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PREFACE

H.Con.Res. 64 sets forth the congressional budget for the United
States Government for fiscal years 1994, 1995, 1996, 1997, and
1998. The resolution also instructs Senate and House committees
to develop legislation that achieves the levels of deficit reduction
established by the resolution. These "budget reconciliation" rec-
ommendations of the various committees are submitted to the
Committees on the Budget and assembled into a bill which is con-
sidered by each House.

H.Con.Res. 64 instructs the Committee on Finance to report
changes in laws within its jurisdiction sufficient to reduce outlays
from direct spending programs by $2,346,000,000 in fiscal year
1994 and $35,157,000,000 for the period of fiscal years 1994
through 1998; and to increase revenues $27,293,000,000 in fiscal
year 1994 and $272,105,000,000 for the period of fiscal years 1994
through 1998. The Committee on Finance is also instructed to re-
port changes in laws to increase the statutory limit on the public
debt to not more than $4,900,000,000,000.

The Congressional Budget Act permits the Committee to alter-
within certain limitations-the mix of spending reductions and rev-
enue increases as long as the total deficit reduction of
$29,639,000,000 in fiscal year 1994 and $307,262,000,000 for the
period of fiscal years 1994 through 1998 is achieved.

On June 18, 1993, the Committee on Finance approved its budg-
et reconciliation recommendations by a vote of 11-9. These rec-
ommendations reduce the deficit by $40,293,000,000 in fiscal year
1994 and $310,860,000,000 from fiscal year 1994 to fiscal year 1998
and increase the statutory limit on the public debt to
$4,900,000,000,000.

This committee print contains the explanatory report language
for titles VII and VIII of the omnibus legislation that was reported
by the Senate Budget Committee on June 22, 1993. Titles VII and
VIII are the portions of the bill within the jurisdiction of the Com-
mittee on Finance.

(III)
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TITLE VII-FINANCE COMMITTEE RECONCILI-
ATION PROVISIONS RELATING TO MEDI-
CARE, MEDICAID, AND OTHER PROGRAMS

Subtitle A-Medicare

PART I-PROVISIONS RELATING TO PART A

Payment Updates for Inpatient Hospital Services
(Section 7101)

Present Law
(a) PPS Hospitals.--Under the prospective payment system,

there are different standardized amounts for hospitals located in
large urban areas (metropolitan statistical areas with a population
over 1 million, or 970,000 in New England), "other urban' areas,
and rural areas. Different update factors apply to the urban and
rural standardized amounts. The standardized amounts are up-
dated annually effective with discharges occurring on or after Octo-
ber 1 of each year. A sole community hospital is paid based on the
higher of the applicable standardized amount or a hospital-specific
rate. The hospital-specific rate is updated annually effective with
the beginning of the hospital's cost reporting period. The update
factors are based on the projected increase in the hospital market
basket, an index that measures changes in the prices of goods and
services purchased by hospitals. OBRA 90 set the update factors
for FY 1994 and FY 1995 as follows:

* The update factor for the urban standardized amount is equal
to the estimated percentage increase in the hospital market basket.

* For the rural standardized amount, the FY 1994 update factor
is equal to the estimated percentage increase in the hospital mar-
ket basket plus 1.5 percentage points; for FY 1995, the update fac-
tor is to be set at the level necessary to eliminate the difference be-
tween the standardized amounts for rural and "other urban" hos-
pitals.

* The update factor for the hospital-specific rate applicable to
sole community hospitals is equal to the estimated percentage in-
crease in the hospital market basket.

For FY 1996 and subsequent years, the update factor for all hos-
pitals subject to the prospective payment system is equal to the es-
timated increase in the hospital market basket.

Other changes in the prospective payment system are made
when the standardized 'amounts are updated. These include revi-
sions to the hospital wage index, the DRG classification system and
relative weights, outlier thresholds, and changes in geographic
classification resulting from decisions by the Medicare Geographic
Classification Review Board. A hospital that serves a disproportion-
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ate share of low income patients receives an additional payment
based on the percentage of its patient-population that are low in-
come. The payment adjustment factor applicable to urban hospitals
with 100 or more beds is to increase effective with discharges oc-
curring in FY 1994. A provision establishing a "regional floor" on
payments for hospitals located in a region for which the regional
average standardized amount is higher than the national average
standardized amount expires September 30, 1993.

