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L INTRODUCTION

This pamphlet provides a summary of the tax cut provisions of H.J.
Res. 266, as ordered reported by the Senate Finance Committee on
June 25, 1981. The tax reduction provisions were added as an amend-
ment in the form of a substitute to 8 House-passed measure, H.J. Res.
266 (to provide for a temporary increase in the public debt limit).

A ner p h

The hlet also includes a description of a tax mdexnxy rovision
whicK wgl be offered as a committee amendment to H.J. %ea. 266.

This document is intended to be a brief summary of the decisions
made by the Finance Committee. The Finance Committee report and
the reported bill will provide the official legislative history of the
provisions,

¢}



IL OVERVIEW OF FINANCE COMMITTEE BILL

Individual tax rate reductions
There will be acroes-the-board reductions in individual incoms tax
rates which will reduce tax liability by approximately 114 perceat in
1981, 11 percent in 1082, 18 percent in 1983 and 23 in 1984 and
ure years. These reductions in tax liability will be reflected in cor-
res ing reductions in withheld taxes of 5 percent on October 1,
}gl,sfnrtherlm 10 percent on July 1, 1982, and another 10 percent on
i tax rate will be reduced from 70 to 50 perceat for 1983

and subsequent years,

The maximum rate of tax on capital gains will be reduced to 20 per-
cent for transactions occurring after June 10, 1981.

Deduction for two-earner married couples

In 1982 a married couple will receive a deduction of 5 percent of the
first $30,000 of the earnings of the spouse with the lesser amount of
wl"orm&mdmbeeqmntyurs,thodednctmwmbolo

Accelerated cost recovery system

The committee bill will completely revise the Federal income tax

Thcco;tge ; .personmdn?l‘inpart g:t:exnll ;villbe ered

o r0) recov!
using s mrﬁh:lgeeleutedcfeprech{ionmeth{)domzwyw,
10-year, 8-year, or 3-year period, depending on the type of property.
cost of most real property will be reco over & 15-

reoovelz‘ﬁu'md, using sf&mscnbed accelerated de; mciationmm

The bill will allow a investment credit for all eligible 15-year,
10-year and 5-year recovery property and a 6 percent credit for all
eligible 3-year recovery property.
Investment tax credit for rehabilitation

The 10-percent investment credit for rehabilitation of in-
dusm:mmﬂ structures and the rapid amortization pro-
visions for certified historic structures will be replaced by a 15-percent
credit fg:mhabﬂm‘c;n of st:getumo:i&:n;:g ye;‘r-sol sm-pqng,
credit for structures at least oars 'Y credit-

L struc . y percent

Individual retirement savings

The limits on deductible contributions to individual retirement
accounts (TRA’s) will be raised from the lesser of 15 percent of earn-
ings or $1,500 to the lesser of 100 percent of earnings or $2,000 ($2,250
for & spousal IRA).

(®
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Active participants in employer-sponsored and Governinent plans
will be made eligible for s with a $1,500 limit on doductible con-
tributions (§ for a spousal IRA).

Active participauts in employer-sponsored and government plans
will also be allowed to deduct voluntary contributions to their plan,
with » $1,500 limit. ‘
Retirement savings for the self-employed

The limit on deductible contributions to self-employed retirement
plans (Keogh or H.R. 10 plans) will be increased to the lesser of 18

of earnings or $15,000. Up to $150,000 of earnings will be
4aken into account under a plan.

Interest and dividend exclusion

. 'The $200 ($400 for joint returns) partial exclusion of dividend and
interest income will be permitted to revert to prior law as of Decem-
ber 31, 1981, & year earlier than it would under present law.

Tax exempt saving certificates

The bill provides for depository institution tax-exempt savings cer-
tificates. Such certificates would have a 1-year maturity, would ¢arn in-
terest at a rate of 70 percent of the 1-year Treasury bill interest rate
and must be established at a depository institution between October 1,
1981 and September 30, 1982. maximum amount of tax exempt in-
terest on savings certificates for all taxable years may not exceed
$1,000 ($2,000 for joint returns). )

The sa certificates cannot be redeemed before maturity or used
as collateral for a loan without losing their tax exemption.
Research and experimentation credit

The bill provides for a 25-percent credit for incremental research
and experimentation wage expenditures. The incremental increase is
measured against a 8-year rolling base period.
Increased charitable deduction for equipment for research

purposes

The bill will the existing exception to the general rule lim-
iting the amount of charitable deduction for contributions of ordins
income m\{.»ropert.y for contributions by a corporation of new [
personal property of an inveatory nature used by a college or umiver-
gity for research purposes including research training.
Estate and gii't taxes

The unified credit will be increased over the next 5 years from its
current level of $47,000 to $192,800. When fully p in there will
be no estate or gift tax imposed in transfers of up to $600,000.
L Theamtal deduction for gifts and bequests to spouses will no

present $3,000 annual gift tax exclusion for gifts to any one

donee will be raised to $10,000.

Nine changes in the current use valuation rtles for farm or closely
held business real property are provided. Four technical changes in
estate and gift taxation are also provided.
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Windfall profit tax credit for royalty owners

For 1981 and subsequent years, there will be a credit for royalty
owners equal to the first $2,500 of windfall profit tax linbi.lity.'m’

Reduction of windfall profit tax on new oil

The bill will reduce, beginning in 1983, the tax on newly discovered
oil, ultimately reducing the rate to 15 percent.
Incomnse earned abroad

The present deductions and exclusions for income earned abroad
will be replaced by an exclusion for the first $50,000 of such income
Plus 50 percent of the next $50,000; There will also be a deduction for
excess housing costs.

Comunodity tax straddles
Under the bill much of the uncertainty surrounding commodity fu-
tures transactions will be removed by new rules ing to the tax

treatment of commodities, including futures contracts, forward con-
tracts, and other interests in such progerty, cash-and-carry transac-
tions, certain short term government obligations issued at & discount,
and various related transactions. The new rules seek to prevent the
deferral 9;1 income and lt.lna conversion &fl ord.i.naril}:oome and sh;)l:
term capital gain into long term capital gain while preserving
liquidity and efficiency of the markets.

Incentive stoek options

The bill will create a new class of stock options similar to the
restricted and qualified stock options provi g:'iortom’l&An
employee receiving an incentive stock option to buy his employer’s
stock would be taxed only at the time he sells the stock acquired
undertheit:lptiop.'l‘hegamonsuchsalowouldbeuxedatlong-
mmonth?p gains rate if the stock were held for more than 12

Small business provisions
The maximum number of shareholders allowable in a subchapter
S corporation will be increased from 15 to 25, and certain simple
trusts will be allowed as shareholders.
earnings tax on corporate income retained beyond the reasonable
needs of the business will be increased from $150,000 to $250,000. '
A limited amount of capital investment may be written off in the
year the progtylsphw{ in service ($5,000 for calendar years 1982
aﬂlllg 1983,) 500 for 1984 and 1985, and $10,000 for 1986 and
The$100,000}imit&tionont.heamountofusedpmpeﬂg‘ igible
for, the regular investment tax credit will be eliminated. Previously
claimed investment tax credits will be recaptured upon sale of the
equipment,
Employee stock ownership plan credit
Beginning Jan 1, 1083, a tax credit will be allowed based
a ::2 an employer’s pa.ylx;oyll for contributions of em-



TBAS%P:&MMESOP)M&MhVMM
&'B!SO e,
Certain other modifications o the rules governing ESOP's and
TRASOP's are also provided.
Deduction for motor carrier operating authorities

