that, in exchange for the transfer
of title to 125 acres of property owned by the State of New York at
Fire Island, New York, to the Secretary of the Interior, the Secre-
tary shall convey the Montauk Point property to the State of New
York for public park or recreation uses in accordance with section
203(k)(2) of the Federal Property and Administrative Services Act
of 1949.

Conference agreement
The conferees agreed to the Senate provision with an amend-

ment.
In 1981, the General Services Administration determined that

the designated Montauk Point property was surplus and that its
highest and best use was for residential development. On October
21, 1983, the Acting Secretary of the Interior reaffirmed to GSA
the high park and recreation values of the property, asking for a
reconsideration of a decision not to assign the property for park
and recreation use. However, on February 8, 1984, GSA proceeded
to auction the property. Acceptance of the high bid and award have
been held in abeyance because of a court order.

On April 27, 1984, the Secretary of the Interior advised the
Acting Administrator of General Services that he had approved a
revised application which the State of New York had submitted for
a public benefit discount conveyance of the Montauk Point proper-
ty pursuant to section 203(k)(2) of the Federal Property and Admin-
istrative Services Act. That provision authorizes such conveyances
of surplus real property for public park or public recreational pur-
poses. The Secretary urged GSA to assign the property to the De-
partment so that it might be transferred to the State for those pur-
poses. New York's revised application includes projected State de-
velopments to cost an estimated $2,010,000.

The Secretary stressed the property's unique natural characteris-
tics and recreation potential. At the same time, he advised GSA
that the Governor of New York had formally offered to donate to
the Federal government 125 acres of State-owned land within the
boundaries of the Fire Island National Seashore. This includes the
unnamed unit of Robert Moses State Park that was included
within the boundaries of the national seashore by Public Law 95-
625 (Act of November 10, 1978, section 322(a)).

On April 23, 1984, the Secretary formally asked, through the Di-
rector of the Office of Management and Budget, that the Adminis-
tration throughly explore these two mutually advantageous trans-
fers. As yet, the Administration has disclosed no position on this
matter.

The conferees believe that unique park and recreational values
inhere in the Montauk Point property and that the best interest of
the United States would be served through public benefit discount
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transfer to the State of New York, whose application for acquisi-
tion and planned park and recreational development has the Secre-
tary of the Interior's strong endorsement.

Nevertheless, the conferees are concerned that this provision, as
included in the Senate amendment, overrides the Federal Property
Act's statutory structure for disposal of surplus property and would
set a precedent for ad hoc disposals of surplus Federal property-a
problem that the establishment of an administrative structure for
the evaluation and disposal of surplus property was intended to
avoid.

In order to reconcile concerns for the proper disposal of this
piece of property and the need to maintain a uniform surplus prop-
erty disposal structure, the conferees adopted a provision stating
that the Congress finds that the highest and best use of the Mon-
tauk lands is use as a park or recreational area. The provision also
recognizes the State of New York's willingness to convey the Fire
Island lands. The conference agreement states that the Administra-
tor of GSA should assign the Montauk property to the Secretary of
the Interior and that the Secretary should, simultaneous with the
acceptance of the Fire Island property, convey the Montauk land to
the State of New York for use as a public park or recreational area
through a public discount conveyance under section 203(k)(2) of the
Federal Property and Administrative Services Act.

The conference agreement thus does not supplant the processes
provided under section 203(k)(2). The conferees expect that the Gen-
eral Services Administration and the Department of the Interior
will proceed expeditiously to accomplish this objective and also
that the Secretary of the Interior will accept the offer by the State
of New York to donate the 125 acres of State-owned lands to the
United States to be administered as part of the Fire Island Nation-
al Seashore.

Section 2903. Cost Savings Report by the President

House amendment
The House amendment contains no provision relating to a review

of cost savings by administrative action.

Senate amendment

Section 1609 of the Senate amendment requires the Administra-
tion to review the recommendations of the President's Private
Sector Survey on Cost Control (the Grace Commission) which re-
quire administrative or presidential action and commit to adopting
a sufficient quantity to achieve cost savings of $4 billion in fiscal
year 1985, $6 billion in FY 1986, and $10 billion in FY 1987. The
provision in the Senate amendment also would require the Admin-
istration to expedite and administer provisions of the recommenda-
tions and subsequent changes in laws to implement cost savings
pursuant to the provision.

Conference agreement

The conferees were concerned that the language of the Senate
amendment might be construed as constituting an endorsement by
the Congress of one specific group of recommendations as to cost
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savings in the Federal government, to the exclusion of numerous
other studies in this area. For that reason, the conferees agreed to
expand the coverage of the provision to require the President to
review recommendations for management improvement and cost
control opportunities, including those made by congressional com-
mittees, executive and legislative branch agencies, educational and
research organizations, and public and private bodies, task forces,
councils, panels, and study groups. A report on this review is to be
submitted along with the budget in January 1985. The report is to
contain a list of the recommendations the President has reviewed,
the source of those recommendations, the actions which the Presi-
dent proposes to take or has taken, and the amount of cost savings
expected to result from implementation of these recommendations
in FY 1985, 1986, and 1987.