(b) PPS-Excluded Hospitals.-Hospitals excluded from the pro-
spective payment system (psychiatric, rehabilitation, children's,
cancer, and long-term hospitals and psychiatric and rehabilitation
distinct part units) are paid on a reasonable cost basis subject to
a rate of increase limit on operating costs per discharge. The per
discharge limit, or target amount, is updated annually. The update
factor for the target amount is equal to the estimated percentage
increase in the hospital market basket and is effective for cost re-
porting periods beginning on or after October 1 of each year.
Committee Proposal

(a) PPS Hospitals.-PPS rates would be updated annually effec-
tive for discharges occurring on or after January 1 of each year.
The payment rates in effect as of September 30, 1993 would con-
tinue in effect through December 31, 1993. No changes in the
standardized amounts, DRG classification system or relative
weights, outlier thresholds, wage index values, or in a hospital's ge-
ographic classification would occur until January 1, 1994. The in-
crease in disproportionate share payments for urban hospitals with
at least 100 beds would be postponed and would become effective
for discharges occurring on or after January 1, 1994. The regional
floor would be extendedthrough December 31, 1993.

The standardized amounts would be updated on a calendar year
basis as follows:

9 1994: The urban standardized amounts would be updated by
the estimated percentage increase in the hospital market basket
minus 2.18 percentage points. The rural standardized amounts
would be updated by the market basket increase minus .68 per-
centage points.

* 1995: The urban standardized amounts would be updated by
the estimated percentage increase in the hospital market basket
minus 2.27 percentage points and the labor and non-labor portions
of the standardized amounts would be recomputed based on the
labor and non-labor proportions in the national average standard-
ized amount for all hospitals. The rural standardized amount
would be updated to equal the standardized amount applicable to
hospitals located in "other urban" areas so that there would be a
single standardized amount applicable to hospitals located in rural
and "other urban" areas.

o 1996: The standardized amounts would be updated by the per-
centage increase in the hospital market basket minus 2.0 percent-
age points.

o 1997: The standardized amounts would be updated by the per-
centage increase in the hospi'al! market basket minus 1.0 percent-
age point.
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* 1998 and thereafter: The standardized amounts would be up-
dated by the percentage increase in the hospital market basket.

The effective date of the update in the hospital-specific rate ap-
plicable to a sole community hospital would be changed from the
beginning of the hospital's cost reporting period to January 1. The
update factor would be based on the average increase in the stand-
ardized amounts and would equal the percentage increase in the
hospital market basket minus 2.0 percentage points in 1994 (after
a 3 month freeze) through 1996 and the percentage increase in the
hospital market basket minus 1.0 percentage point in 1997.

The Committee notes that in the proposed rule for FY 1994
Changes to the-Hospital Inpatient Prospective-Payment Systems
that was published May 26, 1993, the Secretary indicated an inten-
tion to evaluate the nearest neighbor" labor market areas rec-
ommended by the Prospective Payment Assessment Commission
and other alternatives to the labor market area definition currently
used to construct the hospital wage index. The Committee expects
the Secretary to expedite the appropriate review and analysis so
that refined labor market areas will be considered for implementa-
tion as soon as possible.

(b) PPS-Excluded Hospitals. -Beginning January 1, 1994, the
market basket projection would be made on a calendar year basis
and would be applicable to cost reporting periods beginning in that
calendar year. For cost reporting periods beginning in 1994, an av-
erage update factor for the target amount would be determined
based on no increase for the first three months of the cost reporting
period and an update factor equal to the estimated percentage in-
crease in the hospital market basket minus 1.0 percentage point for
the remainder ofthe cost reporting period. For cost reporting peri-
ods beginning in 1995 through 1997, the update factor for the tar-
get amount would equal the percentage increase in the hospital
market basket minus 1.0 percentage points.

The Committee notes that OBRA 90 required the Secretary to
develop a proposal to modify the current payment methodology for
hospitals that are excluded from the prospective payment system.
The report was to be submitted to Congress by April 1, 1992. The
Committee urges that the Secretary submit the report promptly
and include recommendations concerning re-basing the target
amounts to reflect operating costs incurred in a recent cost report-
ing period.
Effective Date

Upon enactment.