Motor carriers will be allowed a deduction equal to the adjusted
bui.ofallmdorwrieropeutingwthoﬁtiuhddonJ:lgl,lm
The deduction will be taken ratably over a 60-month peri

| individual rate b and
nde:lny racket, personal éxemption, zero

The committee agreed to offer an amendment to the tax reduction
bill. The amendment provides that the individual rate b per-
emyt.lon and zero bracket amount will be adjusted for i ion

sonal ex
beginning January 1, 1985,



IIL. EXPLANATION OF THE BILL
A. Individual Income Tax Rate Reductions

Background

Under present law, individual income tax rates range from 14 to 70
percent with & maximum tax rate of 50 percent on earned income.
Explanation of committee provisions

1, Across-the-Board Rate Reduction

The bill will reduce marginal tax rates for individuals by 25 percent
acroaes-the-board. The reduction will be accomplished in three steps:
a 5-percent rate reduction on October 1, 1981, & 10-percent rate reduc-
iisosns.onJulyl,lQ&mdamonle—pemntrdamdu&ononJulyl,
alightl "“iﬁ‘;ﬁ“"“ 19:‘;13“1:';l 11 Ntmdm.szg
i more rcent in about 11 percent in
B:r:en{in 1983, and 286 percent in 1984. The actual reduction in tax
iability is less than the flat percentage reductions of 10 in
1982, 20 percent in 1983, and 25 percent in 1984 primarily because
nach uent reduction is applied to a tax base already reduced
by’ﬁr‘i’or uctions, .

1 proposed rate reductions will reduce ths amount of tax before -
credits. Since the amount of the earned income credit is not changed,
the percentage reduction in tax after credits vaa be greater than 25

t for low-income taxpayers.

On the other hand, the percen reduction in tax for individuals
with high levels of wage income will be slightly less than the average
percentage reduction for all individuals. reason for this result 1s
porcont, will S be spbiect Lo & 10w mavginal rate of 80 peresst atter
percen a top rate o
the 25-percent rate reduciion becomes effective.

2. Tex on Investment Income

Effective January 1, 1982, the to inal rate of 70 at will
be reduced to 50 percent for all gwmwmmgsrdles of sourea.pw This
will eliminate the differance in tax treatment between wage and in-
" Bince 60 perteat of net 1 ital gains are deducted from
. percent -term capi ins are

mqomognderwrrenthw,&gtoptumforindividudsonmpitd
ﬁnawgllbelowmdﬁ'oxn%pemanttoﬁo by a reduction in
e maximum tax rate from 70 ent to 50 percent. In order not to -
discourage sales or exchanges of capital assets in the last half of 1081,
the maximum effective tax rate on capital gains for individuals will be
reduced to 20 percent effective for sales or exchanges after June 10,

144)



In order to conform the existing alternative minimum tax to the
reduction in the maximum regular tax on capital gains, the top alter-
native tax rate will be reduced to 20 percent.

3. Rate Schedules

The liability reductions for calendar year 1981 amount to only
11/ percent of present law tax before credits. The 11} percent tax
reduction in 108 effectively lowers the maximum tax rate on personal
service income to 4934 percent, although for 1982 and later years this
ceiling rate will return to 50 . .

For calendar years 1922, 1983, and 1984 rate reductions will be
reflected in the marginal tax rate tables and the schedules appearing
inthotu.xmtumpuﬁ:e&mfull%-pemtuxreduwon will first
apply ‘n calendar year 1984. :

4. Phase-in of Withholding Rates

Withholding rates for employees will be reduced 5 percent on
October 1, 1981. They will be reduced an additional 10 percent on
July 1, 1982. They will be reduced the final 10 percent on July 1, 1983.

B. Deduction for Two-Earner Married Couples

Background

The income tax law generally treats a married couple as one tax
unit which must pay tax on its total taxable income. married
couples may elect to file seﬁ»amte returns, the tax law is structured so
that filing separate returns leads to a tax increase for almost all couples
cpmim to filing a joint return. Different rate schedules apply to
single persons and to single heads of households ( persons who maintain
households for certain relatives). The rate ules for singles gives
them about one-half the benefit of income-splitting. Married couples
cannot take advantage of these reduced rate schedules even if the
file separate returns. Along with other provisions of the law, the dif-
ferent rate schedules give rise to a marriage penalty when persons
with relatively equal incomes marry and a marriage bonus when
persons with relatively unequal incomes marry. In general, if two
persons’ combined income is allocated between them more evenly than
80 percent to 20 percent, their combined income tax liability will
increase when they marry.
Explanation of committee provision

The bill will allow two-earner married couples who file a joint
return to take a deduction from gross income in arriving at adjusted
gross incoms in order to minimize the marriage penalty. Taxpayers
may claim this deduction even thoufh they do not itemize their per-
sonal deductions. The deduction will _qual 10 percent (5 percent for
taxable years befinmng in 1982) of the first $30,000 of earnings of the
spouse with the Jower amount of earnings. Thus, the maximum deduc-

tion. will be $1,500 for taxable years beginning in 1982 and for
subsequent taxable years. y £ $3,000



C. Accelerated Cost Recovery System

Background

Present law provides s varie'lt{eof methods of capital cost reoav:z
for different kinds of assets. most importart of these
is depreciation, which requires that the deduction for capital costs
be spread over the estimated useful life of the asset and corresponds
generally to the diminution in value of the asset. In theory, recovery
of capital costs over an asset’s useful life permits the measurement of
net income produced from use of the asset by matching income with
expenses incurred to produce the income. In recent years, however,
the real value of depreciation allowances has been eroded by infla-
tion. Since taxpayers may deduct only the historical cost of plant
and equipment over & number of years, inflation reduces the real
value of depreciation deductions and overstates true profits.

The second principal method of cost recovery is amorti. ticn. Under
amortization, the recovery of capital costs occurs over some fixed,
arbitrary period of time unrelated to the asset’s useful life. Certain
limited classes of assets (like movies and railroad property) are
deg‘reciated \gﬁﬁ; ot.}ler megiods. sonal "

or most kinds of tangible pe roperty, taxpayers may al
claim an investment tax credit (ITC) ?n additiop to tﬂgre deprecia-
tion deductions. The ITC is rally 10 percent of the cost of the
asset, but this rate is reduced to 634 percent for assets depreciated

over & 5- or 6-year life and 314 percent for assets depreciated over a
3- or 4-year life.

Explanation of committee provision

The committee bill provides for the accelerated cost recovery sys-
tem proposed by the administration subject to certain amendments.

The committee’s Accelerated Cost Recovery S&y;sum (“ACRS")
provides for much faster write-off of capital expenditures for tangible
property by means of simfliﬁed rules. It provides five classes, each
with s m’od. Tlixde sg?uedule_ o d?id;mtioil;%lwn:chl taken over a fixed :,eoové
ery peri assigns depreciable nery, equipment, an
real estate to classes with recovery periods of 3, 5?0,%2' 15 years and
provides accelerated recovery over those periods. fntangible assets are
no'tr lﬁxclau'ded within the qysten;. iles, ligh ks, :

e 3-year class consists of automobiles, light trucks, machinery
and equipment used in research and development activities, and assets
(such as special tools) with a current guideline life under the Asset
Depreciation Range (“ADR”) of 4 years or less. Expenditures for
these assets will be written off in 3 years, An investment credit of 6
percent will also t:(.fgg to this class,

Except as no ow, all other outlays for machinery and equi
mont are assigned to a 5-year class, including si.nﬁio purpose agricul-
tural structures and certain petroleum storage facilities. Public utility
f;o;perty for which the present ADR midpoint lives are 18 years or

8 would be assigned to this class. Additions to this class will be
written off according to an accelerated 5-year schedule. The full 10-
percent investment credit will be allowed for this class.