The conferees expect all the recommendations in the studies that
are reviewed to be specifically addressed, either in the affirmative
or the negative, in this report.

Cost savings by committee (section 2904)
Section 1608 of the Senate amendment would require all author-

izing committees of the Senate and House to review savings recom-
mendations of the President's Private Sector on Cost Control, and,
based on that review, make recommendations to the Budget Com-
mittees by September 30, 1984.

The House amendment contains no comparable provision.
The Conference substitute modifies the Senate amendment to re-

quire authorizing committees to review the report required under
section 2903, as agreed to by the Conference, and to submit recom-
mendations for cost savings to the Budget Committees by March
15, 1985 as part of each committee's report submitted pursuant to
section 301(c) of the Congressional Budget and Impoundment Con-
trol Act of 1974, as amended.

Analyses of budget assumptions (section 2905)
Section 1610 requires the Director of the Congressional Budget

Office to analyze executive departments and agencies, so as to de-
termine the nature and reliability of the assumptions that are used
in the preparation and submission of budget estimates for the Con-
gress.

The House amendment contains no comparable provision.
The House recedes to the Senate with modifications. Section

2905(a) is modified to require the Director of the Congressional
Budget Office to study and report on reasons for differences in pro-
jected and actual budget figures, identify systematic biases in esti-
mates, and examine alternative forecasting methods. Section
2905(b) is modified to require CBO and GAO to review budget esti-
mates prepared by the Department of Defense and one other civil-
ian agency. Section 2905(c) is deleted in the Conference agreement.
The report would be due June 1, 1985.

Formula approach to Federal budgeting (section 2906)
Section 1315 of the Senate amendment states Congressional find-

ings concerning the growth in Federal deficits and the need to con-
trol such growth. Section 1316 of the Senate amendment requires
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the Director of the Congressional Budget Office and Director of the
Office of Management and Budget to conduct a study using alter-
native formulas for the entire Federal budget.

The House amendment contains no comparable provisions.
The Senate recedes to the House on section 1315.
The House recedes to the Senate amendment with a modification

to section 1316.

Mining of Nicaraguan ports (section 2907)

Section 1001 of the Senate amendment states it is the Sense of
the Congress that no funds be appropriated in any Act of the Con-
gress for the purpose of mining of the ports or territorial waters of
Nicaragua.

The House amendment contains no comparable provision.
The House recedes to the Senate.

National Commission

Section 1602 of the Senate amendment states it is the Sense of
the Senate that a National Commission on Federal Spending
Reform should be established.

The House amendment contains no comparable provision.
The Senate recedes to the House.

National Commission on Deficit Reduction

Section 1601 of the Senate amendment states it is the Sense of
the Congress that a bipartisan National Commission on Deficit Re-
duction be established.

The House amendment contains no comparable provision.
The Senate recedes to the House.

Solely for consideration of titles I through VIII, section 1002, and
title XI of the Senate amendment, and division A of the House
amendment to the Senate amendment:

From the Committee on Ways and Means:
DAN ROSTENKOWSKI,
SAM GIBBONS,
J.J. PICKLE,
C.B. RANGEL,
PETE STARK,
BARBER B. CONABLE, Jr.,
JOHN J. DUNCAN,
BILL ARCHER,

Managers on the Part of the House.

From the Committee on Finance, to consider those matters
within its jurisdiction: BOB DOLE,

BOB PACKWOOD,
W.V. ROTH, Jr.,
JOHN C. DANFORTH,
JOHN H. CHAFEE,
RUSSELL B. LONG,
LLOYD BENTSEN,
SPARK M. MATSUNAGA,
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MAX BAUCUS,
Managers on the Part of the Senate.

Solely for consideration of sections 921 through 926, 943, 944, 952,
and 958 of the Senate amendment and title III, parts B and C of
division B of the House amendment to the Senate amendment:

From the Committee on Energy and Commerce:
JOHN D. DINGELL,
HENRY A. WAXMAN,
JAMES H. SCHEUER,
TOM LUKEN,
DOUG WALGREN,
BARBARA A. MIKULSKI,

Managers on the Part of the House.

From the Committee on Finance, to consider those matters
within its jurisdiction:

BOB DOLE,
BOB PACKWOOD,
W.V. ROTH, Jr.,
JOHN C. DANFORTH,
JOHN H. CHAFEE,
RusSELL B. LONG,
LLOYD BENTSEN,
SPARK M. MATSUNAGA,
MAX BAUCUS,

Managers on the Part of the Senate.