Payment for Indirect Costs of Medical Education
(Section 7102)

Present Law
Prospective payments to teaching hospitals (hospitals with resi-

dents in approved graduate medical education programs) are ad-
justed to reflect indirect medical education costs, such as the extra
demands placed on hospital staff due to teaching activity, the addi-
tional tests and procedures ordered by residents, and the higher
costs associated with treating more severely ill patients. The pay-
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ment adjustment is currently based on a formula that increases the
DRG payment by approximately 7.7 percent for each 10 percent in-
crease in the ratio of residents to beds. The increase is calculated
on a curvilinear basis (that is, an increase in the resident-to-bed
ratio does not result in a proportional increase in payment).
Committee Proposal

The formula used to determine the indirect medical education ad-
justment factor would be revised to result in a phased reduction in
the additional payment for indirect teaching costs. Effective for dis-
charges occurring on or after January 1, 1994 and before January
1, 1996, the DRG payment would be increased by approximately
7.0 percent for each 10 percent increase in the ratio of residents-
to-beds. Effective for discharges occurring on or after January 1,
1996, the DRG payment would be increased by approximately 6.5
percent for each 10 percent increase in the ratio of residents-to-

Effective Date
Upon enactment.

Loss of Regional Referral Center Status
(Section 7103)

Present Law
Under the prospective payment system, hospitals located in rural

areas that meet certain criteria may be classified as regional refer-
ral centers. Referral centers are paid standardized amount for"other urban" areas, rather than the standardized amount for rural
areas. The Omnibus Budget Reconciliation Act of 1989 (OBRA 89)
allowed hospitals that were classified as regional referral centers
as of September 30, 1989, to continue in that status through cost
reporting periods beginning before October 1, 1992, regardless of
whether they continued to meet the criteria for designation as a re-
gional referral center. Beginning on October 1, 1994, the standard-
ized amount for hospitals in rural areas will equal the standardized
amount for hospitals in "other urban" areas.

Committee Proposal
Hospitals that were classified as regional referral centers as of

September 30, 1992 that were not subsequently reclassified by the
Medicare Geographic Classification Review Board would continue
to receive the "other urban" standardized amount through portions
of cost reporting periods occurring before January 1, 1995, regard-
less of whether they continue to meet the criteria for designation
as a referral center.

The Secretary would be required to make a lump sum payment
to any hospital that was determined to not meet the criteria for
designation as a referral center as a result of the triennial status
review. The payment would be for the additional DRG standard
payments (exclusive of outlier payments) that would have been
made if the hospital had not lost designation as a regional referral
center and had continued to receive payment based on the,"other
urban" standardized amount. Hospitals that lost rural referral cen-
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ter status as a result of a favorable reclassification decision by the
Medicare Geographic Reclassification Review Board for fiscal years
1993 or 1994 would have the opportunity to decline the reclassifica-
tion and retain rural referral center status.
Effective Date

Upon enactment.

Medicare-Dependent, Small Rural Hospital Payment
Extension

(Section 7104)
Present Law

OBRA 89 established a special payment provision for "Medicare-
dependent small rural hospitals (MDHs)," rural hospitals with 100
or fewer beds that had at least 60 percent Medicare utilization dur-
ing their cost reporting period beginning in FY 1987. Theprovision
applied only to cost reporting periods beginning on or before April
1, 1990, and ending on or before March 31, 1993. An MDH was

aid for operating costs under the same formula as sole community
hospitals; that is, an MDH was p aid on the basis of its hospital-

specific rate (the higher of its FY-1982 or FY 1987 operating costs
per discharge, updated for inflation) or the rural standardized
amount, whichever is higher.
Committee Proposal

For discharges occurring during cost reporting periods begining
on or after April 1, 1990 and before April 1, 1993, the SCH pay-
ment methodology would continue to apply to MDHs. For portions
of cost reporting periods beg'nning on or after April 1, 1993 and be-
fore January 1, 1995, an MAH would receive 50 percent of the dif-
ference between its payment under the SCH payment rules and the
payment regularly provided under the prospective payment system.

The Secretary would be required to make a lump sum payment
for the additional payments that would have been made if the
MDH provision had continued to apply to cost reporting periods
ending after March 31, 1993. Hospitals that lost MDH status as a
result of a favorable reclassification decision by the Medicare Geo-
graphic Reclassification Review Board for fiscal years 1993 or 1994
would be offered the opportunity to decline the reclassification and
retain MDH status.
Effective Date

Effective as if included in OBRA 89.