Public utility p. y for which the present ADR midpoint lives
exceed 18 years but do not exceed 25 years, railroad tank cars and real
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estate covered by the ADR system with a lower limit of 10 years or
less (theme paris) will be written off over 10 years. The 10-
investment credit applies to public utility pros)erty in this class and
railroad tank cars, but is not generally available for real prolperty.
Public utility Yroperty for which present ADR midpoint lives ex-
ceedl 25 years will be written off over 15 years and will be eligible for
the full 10-percent investment credit. .
Depreciable real estate which is not 10-year property will be writ-
ten off over 15 years on & composite basis. Nc¢ investment credit is al-
lowed for property in this class.
Until 1985, the recovery percentages for 3-, 5-, and 10- year property
and 15-year utilitv property will approximate the use of the 150-
rcent dechining balance method for the early years and the straight-
ine method for the remainder of the recovery period. The recovery for
15-year real property will be based on use of the 200-percent declining
balance method (switching to straight line). The recovery percen
for 3-, 5-, and 10-year property and 13-year utility property will
increased for property placed in service after 1984. For such property
placed in service in 1985 the percentages will be based on the use of
the 175-percent declining balance method for the first years, switching
to the sum-of-the-years digits method for the remaining years. For
such property placed in service after 1985, the rates will be based on
the use of the 200-percent declining balance method for the first year
and the sum-of-the-years digits method for the remaining years. The
rates for all tangible personal property placed in service before 1985
will be as follows:

ACCELERATED COST RECOVERY SCHEDULE

CLass or INVESTMENT

[In percent)
15-year
(long-lived
utility
Ownership year 3-year S-year  10-year  property)
) 25 18 8 5
S a8 22 14 10
- 37 21 12 9
e e 21 10 8
O e e ——— e am 21 10 7
B e e e e e e e ————————— e 10 7
T e e e e —————————————— 9 8
B e —— e —————————————— 9 ]
................................................. 9 ]
b L U 9 ]
B NN ]
) b ISR 6
18 e e e e e —————————— 6
Y e e e e e —— e —————— ]
L e e e e e m————— ]
Total. o e ceceeceee 100 100 100 100
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Additional percentages based on 200 percent declining balance rate
switching to gteraight- ine over 15 years will be provided for real

rorert .
P ixdeg the committee bill, taxpayers may use, instead of the pre-
scribed rates, rates based on use of the straight-line method over the
otherwise applicable recovery period, the longer period used for earn-
ings and profits purposes, or the period used to compute earnings
and profits for assets in the next longer recovery class. For example
taxpayers may elect to depreciate 3-year property over 12 years. Real
roperty making such longer extended recovery period election will
Ee (ﬁsepreciated over 45 years. Such election must be made with respect
to the entire recovery class for the year. In addition, the net operating
loss and investment credit carry-over periods are extended from 7 to
10 years generally and from 9 to 10 years for certain transportation
companies. . ]

Gain or loss is generally recognized on disposition of an assct. Gains
on property in the 3-, 5-, and 10-year classes will be recognized ¢s ordi-
nary income to the extent of prior capital recovery deductions (section
1245 rules). Similarly, for property in the 15-year class (unless &
straight-line recovery is elected) other than residential real estate and
low income rental property, section 1245 recapture will apply. Residen-
tial real estate and low income rental property will be to section 1250
recapture if the lessor's investment equals at least 10 percent. Invest-
ment credits are subject to recapture as described below under the
caption “Small Business”.

Cost recovery for earnings and profits purposes (determining divi-
dends) will be computed on a straight-line basis for property 1n the
3-. 5-, 10-, and 15-year classes over periods of 5, 12, 25, and 35 years,
respectively. An exception is provided for the computation of earnings
and profits for foreign corporations similar to that under present law.

The recovery period for foreign assets will be their respective ADR
guideline periods as of January 1, 1981. The rate of recovery will be
based on use of the 200-percent declining balance method in the early
years and the straight-line method in the later years of the recovery
period. For foreign real property, recovery will be over 35 years under
the 150-percent declining balance method (switching to straight-line).
Flexibility similar to that provided for domestic assets is provided for
foreign assets.

For noncorporate lessors of machinery and equipment in the 3-, 5-,
10, and 15-vear classes, the excess of the recovery deduction over the
deduction based on use of the straight-line method over 5, 8, 15 and
22 years, respectively, will be a preference item for purposes of the
minimum tax. For real estate, the excess of the recovery deduction over
the deduction based on a 15-year straight-line recovery will be a pref-
erence item.

A safe harbor is provided for leasing transactions involving new
personal recovery property for corporate lessors. In general, these
transactions will be treated as leases for tax purposes if the lessor’s
investment is at least 10-percent of the cost of the property and the
lease period does not exceed the life of the property. Factors such as
whether the tax benefits of ownership must be taken into account
in determining whether the lessor has a profit motive, whether the
property is limited use property, and the existence of a fixed price
put or call option on the property under the terms of the governing
contract will not prevent treatment of the transaction as a lease.



The bill extends the at-risk rules to the investment credit allowed
under ACRS. However, an exception is provided for amounts
borrowed from third party banks and similar institutions.

The bill also provides additional rules relating to railroad prop-
ertx i under the retirement-replacement-betterment method
and transition rules therefor. . .

The committee bill retains a rule intended to discourage the demoli-
tion or substantial alteration of a certified historic structure. Con-
sistent with the policy of current law, where property is constructed,
reconstructed, or used on a site which was occupied by a historic
structure which itself is demolished or substantially altered, the com-
mittee bill provides that the recovery allowance for such prmy
must be computed using the straight-line method over 15 years. r
provisions of the bill relating to historic structures are described in
the section cartioned “Investment Credit for Rehabilitated Buildings.”

ACRS will be effective for property acquired or placed in service
after December 81, 1980, subject to certain limitations which
%{g tax-motivated transactions designed to bring property into

D. Investment Credit for Rehabilitated Buildings

Background

Under present law, a 10-percent investment tax credit is aveilable
for the rehabilitation of nonresidential buildings which are held for
business or investment purposes and are over 20 years old.

Present law also allows taxpayers to amortize over 60 months the
capital expenditures incurred in a certified rehabilitation of a certified
historic structure. When a taxpayer elects this 60-month amortization,
he may not take the investment tax credit.

Explanation of committee provision

_The provision replaces the 10-percent investment credit for reha-
bilitation expenditures with a new credit of 15 percent for the rehabil-
itation of buildings that are 30 to 40 years old and a 20-percent credit
for rehabilitation of buildings that are at least 40 years old. A 25-per-
cent credit is provided for qualified rehabilitation expenditures of cer-
tified historic buildings.
. The 15- and 20-percent credits will be limited to nonresidential
industrial and commercial structures and are also limited to substan-
tial rehabilitations. The 25-percent credit will be available for the
rehabilitation of all income-producing certified historic structures.

The present 60-month amortization for certified historic structures
will be repealed. Certain other allowable accelerated depreciation
will not be permitted to be used in conjunction with the rehabilita-
tion credit. Moreover. a aver will not be permitted to claim both
the energy credit and the rehabilitation credit with respect to the same
rehabilitation expendi:ures.

The provision will be effective for qualifying rehabilitation ex-
penditures incured after December 31, 1981.

B £. Individual Retirement Savings
. Under present law, an individual is entitled to deduct the amount
invested in an individual retirement account, annuity, or bond (re-



ferred to collectively us “IRA’s”). The annual deduction is limited
rally to the lesser of 15 percent of compensation or $1,500. The

ﬁpwhmitisincmasedwsl,‘lboif (1) theoonmbuuonlseqn:}'lz

divided between an employee and the spouse of the employee,

(2) the spouse has no compensation for the year. IRA's with the

$1,750 limit are sometimes referred to as “spousal IRA's". .