Solely for consideration of sections 905, 909, 917, 919, 951, 955,
956, 957, subsections (a), (b), and (c) of section 965, 966, 971 through
976, 981 through 985, and 992 through 997 of title IX of the Senate
amendment and title III, sections 308 (2308), 339 (2339), 340 (2340),
342 (2342), and title VI (except for sections 650 (2650) and 661
(2661)) of division B of the House amendment to the Senate amend-
ment:

From the Committee on Ways and Means:
DAN ROSTENKOWSKI,
ANDREW JACOBS, Jr.,
C.B. RANGEL,
MARTY RUSSO,
HAROLD FORD,
PETE STARK,
DONALD J. PEASE,
BARBER B. CONABLE,
JOHN J. DUNCAN,
W. HENSON MOORE,

Managers on the Part of the House.

From the Committee on Finance, to consider those matters
within its jurisdiction:

BOB DOLE,
BOB PACKWOOD,

W.V. ROTH, Jr.,
JOHN C. DANFORTH,
JOHN H. CHAFEE,
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RUSSELL B. LONG,
LLOYD BENTSEN,
SPARK M. MATSUNAGA,
MAX BAUCUS,

Managers on the Part of the Senate.

Solely for consideration of title IX (except for sections 905, 909,
917, 919, 921 through 926, 943, 944, 951, 952, 955 through 958, sub-
sections (a), (b), and (c) of section 965, 966, 971 through 976, 981
through 985, and 992 through 997)) and section 1611 of the Senate
amendment and title III (except for sections 308 (2308), 339 (2339),
340 (2340), and 342 (2342)) of division B of the House amendment to
the Senate amendment and sections 650 (2650) and 661 (2661) of di-
vision B of the House amendment to the Senate amendment:

From the Committee on Energy and Commerce:
JOHN D. DINGELL,
HENRY A. WAXMAN,

JAMES H. SCHEUER,
TOM LUKEN,
DOUG WALGREN,

BARBARA A. MIKULSKI,

From the Committee on Ways and Means:
DAN ROSTENKOWSKI,
ANDREW JACOBS, Jr.,

C.B. RANGEL,
MARTY Russo,
HAROLD FORD,
PETE STARK,

DONALD J. PEASE,
BARBER B. CONABLE,
JOHN J. DUNCAN,
W. HENSON MOORE,

Managers on the Part of the House.

From the Committee on Finance, to consider those matters
within its jurisdiction:

BOB DOLE,
BOB PACKWOOD,
W.V. ROTH,

JOHN C. DANFORTH,
JOHN H. CHAFEE,
RUSSELL B. LONG,

LLOYD BENTSEN,
SPARK M. MATSUNAGA,
MAX BAUCUS,

Managers on the Part of the Senate.

Solely for consideration of title XIV and section 1606 of the
Senate amendment:

From the Committee on Appropriations:
JAMIE L. WHITTEN,
EDWARD P. BOLAND,
SILVIO 0. CONTE,

JOSEPH M. MCDADE,
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Solely for consideration of title XIV except for section 1401(f) of
the Senate amendment:

From the Committee on Rules:
CLAUDE PEPPER,

GILLIS LONG,
ANTHONY C. BEILENSON,
MARTIN FROST,

Managers on the Part of the House.

From the Committee on Appropriations, to consider those
matters within its jurisdiction:

MARK 0. HATFIELD,
TED STEVENS,

From the Committee on Governmental Affairs, to consider
those matters within its jurisdiction:

W.V. ROTH, Jr.,
BILL COHEN,
TOM EAGLETON,

From the Committee on the Budget:
PETE V. DOMENICI,

WILLIAM L. ARMSTRONG,
NANCY LANDON KASSEBAUM,
RUDY BOSCHWITZ,
JOHN TOWER,

Managers on the Part of the Senate.

Solely for Consideration of title XII and Sections 1604 and 1607
of the Senate amendment, and title II of Division B of the House
amendment to the Senate Amendment:

From the Committee on Post Office and Civil Service:
WILLIAM D. FORD,
WILLIAM CLAY,
ROBERT GARCIA,
MICKEY LELAND,
DAN ALBOSTA,
MARY ROSE OAKAR,
GENE TAYLOR,
BENJAMIN A. GILMAN,
TOM CORCORAN,
JIM COURTER,

Solely for consideration of such portions of section 1201 of the
Senate amendment and section 201 of division B of the House
amendment to the Senate amendment as related to cost-of-living
adjustments for military retirees:

From the Committee on Armed Services:
MELVIN PRICE,
BILL NICHOLS,
WM. L. DICKINSON,
ELWOOD HILLIS,

Solely for consideration of section 1604 of the Senate amend-
ment:

From the Committee on the Judiciary:
PETER W. RODINO, Jr.,
JACK BROOKS,
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HAMILTON FISH, Jr.,
Managers on the Part of the House.