Elimination of Return on Equity, for Proprietary Skilled
Nursing Facilities

(Section 7105)
PresV Law

Proprietary skilled nursing facilities (SNFs) receive, in addition
to payments for the costs of providing services, a return on equity
payment, which provides the investors in the facility a return on
their investment equivalent to what they would have earned if they
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had invested the same amount in specified government securities.
Return on equity payments for proprietary hospitals were phased
out by the Consolidated Omnibus Budget Reconciliation Act of 1985
(COBRA 85). SNFs are the only providers still receiving Medicare
return on equity payments.
Committee Proposal

The payment to SNFs for return on equity capital would beeliminated.

Effective Date
Portions of cost reporting periods occurring on or after October

I, 1993.

Extension of 10 Percent Reduction in Payments for Capital-
Related Costs of Inpatient Hospital Services

(Section 7106)
Present Law

Until FY 1992, Medicare payments for inpatient hospital capital
costs were on a reasonable cost basis, subject to statutory percent-
age reductions. Since FY 1992, Medicare has instead paid for cap-
ital under a prospective payment system. The Omnibus Budget
Reconciliation Act of 1990 (OBRA 90) provided that, for portions of
cost reporting periods or discharges occurring in FY 1992 through
FY 1995, the Secretary is to reduce operating or capital payments,
or both, to achieve a 10 percent savings relative to what would
have been paid for capital expenses on a reasonable cost basis.

The regulations implementing the capital prospective payment
system provide for a ten-year transition from reasonable cost pay-
ments to payment based solely on a federal rate. During the transi-
tion, each hospital's payment is based on a decreasing proportion
of its hospital-specific costs and an increasing proportion of the fed-
eral rate for capital. During the transition, hospitals with high cap-
ital costs are paid 85 percent of the reasonable costs for capital in
patient care use as of December 31, 1990 and certain capital
projects that were obligated as of that date. There are special cri-
teria related to obligated capital for hospitals in-rStates with a
lengthy certificate-of-need (CON) process.
Committee Proposal

The provision that requires the Secretary to reduce operating or
capital payments, or both, to achieve a 10 percent savings relative
to what would have been paid for capital expenses on a reasonable
cost basis would be extended through FY 1998.

The Committee notes that in the proposed rule for FY 1994
Changes to the Hospital Inpatient Prospective Payment Systems
that was published in the Federal Register on May 26, 1993, the
Secretary indicated that insufficient information was available to
complete a systematic evaluation of the obligated capital criteria
for hospitals in States with a lengthy CON process in time to con-
sider appropriate changes during the FY 1994 rulemaking process.
The Committee expects the Secretary to complete the assessment
in time for consideration in the 1995 rulemaking process and to
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evaluate not only the criteria for recognition of obligated capital in
States with a lengthy CON process but also whether changes
should be made in the payment rules to extend reasonable cost
payments for such projects beyond the 10-year transition period.
Effective Date

Upon enactment.

Skilled Nursing Facility Cost Limits
(Section 7107)

Present Law
Medicare payment for skilled nursing facility services is made on

a reasonable cost basis subject to a limit on routine costs per diem.
The limit is based on 112 percent of the mean per diem routine
service costs for freestanding facilities. There is an add-on to the
limit for hospital-based facilities equal to 50 percent of the dif-
ference between 112 percent of the mean per diem routine costs for
freestanding facilities and 112 percent of the mean per diem costs
for hospital-based facilities.

The labor-related portion of the limits are to be adjusted by an
appropriate wage index. The Secretary currently uses a wage index
based on wage data collected from hospitals. In its March 1, 1992
Report and Recommendations to the Congress, the Prospective Pay-
ment Assessment Commission recommended that the Secretary col-
lect data on employee compensation and paid hours of employment
for nursing facilities for the purpose of implementing a nursing fa-
cility wage index to adjust the cost limits. The limits are to be up-
dated every two years.

Committee Proposal
The cost limit wduld be lowered to 110 percent of the median per

diem routine service costs for freestanding facilities. The add-on for
hospital-based facilities would equal 50 percent of the difference be-
tween 110 percent of the median per diem routine costs for free-
standing facilities and 110 percent of the median per diem routine
costs for hospital-based facilities. The Secretary would be required
to begin collecting the data necessary to compute a wage index
based on wages specific to skilled nursing facilities within 1 year
of enactment. The Prospective Payment Assessment Commission
would be required to study and report by March 31, 1994 on the
impact of applying the limits on routine per diem costs on a re-
gional basis.