én idn(gvidml is denied an TRA deduction forda. tanb&le.{ear if the
individual is an active participant at any time during yearina
tax-qualified employer-sponsored pension, profit-sharing, or stock
bonus plan, a tax sheltered annuity program, or & government plan.
Explanation of commitiee provision

The bill will allow any employee who is not am active par-
ticipant in an employer-sponsored or government plan to make
an annual deductible contribution of up to $2,000 to an IRA. Subject
to the $2,000 limit, an individual may contribute up to 100 percent of
his compensation to his IRA.

An employee who is an active participant in an employer-s red
or government plan will also be allowed to establish an and
receive & deduction annually for contributions up to the lesser of $1,500
or 100 percent of com ion.

The bill will also allow a participant in an employer-sponsored plan
to deduct annually up to $1,500 of voluntary contributions to his
emplggzr-sponsoned plan. Penalties similar to those imposed under
the IRA provisions will be imposed upon early withdrawal of such
contributions from the plan. However, rollover rules will be provided
to allow contributions to be transferred to an IRA, for example, upon
tem:lim.tion of employment, without incurring any withdrawal
penaity.

The current spousal IRA rules will be replaced by provisions allow-
ing an employee to establish two IRA’s, including one on behalf of
his or her nonworking spouse. The combined deductible limit for both
accounts will be $2,250 ($1,625 in the case of an active employer-plan
e e provision will apply £ bl beginning after Decem

ue provision will apply for taxable years -
ber 31, 1981. y

F. Retirement Savings for the Self-Employed

Background

Under esment law, a qualified retirement plen generally must be
established by an employer for the benefit of employees and their ben-
eficiaries. For plan qnalificationr purposes, a sole proprietor is con:
sidered both an employee and his or her own employer, and a partner-
ship is considered the employer of each partner. A sole proprietorship
ora ﬁlrtmrship maﬁud t a tax-favorad retirement plan, referred to
as a Keogh plan or H.R. 10 plan, for both common law employees and
for the proprietor or partners.

The maximum deductible contribution to a Keogh plan on behalf of
| sqlf-emgloyed individual is the lesser of $7,500 or 15 percent of the
individual’s net earnings from self-employment. The 15-percent lim-
itation is applied only to the self-employed individual’s $100,000
of earned income. As & result, a self oyed individual must contrib-
ute at a rate of at least 714 percent for his employees to obtain a $7,500
deduction for himself.
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Explanation of committee provision
The bill will increase the maximum deductible contribution to s
Keogh f'sa to $15,000. The perceatage limit (15 percent of net earn-
ings frown. .elf-empioyment) will remain uic
he 15-percent limitation will be applied to a self-employed in-
dividual’s first $150,000 of earned income. However, rules are pro-
vided to insure that common law employees are not disadv by
tbi’f‘hI;MiSi?q‘ will apply for taxable beginning after Decem
provision ply for ears -
ber 31, 1981, ‘p Y

G. Exclusion of a Portion of Dividend and Interest Income

Background

Under present law, an individual may exclude from gross income
up to $200 ($400 on a joint return) of dividend and interest income
received from domestic sources. After 1982, this exclusion is scheduled
to revert to prior law, under which the exclusion was limited to $100
of dividends received Ly an individual ($200 on & joint return, if each
spouse had at least $100 in dividends).

Explanation of committee provision

The bill will permit the partial exclusion to revert to prior law as
of December 31, 1981, a year earlier than it will under present law.

H. Tax-Exempt Savings Certificates
Background

Present law has no provision for tax-exempt savings certificates.
KExplanation of committee provision

The bill will provide for a lifetime exclusion from income of a maxi-
mum of $1,000 ($2,000 for joint returns) of interest income earned
on depository institution tax-exempt savings certificates. Such tax-
exempt savings certificates must have a 1-year maturity, earn inter-
est at a rate of 70 percent of the 1-year Treasury bill rate, and must
be established at an institution described in Internal Revenue Code
section 116(c) (1) (A) or (B) between October 1, 1981 and Septem-
ber 30, 1982. There is no provision for tax-exempt savings certificates
to be issued after September 30, 1982.

If a tax-exempt savings certificate is redeemed before maturity or
is used as collateral or security for a loan, the interest on the certificate
will be fully taxable and any interest on the certificate excluded in
prior years will be incredible in income in the year of the redemption

or pl )
. Elterwt on indebtedness used to purchase or carry tax-exempt sav-
ings certificate will not be deductible.

L Incentives for Research and Experimentation
Background

Under present law research and experimental expenditures may be
immediately expensed or, alternatively, amortized over 60 months.

While research and experimental expenditures are not smﬁcally
defined in the present Internal Revenue Code, that term has been inter-



reted by Treasury ions, Internal Revenue Service rulings, and
gourtuzs.Thommné‘eﬁmthntemtomem“Mapd
development costs 1n the experimental or laboratory sense.” This in-
cludes generally “all such costs incident to the development of an ex-
perimental or pilot model, a plant process, a product, s formula, an
invention or similar property, and the inprovement of already existing
property of the type mentioned,” as well as the cost of obtaining &
puwut on such property. ‘I'he term does not include expenditures such
ug those for the o ry testing or inspection of materials or products
for quality control or those for efficiency surveys, management studies,
consumer surveys, advertising or promotions.
Explanation of commiti<e provision

The bill allows a nonrefundable 25-percent income tax credit for
incremental wages paid or incurred carrying on a trade or business,
for services performed in conducting research and experimentation
will be allowed. The credit will be in addition to the immediate ex-
pensing or 60-month amortization of research and experimental ex-
penditures under present law. The definition of research and experi-
mentation is unchanged from present law. It is intended that the
Internal Revenue Service may, over time, provide further guidance
as to this definition so long as such guidance is not inconsistent with
the approach of the existing regulations and administrative practice
under current law.

The credit will apply only to the extent research wage expenditures
for the taxable year exceed the average amount of research wage ex-
penditures in a 3-year rolling base period. In computing the credit
only wage expenditures for research conducted within the United
States will be taken into account. Research funded by government
and research in the social sciences or humanities will not qualify.

The credit is also available to the extent the taxpayer reimburses
another person (such as a research firm or a university) for wages
paid for services in conducting research on behalf of the taxpayer. To
prevent the utilization of the research tax credit for tas: shelter pur-
poses, the credit allowable to individuals may only offset tax attribut-
able to the income from the trade or business with respect to which the
research and experimental wage expenditure was incurred.

The provision will be effective for research wages paid or incurred
after June 30, 1981, in taxable years ending thereafter.

J.Increased Charitable Deduction for Equipment for Research

Pur

In general, the charitable deduction allowed for a contribution of
property must be reduced by the amount of any ordinary gain which
the taxpayer would have realized had the property been sold for
its fair market value at the date of the contribution. Thus, a donor
of apvreciated ordinary income property (property the sale of which
would not give rise to long-term capital gain) generally can deduct
only the basis in the property, rather than its full fair market value.
by corporations of cartain types of ordirany o bty st

y corporations o o income p
for the care of the needy,ytﬁ?ill, or inagxt& In the case of such &
qualifying charitable contribution of inventory, the exception gen-
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ardlydlowasdedncﬁonbﬂmltoﬂmsumoftheuxpayer’sbnil
in the property plus one-half of the unrealized appreciation. How-
ever, in no event 18 a deduction allowed for an amount which exceeds
twice the basis of the property.

Explanation of commitiee provision

The bill will expand the existing exception to the general rule
limiting the awount of charitable deduction for contributions of
ordin:z income propertg. The expanded exception will apply to
charitable contributions, by a corporation, of new e
property which is of an inventory nature, and which is used by &
college or university for research and experimental purposes, includ-
ing research training. To qualify, the donated ﬂroperty will have to
be constructed by the taxpayer, and the contribution must be made
within 3 years of substantial completion of the property. The term
“research and experimentation” has the same meaning-as under In-
ternal Revenue Code section 174. .