From the Committee on Governmental Affairs, to consider
those matters within its jurisdiction:

W.V. ROTH, Jr.,
CHARLES McC. MATHIAS, Jr.,
BILL COHEN,

TOM EAGLETON,
JEFF BINGAMAN,

Managers on the Part of the Senate.

Solely for consideration of title XV of the House amendment:
From the Committee on Government Operations:

JACK BROOKS,
DON FUQUA,
CARDISS COLLINS,

GLENN ENGLISH,
ELLIOTT H. LEVITAS,
FRANK HORTON,

JOHN N. ERLENBORN,
W. CLINGER,

Managers on the Part of the House.

From the Committee on Armed Services, to consider those
matters within its jurisdiction:

BILL COHEN,
DAN QUAYLE,
JEFF BINGAMAN,
CARL LEVIN,

From the Committee on Governmental Affairs, to consider
those matters within its jurisdiction:

W.V. ROTH, Jr.,
BILL COHEN,
TOM EAGLETON,
CARL LEVIN,

Managers on the Part of the Senate.

Solely for consideration of sections 1301 through 1314 of the
Senate amendment:

From the Committee on Banking, Finance and Urban Af-
fairs:

FERNAND J. ST GERMAIN,
FRANK ANNUNZIO,
CARROLL HUBBARD,

DOUG BARNARD, Jr.,
MARY ROSE OAKAR,
CHALMERS P. WYLIE,

STEWART B. McKINNEY,
Managers on the Part of the House.

From the Committee on Banking, Housing, and Urban Af-
fairs, to consider those matters within its jurisdiction:

JAKE GARN,
JOHN TOWER,



1450

BILL PROXMIRE,
Managers on the Part of the Senate.

Solely for consideration of title IV of division B of the House
amendment to the Senate amendment:

From the Committee on Small Business:
PARREN J. MITCHELL,
JOSEPH P. ADDABBO,
JOSEPH M. MCDADE,

Managers on the Part of the House.

From the Committee on Small Business, solely for consider-
ation of title IV of division B of the House amendment to the
Senate amendment:

LOWELL P WEICKER, Jr.,
SLADE GORTON,
DALE BUMPERS,

Managers on the Part of the Senate.

Solely for consideration of title V of division B of the House
amendment to the Senate amendment:

From the Committee on Veterans' Affairs:
G.V. MONTGOMERY,
DON EDWARDS,
BOB EDGAR,
DOUGLAS APPLEGATE,
MARVIN LEATH,
RICHARD SHELBY,
JOHN PAUL HAMMERSCHMIDT,
CHALMERS P. WYLIE,
ELWOOD HILLIS,

Managers on the Part of the House.
From the Committee on Veterans' Affairs, solely for consid-

eration of title V of division B of the House amendment to the
Senate amendment:

ALAN K. SIMPSON,
STROM THURMOND,
ALAN CRANSTON,

Managers on the Part of the Senate.

Solely for consideration of sections 1603, 1605, 1609, and subsec-
tion (b) of section 1610 of the Senate amendment:

From the Committee on Government Operations:
JACK BROOKS,
DON FUQUA,

CARDISS COLLINS,
GLENN ENGLISH,
ELLIOTT H. LEVITAS,
FRANK HORTON,
JOHN N. ERLENBORN,
W. CLINGER,

Managers on the Part of the House.
From the Committee on Governmental Affairs, to consider

those matters within its jurisdiction:
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W.V. ROTH, Jr.,
BILL COHEN,

TOM EAGLETON,
CARL LEVIN,

From the Committee on the Budget:
PETE V. DOMENICI,

WILLIAM L. ARMSTRONG,
NANCY LANDON KASSEBAUM,
RUDY BOSCHWITZ,

JOHN TOWER,
Managers on the Part of the Senate.

Solely for consideration of title IX, section 1001, and titles XII
through XVI of the Senate amendment, and division B of the
House amendment to the Senate amendment:

From the Committee on the Budget:
JAMES JONES,

LEON E. PANETTA,
RICHARD GEPHARDT,
BILL NELSON,
BRIAN DONNELLY,
BUTLER DERRICK,
PAT WILLIAMS,

Managers on the Part of the House.

For consideration of the entire bill:
From the Committee on the Budget:

PETE V. DOMENICI,
WILLLIAM L. ARMSTRONG,
NANCY LANDON KASSEBAUM,
RUDY BOSCHWITZ,
JOHN TOWER,

Managers on the Part of the Senate.