Effective Date
The lower cost limits would be effective for cost reporting periods

beginning on or after October 1, 1993. The other requirements
would be effective upon the date of enactment.
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Payments for Hospice Care
(Section 7108)

Present Law
Payment for routine home care and other services included in

hospice care are updated annually each October 1 based on the per-
centage increase in the hospital market basket.

Committee Proposal
The annual payment update would be moved to January 1. Pay-

ment rates in effect as of September 30, 1993 would continue in ef-
fect until January 1, 1994. Effective January 1, 1994, the annual
update through 1998 would equal the percentage increase in the
hospital market basket minus one percentage point.
Effective Date

Upon enactment.

PART li-PROVISIONS RELATING TO PART B

Subpart A-Physicians' Services

Reduction in the Physician Fee Update
(Section 7201)

Present Law
The law contains a default formula for updating the Medicare

physician fee schedule if Congress does not act to set the update.
The default update is the Medicare Economic Index (MEI-an in-
flation index) for the year plus or minus the difference between the
Medicare volume performance standard rate of increase and actual
expenditures for the second previous fiscal year (i.e. FY 1992 ex-
penditures are used in determining the update for 1994).

The law also specifies a lower limit on the update. The update
in 1994 and 1995 can be no lower than the MEI minus 2.5 percent-
age points. In subsequent years, the update can be no lower than
the MEI minus 3 percentage points.

The volume performance standard specifies a maximum rate at
which expenditures for physicians' services should increase. Sepa-
rate volume performance standards were established for surgical
services and all other services for FY 1992. The surgical volume
performance standard (VPS) rate of increase was 6.5 percent in
1992; the non-surgical VPS was 11.2 percent; and the VPS for all
services was 10.0 percent.

In 1992, actual expenditures for surgical services decreased by
3.3 percent; non-surgical services increased by 7.0 percent; and all
services increased by 4.3 percent. The estimated MEI for 1994 is
2.4 percent. Using the default formula, the estimated updates for
1994 are as follows. For surgical services, the estimated default up-
date is 12.2%. For non-surgical services, the estimated default up-
date is 6.6%. The estimated default update for all services is 8.1%.
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Committee Proposal
The committee proposal would reduce the default formula up-

dates by 8.0 .percentfor surgi cal services and 4.4 percent for non-
surgical services, except for primary care, which would receive the
default update. Under the committee's provision, the estimated up-
dates for 1994 are 4.2% for surgical services; 2.2 percent for all
other services (except primary care; and 6.6 percent for primary
care services.

Effective Date
Upon enactment.

Reduce Default Medicare Volume Performance Standard
and Update

(Section 7202)
Present Law

The default Medicare Volume Performance Standard (VPS) es-
tablishes a standard for the rate of growth in Medicare physician
expenditures if Congress does not act to establish a VPS. The pur-
pose of the standard is to encourage physicians to restrain the rate
of growth in spending so that actual expenditures for a given year
do not exceed the VPS for that year.

The default VPS is calculated as the sum of the following four
factors, from which a performance standard factor is subtracted: (1)
the Secretary's estimate of the weighted average percentage in-
crease in Medicare physician fees; (2) the Secretary's estimate of
the percentage increase or decrease in Medicare beneficiaries for
that year; (3) the Secretary's estimate of the average annual
growth in volume and intensity of physicians' services for the pre-
ceding five fiscal years; and (4) the Secretary's estimate of the per-
centage increase or decrease in Medicare physician expenditures
due to changes in law or regulation. This sum is reduced by a per-
formance standard factor. In 1993 and succeeding years, the per-
formance standard factor is 2 percentage points.

Separate VPSs are established for surgical services and all other
services. Separate VPSs were established for surgical services and
non-surgical services for the first time in FY 1991. The surgical vol-
ume performance standard (VPS) rate of increase for FY 1992 was
6.5 percent; the non-surgical VPS was 11.2 percent; and the VPS
for all services was 10.0 percent.

The law contains a default formula for updating the Medicare
physician fee schedule if Congress does not act to set the update.
The default update is the Medicare Economic Index (MEI) plus or
minus the difference between the Medicare volume performance
standard rate of increase and actual expenditures for the second
previous year (i.e. 1992 expenditures are used in determining the
update for 1994).