The amendment will be effective with respect to charitable con-
tributions made after December 31, 1981, in taxable years ending after

that date.
K. Estate and Gift Taxation
Background

Under present law, estate and gift tax liability is determined b;
computing thﬁeﬁms}ﬁiﬂ or estate tax and then subtracting the avail-
able unified credit. The amount of the unified credit is $47,000, which
;es;lul%s 2;11 no estate or gift tax being imposed on transfers of up to

175,625.

An unlimited Fift tax marital deduction is available for transfers
between spouses for the first $100,000 of gifts. An additional deduction
is allowed for 50 percent of the interspousal lifetime transfers in
excess of $200,000. An estate tax marital deduction is available for
property passing from a decedent to the surviving spouse up to the
greater of $250,000 or one-half of the adjusted gross estate. Transfers
of community Smperty or terminable interests do not qualify for
either marital deduction. o

Under present law an annual exclusion of $3,000 per donee is
allowed with respect to gifts of present interests in %mperty. A gift
by either spouse may be treated as made one-half by each.

In addition, present law allows family Jarms and real property
used in a closely held business to be included in a decedent’s gross
estate at current use value, rather than at full fair market value.

- - However, the gross estate cannot be reduced by more than $500,000 -

under current use valuation.
Explanation of committee provisions
1. Unified Credit
The committee agreed to increase the amount of the unified estate
and gift tax credit from $47,000 to $192,800 over a period of 5 years.
mth° full $192,800 sgorg%x‘l):o thﬁ:-le .will;):h no estafte tl?er ift tax on
ers aggregating .000. Durin ear o 1n pe-
riod noestamturetumwillbereq.uﬁed unless the gross estate ex-
creds the amount excluded by the unified credit in effect for that year.
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The phase-in will provide, in effect, 8 $225,000 exclusion in 1982, &
$275,000 exclusion in 1983, a $350,000 exclusion in 1984, a $450,000
exclusion in 1985, and a $600,000 exclusion in 1986 and thereafter.

2. Unlimited Marital Deduction

The bill also provides an unlimited marital deduction for both
estate and gift tax purposes. No transfer tax will be imposed on
transfers t a spouse, no matter how large the transfer. Transfers of
termi;mblefinterests will not qualifyu for the m&tiitgl deduction, but
transiers of community pro vill qualify. regard to prop-
erty held in joint tenagcg bmuses w?th ight of survivorship, each
spouse will be deemed to hold one-half of value of the property
regardless of who furnished consideration.

3. Annual Gift Taz Exclusion
The bill will increase the ﬁresent $3,000 annual gift tax exclusion
to $10,000 per donee. Thus, a husband and wife could transfer $20,000
per donee each year without being subject to gift tax.

4 Current Use Valuation: Farm or Other Business Real

_ Property .

The bill will also make the following modifications in the rules gov-
erning current use valuation: .

(1) The material participation requirement for qualifying for cur-
rent use valuation will have to be met only until the date upon which
the decedent retires or becomes disabled. Also, the required trade or
business use could be that of the decedent or of & member of the
decedent’s family. Under present law, there must have been material
participation in the farm or business hy the decedent or his family
n 5 out of the 8 years immediately preceding the decedent’s deatF

(2)Withmgu1tofarmorother£umness’ real property inheritea
from a if that property had qualified for current use valuation
in the spouse’s estate, an “active msna.q‘ement.” rather than a mate-
rial participation test will be applied. “Active management” means
making the management decisions, rather than making daily operat-

ng
(3) Benefits from reduced valuation are to be recaptured if the
groperty is transferred to nonfamily members or ceases to be used
or the farming or business purpose within 10 years of the decedent’s
death, rather 15 years as under present law. The present rule
governing the amount of recapture between the 10th and 15th year
after the decedent’s death will be repealed.

"=~ (4) There will be no recapture of the benefits from reduced valua- -

tion if a qualified heir engages in active inanagement of the propert;
where the ualiﬁedheirmthesurvivingspouseofthedee%dent,{
minor, a stu horisdisabled.

(5) Like-kind exchanges of qualified real ¥roperty ursuant to
Code section 1031 will not triggsr a recapture of the ts from re-
duced valuation, provided that the exchange is solely for rexl property
to be used for the same qualified use as the original qualified property.
To the extent the change is not entirely for qualified property, a pro-
po';':ionﬁtaﬂa:ountoither.eca tureta.xwﬂlbrdule. .

- case of special from involuntary conversions, a
qudx)ﬁedhairwﬂlnotneedtomahmelectionwmmthesobewﬁt&
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(7) Crop-share rentals from actual tra¢*~ of comparable land ca.n
used in :ﬁglying the formula valuation method on the same basis
ren

(8) Upon recapture of the benefits from reduced valuation, the
basis of the property will be stepped up to fair market value on the
date of the decedent’s death.

(9) With res to woodlands, timber will be conseidered part of
the qualified real property in the estate for purposes of section 2032A.

With regard to timber for which current use valuation is elected,
the difference between current use valuation and fair market value

will be recaptured upon severance or disposition before severance of
the timber. pe

6. Technical Changes
The bill also will make the following technical estate and gift tax

1) The existing provisions of the estate tax law which permit
deferred payment of estate tax where an estate consists largely of in-
terests in closely held business will be coordinated.

(2) Gifts which are includible in the gross estate by reason of hav-
ing been made within 3 years of death -.ill be valued on the date of
gift rather than at the date of death. The estate will continue to receive
a credit for any gift taxes imposed on the gift.

(8) A disclaimer by a donee or heir that is not effective to pass title
under local law will still be considered a qualified disclaamer for
estate and gift tax purpoees if the disclaimant timely transfers the
mperty interest to the n who would have received the property

the disclaimant predeceased the original holder.

(4) If more than 50 percent of the closely-held business that quali-
fies for deferred paymeiit is disposed of, the extension of time for pay-
ment is no longer available and unpaid tax is due on demand. Under
present law, such acceleration occurs when only one-third of the
closely held business is disposed of.

A 6-month period will also be allowed before payment is ac-
celerated for the unpaid tax due.

L. Windfall Profit Tax Royalty Owners Credit

Background

Present law permits qualified royalty owners to receive a credit or
refund of up to $1,000 against the windfall profit tax im 1 on the
removal of their royalty oil during calender year 1980. The credit is
available only to indivaduals, estates, and faxlx.lel(lg farm rations,
and not to clgo;lxxom.tionsortmx;t.s.Thcsc it may be claimed in
1981 eitheras a against income tax or as a refund of the windfall
profit excise tax. :

Explanation of committee provision

ThThl? l?im}nc:ﬁf thea cr:ltliit to $2,5(;2 an;dul mnk:l it permanent,
The bi ill retain present law rules relating to eligi-
bility for the cm{lit and will make adjustments to mmmodat:h&le
increase in the credit. It also contains a rule that, as with percentage
depletion and the special windfall profit tax rates for independent
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producers, denies the royalty owners credit to royalty interests in
proven properties transf after June 9, 1981.

_The provision will also direct the Secretary of the Treasury to pro-
vide by regulations for a procedure so that royalty owners whose wind-
fall profit tax would not exceed $2,600 in any year would have no wind-
fall profit tax witm.el:i‘i and so tuat royalty owners who do not use
such & procedure may (jlt;st income tax withholding to accommodate
any overpayment of windfall profit tax due to the credit.

This provision will be effective for oil produced in calendar years
bemg!hinning after December 31, 1980, and taxable years ending after
such dat .

M. Windfall Profit Tax Reduction for Newly Discovered Qil

Background

Under current law, newly discovered oil is subject to a 30-percent
rate of tax under the windfall profit tax.
KExplanation of commitiee provision

The bill will reduce, in the future, the rate of windfall profit tax
on newly discovered oil. The rate will be reduced from 30 percent to
23 percent on January 1, 1983, to 20 percent on January 1, 1985, and
to 15 on January 1, 1986. The definition of newly discovered
oil not be changed from the present definition in the windfall
profit tax provisions of the Internal Revenue Code.

N. Foreign Earned Income
Background
U.S. citizens and residents are taxed on income earned overseas, but
are allowed a credit for foreign taxes paid. Prior to the Foreifn Earned
Income Act of 1978, U.S. citizens working abroad could exclude up to
$20.000 of foreign earned income each year if they were bona fide
residents of a foreign counury for an entire taxable year. The exclusion
was increased to $25,000 for persons resident in & foreign country for
three or more years (former Code Section 911).

..".. 'The 1918 replaced the section 911 exclusion with a new
system of itemized deductions designed to offset specific excess costs
of workit;ﬁ overseas. The items covered include general cost of living,
housing, education, and home-leave costs. Eligibility requirements are
basically the same as under old section 911.

—- Kxplanation of commitiee provisions--- - - i L

. The bill will provide broader and simpler tax relief for forelizgn
earned income in order to encourage Americans to work abroad. For
each year the first $50,000 of foreign earned income, plus half of the
nextgﬁo , could be excluded from tax at the election of the taxpayer.
No foreign tax credit or deductions attributable to the excluded

falxlniflint would be_allowed.ulldf bﬂ:e leyer 303;0 not elect thgo exclusion,
oreign would an ordinary foreign tax

e i o ot

ro & separate exclusion for expenses r

reasonable hougng in excess of & base amount. The base would be 16



fareant of the nh%of a GS-14 U.S. Government employee, step 1
currently $6,0569). With respect to each exclusion, the amount would

be prorated on a daily basis for individuals who are eligible for only
part of a tax year.

The required period of physical presence in a foreign country or
countries in order to qualiry for the exclusion would be shortened to
11 out of 12 months rather than the present 17 out of 18 months. In
addition, the benefits of the exclusions would be extended to individuals
whose foreign earned income is paid by the U.S. Government but who
do not qualify for the exclusion for certain aillowances provided under
section 912 of the Internal Revenue Code.

The conditions under which a camp located in a foreign country
would qualify as the employer’s business premises for purposes of the
efacll‘uﬁs;?i.n for meals ans lodging under section 119 would also be
c

The new g:ovisions would be effective for taxable years beginni
after December 81, 1961, and would replace both the exclusion allow
under section 911 for employees of charities or in camps in hardship
areas, and the deductions allowed under section 913 for certain item-
ized expenses that relate to the excess cost of living overseas,

0. Commodity Tax Straddles

Background

Tax-motivated commodity transactions have received substantial
attention in the Congress and in the press. A variety of techniques have
permitted the deferral of income, the conversion of ordinary income
into capital gain or the conversion of short-term capital gain into long-
term capital gain. There has been substantial concern with the revenue
loss and with the adverse effect of tax straddles on the self-assessing
income tax system.

Several different general techniques may be identified : two examples
have received particular attention. First is the commodity straddle
(exclusive of ry bill straddles). The taxpa:-er seeking to defer
capital gain income and convert short term capital gain to long term
capital gain can establish a commodity straddle consisting of offsetting
long and short positions, generally in the same or a similar commodity.
A price move in the underlying commeodity will produce a gain in one
position and a loss of approximately equal magnitude in the other,
the taxapyer will close the loss leg in the first tax year, retaining the
position having the offsetting, unrealized gain, reestablish a position

| substantially identical to the one just sold. and dispose of these legs

in the next tax year. By claiming the full amount of the loss on the
leg disposed of 1n year one, the taxpayer can defer an amount of in-
come and, if the unrealized gain is in the long positicn, possibly con-
vert short term to long term capital gain.

Second is the Treasury hill straddﬁ: By taking offsetting positions
in Treasury bill futures the taxpayer can arguably achieve the de-
ferral described above. Additionally, because Treasury bills are ordi-
nary assets and Treasury bill futures are capital assets, the use of
Treasury bill straddles may permit the conversion of ordinary in-
come into capital gain. Additional shelter techniques include cash
and carry abﬁum and broker-dealer shelters,



Current law provides wash sale rules and short sale rules for secu-
rities. Such rnlumdesignedwﬁmventmanyofthedafarrdspdoon-
version techniques currently a le for taxpayers engaged in com-
modity transactions through stock and securities transactions. Al-
tbouglmany issues have not yet been decided in the courts, m.l.nl tax-
payers believe that present law imposes few limits on the use of com-
modity positions to achieve these same ends. Similarly, although cur-
rent law provides limited rules for imputation of interest on deferred
payments (section 483), imputation of interest on obligations issued
at a discount (section 1232), denial of interest deductions on certain
payers believe that present law imposes few clear limits on the use of
commodity positions to achieve these same ends. Similarly, a.lthmﬁ
current law provides limited rules for imputation of interest on
ferred payments (section 483), imputation of interest on obligations
issued at a discount (section 1232), 1 of interest deductions on cer-
tain investments and certain corporate obligations (sections 163(d
and 279), and capitalization of interest on certain construction m
loans (section 189), none of these rules applies particularly to the use
of the interest deduction to convert ordinary income into capital gain
income as cash and carry tax shelters in commodities.

Explanation of committee provision

The bill provides a comprehensive set of rules governing commodity
straddles, cash-and-carry transactions and related transactions de-
signed to prevent conversion of ordinary income into capital gains and
- the deferral of income. N

Regulated futures contracts will be marked to market on disposition
or at tlis end of the tax year without regard to whether they constitute
part of a straddle. That is, futures contracts traded on an exchange
that provides for a system of variation margin will be valued at their
fair market value and taxed on such gain or loss at such times. As a
result, only the net gain or loss on a straddle consisting of futures con-
tracts would be reported. This rule avoids most of tracing prob-
lems inherent in an offsetting position approach. Such a rule should
be simpler to apply for taxpayers and simpler to enforce for the IRS.

Losses from positions such as unregulated futures contracts, for-
ward contracts and other straddles, will be deferred to the extent
there are unrealized gains in offsetting positions. However, such de-
ferred losses cannot exceed such net unrealized gains. Moreover,
these rules will not apply to positions in nonre’ﬁ;lnwd contracts if

identified by the taxpayer as part of a straddle. Thus, ers will
" have m'incenﬁvet&x?de{ltify c%ntracts to prevent i ? precia-

tion in one leg from causing the deferral of losses from other offsetting
positions on which the taxpayer has recognized a loss. The Secretary
of the Treasury is authorweg' to issue regulations extending to com-
modehtles pomll:x:‘xlxls th;i?lhort fale and the wash sale l:lnl;&ersonal
e general rules apply to positions in tangible ro

erty that is activel tradetf (eicep stock), including certain stocpk 011)).-
tions. The p thus takes & much narrower approach than several
. earlier proj In ining whether positions constitute a strad-

dle a set of broad presumptions will apply. To secure compliance with
thnmleuxpuyeuwlllbereqmtedtmgscloeeopen,unidentiﬁedpom-
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tions at year end. The failure to disclose such open positions will, ab-
sent cause, permit the assessment against a taxpayer who is aseessed
a deficiancy of a penalt for%:xgenep. . .

In the case of mixed straddies consisting of positions of one or more
regulated futures contracts and one or more other ons, s taxpayer
may make a one-time election to have such straddles treated under the
mark-to-market approach or the nonre future rules. In the case
of unidentified mixed straddles or in the absence of an election, -
lated futures contracts will be subject to the mark-to-market rule but
the entire straddle will be otherwise subject to the loss deferral rules of
O rpagors will bo required to capitalize intarest and carry

ayers ui capi ini and carrying
char;xeg or certain oﬁting positions. Taxpayers will be denied a
current. deduction but permitted an incr basis in the asset, thus
reducing capital gain and incru% capital loss on disposition.

B e8 will exempt identified inventory and commercial hedg-
ing transactions from the general rules governing regulated futures
contracta. The exception will not, however, reach  hedges en-
tered into outside the ordinary course of a taxpayer’s trade or busi-
ness. Because of the breadth of the hedging exception, to prevent its
use by tax shelters the rule will not be available to certain syndicates.
However, the Secretary of the Treasury will have authority to exempt
certain syndicates from the exceg:.)ion to the general hedging rule. More-
over, taxpayers who engage in bona fide hedges will not be permitted
to account for gains and Josses on such hedges in 8 manner that will
manipulate income.

Under the bill, short-term Treasury bills held for investment will,
like long-term bonds, be capital assets.

Dealers will be required to identify securities held for investment
(and entitled to capital gain and loss treatment) on the day such
securities are acquired. A transitional rule which permits identifica-
tion 01f9 gelcnntxes within 1 day after acquisition will apply for calendar
year .

Gains on straddles off the regulated commodity exchanges will gen-
erally be taxed at long- or short-term capital gains depending upon
holding period unless the t::fuyer elects to Include such position
under the market-to-market rule. Regulated futures contracts will be
taxed at 8 maximum rate of 32 percent, based upon 60-percent long-
term capital gains and 40-percent short-term capital gains.

The bill provides that a disposition of & capital asset which gives

~ rise to taxable income or recognizable loss would q 3unapitd—-

transaction without regard to whether the transaction otherwise qual-
ified as a sale or exchange. This rule should help to remove the un-
certainty which confronts taxpayers and the in such transac-
tions under current case law.

The bill amends tl}e.geneml rules which prohibit the carryback of
capital losses bsy individuals and instead permit individuals to
back losses for 3 years against gains on regulated futures contracts ani
identified mixed straddles that are marked to market. The bill will not
extend the vew carryback rules to other, off exchange, capital losses,
. The committee’s bill will generally be effective for positions entered
into after June 28, 1981. Taxpayers may also elect to have the rules



of the propoeal wdemMMNoidenﬁﬁuﬁm
requirements for i mlﬁnhowever, to property acquired
earlier than January 1, 1982. _will thus permit existing un-
realized appreciation to be brought within the system but docs not
provide an averaging rule for such gain,

P. Incentive Stock Options
Background

Under present law, if a stock option has & readily ascertainable
value at the time it is granted to an employee, it is taxed to the am-
P eostondinuyinoomentesstthetimeolmipt.

I¥ a stock option does not have a readily ascertainable value at the
time granted, the difference between the value of the stock and the
option price 18 included in the employee’s income and taxed as ordi-
n:&inoomeatthetim.thooptionisexercised.Atpresent,exoeptfor
publicly traded stock options, most stock options would not be held
to have a definitely ascertainable value, .

The employer is generally allowed a business expense deduction
equal to the amount included im the employee’s income.
Kxplanation of conunittee provision

The bill will create a special class of stock options referred to ag
“incentive stock options.” An loyee receiving an incentive stock
gsi.;ont‘obu his employer’s will be only at the time he

thnstoczwquhwedundgrhheoption.mgﬁnonsdoofthoswck
wouldbeuxedatwc:ﬁitdmrm

The amployer will be denied any business deduction relating to the
bt of i aeenlysslack Boh o terwof aitin plans

committee bill will permit in terms of existing p. as

well as shareholder approval, within 12 months after enactment in
order to conform to the incentive stock option rules without triggering
isting provisions which would ider new options to have been

An incentive stock option plan may provide that taxable cash pay-
ments to the employee at the time of exercise, that incentive stock
ogtmngmny‘includerestrictionsnotinconsistantwiththomqnmmts
of the incentive stock option rules, and must provide that a later issued
option may not be exercised before previously issued option.

Incentive stock option plans may have a term of no longer than

20 years.
AR Q. Small Business
1. Subchapter 8 Corporations
Background P

Subchapter S was enacted to minimize the effect of Federal income
taxes on the form in which a business is conducted by permitting in-
corporation and operation of certain small businesses without the inci-
dent of income taxation at both the corporate and shareholder levels.
Subchapter S rules allow a corporation engaged in an active trade or
business to elect to be treated for income tax purposes in a manner simi-
pwwwmmmmumu%
ing corporations is not taxed to the corporation but each
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In::dtgeto eh:;g;:for subchapter S election, s corporation
g a s

must have 15 or fewer shareholders and, with certain exceptions, s
trust may not be a shareholder of the corporation.

Explanation of committee provision

The bill increases the itted number of shareholders from 15 te
25 and permits certain additional trusts to be shareholders of electing
small business corporations, The provisiva applice te taxable years
beginning after December 31,1981,

8. Increase w Minimum Accumulated Earnings Credit

Background

In addition to the reguiar corporate income tax, an accumulated
earnings tax of 2714 percent to 3814 percent is imposed on accumu-
lated corporate earnings where the accumulation occurs in an attempt
to avoid the income tax with respect to the corporation’s shareholders
In computing the base on which the tax is im there is excluded
an amount equal to the earnings and profits of the taxable year which
are retained for reasonable needs of the Lusinesa, This i8 known as the
accumulated earnings credit. The minimum is presently $150,000.
Thus, & corporation may accumulate $150,000 of its earnings before
any accum earnings are subject to the tax.
Explanation of committee provision

The bill increases the minimum accumulated earnings credit to
$250,000. However, this increase does not apply to specified service
corporations whose &rincipd business consists of the performance
of services in the fields of health, law, engineering, architecture,
accounting, actuarial science, performing arts, or consulting. The
provision applies to taxable years beginning after December 31, 1981.

3. Expensing
Background

Under the Accelerated Cost Recovery System (ACRS) there is
no special first year depreciation allowance for small business. Thus, a
small business may depreciate its assets over their respective recovery
periods a8 determined under ACRS to the same extent allowable for
other taxpayers.

Explanation of committee provision

The bill permits the immediate write-off (expensing) of a limited
amount of capital investment. The permitted amount that may be
written-off in the year property is placed in service will be $5,000 for
calendar years 1982 and 1983, $7,500 for 1984 and 1985, and $10,000-
for 1986 and thereafter. This provision will permit the taxpayer
to elect either to write-off such costs immediately or to write-off such
costs over the asset’s recovery period under AC

[ 3

4 Investment Credit for Used Property

A 10- t investment tax credit is allowed for both new
and qualified property. There is, however, & $100,000 limmitation
on the amount of used property that is eligibl~ for the regular invest-
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ment tax credit each year. As & result, s taxpayer can claim & maxi-
mum investment tax credit of only $10,000 on used property
for each taxable year.
E l I' d .tl £ J [ ]

The bill will eliminate the $100,000 limitation on the amount of
usedﬁropenyehgxb' ible for the regular investment tax credit. There
will, however, be recapture of previously claimed investment tax
credits based on the sales price of the used property. This change will
eliminate the need to keep track of holding periods on property for
recaptire purposes.

R. Employee Stock Ownership Plar: Credit

1. General
Background
An employee stock ownership plan (ESOP) and a tax credit em-
ployee stock cwnership plan ( OP) are both employee benefit
plans which are designed to give emElé)yees the chance to acquire stock
ownership in their eompanr The ESOP and TRASOP usually do
this without requiring employees to spend any of their own money.

Both types of plans are “qualified” under the Revenue
and must satisfy its requirements.
2. ESOPs
Background
The ESOP is desi to invest primarily in employer stock, and
may borrow the m Y

to eml?loyer stock from the
employer or its shareholders ilev ESOP). When the ESOP
borrows mo::ﬁ, the employer y guarantees to the lender that
the ESOP wi te&:y goumdthattheemployerw.ﬂlma.ke an-
nual payments to the ESOP sufficient in amount to the ESOP
to make its annual payments on the indebtedness. Since the ESOP
is qualified, the annual contributions by the employer to repay ESOP
loan principal and interest are tax deductible, y up to 15 per-
cent of compensation paid or accrued to employees under the plan
during the taxable year. The annual addition to an employee’s ac-
count consisting of employer contributions, reallocations of forfeited
benefits, and :&ortion of employee contributions (if any) under the
lan are generally limited to not more than $41,5600 ($25,000 adjusted
or inflation since 1974) or 25 percent of compensation if less.
Explanation of commitiee provision
The bill will allow employers to deduct up to 25 IPement of com-
peusation for employer contributions to repay ESOP loan principal
and unlimited deductions to pay intecest on an ESOP loan. con-
tribution to repay interest and certain forfeitures of employer stock
acquired with A)rooeeds of a loan to an ESOP will be exempt from
the 25-percent and dollar limits on annual additions. This increased
exem from the limits on the annual addition for a leveraged
ESOP will be disallowed where the benefits flow disproportionately to
%ﬂy compensated empl:&ees. However, the 25-pervent limitation
continuse to applw er allocations to a participant’s account.
m&mprovxsionspp ies to taxable years beginning sfter December 1,
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3. TRASOP's
Background

In order to encourage an employer to make contributions to s
TRASOP, the employer is allowed an additional 1 percent invest-
ment tax credit on any qualified investment for contributions of its
securities to the plan. In addition, an employer is allowed an extrs
investment tax credit of up to one-half of 1 percent for contribu-
tions to a TRASOP if the contributions are matched by equal em-
ployee contributions,

Explanation of conunittee provision

The bill will terminate, the present 114 percent additional invest-
ment tax credit with respect to qualified investments after Decem-
ber 31, 1982. A tax credit based on a percentage of the payroll of em-
ployees participating in a TRASOP employer’s payroll will be ai-
lowed for contributions of employer securities to the plan. The per-
centage of payroll eligible for the credit will be Ommt in 1983,
0.75 percent 1n 1984 and 1 percent in 1985 and the r. This provi-
sion applies to taxable years beginning atter December 31, 1982.

In addition, the bill will amend the exceptions to the present law
which require that TRASOP securities must be held in a plan for
84 months after allocation to permit a TRASOP distribution upon the
sale of all or substantialllv]s?ll of the assets of 3 division of a corpora-
tion or the stock of a subsidiary. The provision will be effective for
taxable years beginning after January 1,1975.

4. Stock Bonus Plans and Financial Institutions

The bill will also shorten the required period for a “put option”
(requiring an employer to repurchase its securities distributed to
plan beneficiaries if the securities are not readily tradable). The bill
will make the put option requirement applicable to distributions from
a stock bonus plan but deletes the put option requirement for securities
of certain banlim and similar financial nstitutions. ‘t'he provision ap-
plies to taxable years beginning after December 31, 1981.

S. Deduction for Motor Carrier Operating Authorities

Background

On July 1, 1980, the Motor Carrier Act of 1980 was enacted. The Act
eliminated the requirement for a showing of public convenience and
necessity for granting certificates of operating authority by the Inter-
state Commerce Commission. Existing operators claimed that the re-
laxed standard for granting certificates results in a significant loss in
the valva of their mﬁng ights. The Interstate Commerce Commis-
sion has required the value assigned to certificates of operating
authority in the regulated books of motor carriers be written off in
one year. Generally, court decisions have denied a loss deduction where

the value of an o ing permit decreases as a result of legislation ex-
panding the n of permits issued. :
Explanation of commitiee provision

Thobillwilltllowmotorcmiersadeduction:&uﬂbothe adjusted
basis of all motor carrier operating authorities held on July 1, 1980.
The deduction must be taken ly over a 60-month peno&. The
provision is designed to compensate motor carriers for the diminution
1n value of their operating authorities.



IV. COMMITTEE AMENDMENT: INDEXING INDIVIDUAL
RATE BRACKETS, PERSONAL EXEMPTION, AND ZERO
BRACKET AMOUNT '

Background

. Under the present progressive rate schedules for the individual in-
come tax, the upper and lower limits of each rate bracket are stated in
nomiral dollar amounts. In addition, the Internal Revenue Code con-
tains numerous fixed dollar terms, such as the zero bracket amount, the
exemption, and limits on various credits and deductions. An
increase in nominal income results in a higher effective tax rate as more
income is taxed at the matigmal rate and as taxpayers move into higher
marginal rate brackets. To the extent that increases in nominal in-
come represent a response to inflation (as income rises to keep pace
with the cost of living) the progressive rate structure results in an in-
crease in the effective tax rate relative to real income (as measured by
purchasing power).
. Conunittee amendment

_To deal with this problem, the committee agreed to a separate pro-
_ vision to be offered as a committee amendment to the bill,

The amendment will provide that the individual rate bra,cket‘:&:i
personal exemption, and zero bracket amount (formerly the standa
deduction) wiil be adiusted for inflation beginning January 1, 1985.
The minimum and maximum dollar amounts for each rate bracket, the
zero bracket amount, and the personal exemption (currently $1,000)
will be adjusted upward by a 1actor equal to the percen increase
inthe Consumer Price Index in the most recently comp fiscal year
over the Consumer Price Index in the preceding fiscal year. Accord-

ingly, the adjustment to be made effective January 1, 1985, will be
- based on the Consumer Price Index for fiscal year 1984, which will
end on September 30, 1984. Similar adjustments will be made in the
tax tables for each subsequent taxable year.
Withholding tables reflecting the cost-of-living adjustments will
.be prescribed before the ble_ﬁnnmg of the year for .hich the adjust-
ments are to be effective. gross income levels above which an in-
come tax return is required, as prescribed by section 6012(a) of the
Code, will also be altered to reflect the cost-of-living adjustments.
- The provision will apply to taxable years beginning after Decem-
ber 31, 1984 . .
: 27)
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V. ESTIMATED REVENUE LOSS

The committee agreed that the tax cut bill would not exceed the
following revenue loes projections: $2.1 billion in fiscal year 198
$38 billion in fiscal year 1982, $93.4 billion in fiscal year 1983, an
$149.6 billion in fiscal year 1984.

These revenue loss limits are based on Treasury De t esti-
mates of the revised administration tax cut bill. The Joint Commit-
tee on Taxation has prepared a tentative reestimate of these figures
a8 follows: $1.5 billion in fiscal year 1981, $38.3 billion in fiscal year
g& $91.8 billion in fiscal year 1983, and $150 billion in fiscal year

Preliminary estimates indicate that the committee bill will not
exceed the target revenue loss projections. The initial estimates pre-
ject that the committee bill will reduce revenues by the foliowing
amounts: $1.6 billion in fiscal year 1981, $37 billion in fiscai year
{ggi $91.7 billion in fiscal year 1983, and $149.2 billion in fiscal year

These estimates are below the revenue loss limits as estimated by
the Treasury or under the initial Joint Committee reestimate, except
for a $100 million excess over the Joint Committee figure for fiscal
year 1981, The Joint Committee on Taxation has not yet finalized
these figures.
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