The law also specifies a lower limit on the update. The update
in 1994 and 1995 can be no lower than the MEI minus 2.5 percent-
age points. In subsequent years, the update can be no lower than
the MEI minus 3 percentage points.
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Committee Proposal
- The committee provision would reduce the default volume per-
formance standard by increasing the performance standard factor
to 3.5% in 1994 and 4% in each succeeding year for all services ex-
cept primary care. The committee provision would establish a new
volume performance standard for primary care services and set the
performance standard factor for primary care services at zero per-
centage points. The provision would also decrease the lower limit
on the update by lowering it to the MEI minus to 5 percentage
points, beginning in 1995.
Effective Date

Changes to the volume performance standards apply. beginning
in fiscal year 1994. Creation of a separate category of primary care
services is effective upon enactment. The conversion factor updates
and the lower limit on the default update apply beginning in 1996.

Resource Based Practice Expense Phase-In
(Section 7203)

Present Law
Practice expenses are defined as all expenses for furnishing phy-

sicians' services, such as office rent and wages of personnel em-
ployed by physicians. It excludes malpractice expenses, physician
compensation and other physician fringe benefits.

Relative values for practice expenses are based on historical
charges. The average percentage division of resources among work,
practice expense and malpractice expense were determined for each
medical specialty based on a 1989 survey of office-based physicians
and, for specialties not included in the survey, from data supplied
by national specialty societies. Second, the proportion of each serv-
ice performed by each specialty was determined from Part B claims
data. Using this information, an average practice expense percent-
age was computed for each service. Then the average practice ex-
pense percentage is multiplied by the base allowed charge for a
service, which was computed by estimating the 1991 national al-
lowed charge for a service.

Committee Proposal
The committee provision requires the Secretary to develop a

methodology for implementing resource-based practice expense rel-
ative value units in 1997. The Secretary would be required to
transmit a report on the proposed methodology to the House Ways
and Means Committee, the Energy and Commerce Committee and
the Senate Finance Committee by June 30, 1996. The report would
include a presentation of data used in developing the methodology
and an explanation of the methodology.

In the interim, the committee provision would reduce practice ex-
pense relative value units considered to be overvalued. Practice ex-
pense relative value units which are greater than 110 percent of
physician work relative value units would be subject to reductions.

he reduction in 1994 would equal 25 percent of the difference be-
tween the practice expense relative value units and the work rel-
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ative value units. In 1995 and 1996, the reduction would equal an
additional 25 percent of the remainder. Practice expense relative
value units cotild not be reduced below 110 percent of the work rel-
ative value units for that service. Services that have no physician
work component and consist only of a practice expense component
would not be subject to these reductions. Services which the Sec-
retary determines are performed in an office setting at least 75 per-
cent of the time would-be exempt from these reductions.

It is the committee's understanding that this policy will be ap-
plied to professional component billings and not to global billings.
Effective Date

Upon enactment.

Cap on Payments to the Anesthesia Care Team
(Section 7204)

Present Law
Both anesthesiologists and certified registered nurse anesthetists

(CRNAs) are paid on the basis of a fee schedule derived from a uni-
form relative value guide that is unique to anesthesia services.
Payment is equal to the sum of the total number of base units
(which measure complexity of a service) and the number of time
units (which measure actual time used, with each 15 minute inter-
val equal to one full time unit during the delivery of a service) mul-
tiplied by a dollar conversion factor.

CRNAs may practice alone or under medical direction. When
CRNAs practice without medical supervision, payment is the same
as wouldbe paid to anesthesiologists. When CRNAs practice under
medical direction as part of an anesthesia care team, payments to
CRNAs are reduced; the conversion factor is set at a specific dollar
amount ($11.00 in 1993). When this conversion factor was estab-
lished in the Omnibus Budget Reconciliation Act of 1990, it was
rejected to equal 70 percent of the conversion factor that would

paid to anesthesiologists practicing alone.
Wen an anesthesiologist medically directs a CRNA, the base

units used in calculating payment are reduced by 10 percent, 25
percent, and 40 percent for the concurrent direction of two, three,
or four CRNAs. Time units are based on 30 minute intervals, in-
stead of 15 minute time increments. An anesthesiologist may not
concurrently direct more than four CRNAs.
Committee Proposal

Payments to an anesthesia care team would be capped at 120
percent of the amount paid to an anesthesiologist practicing alone
in 1994. The cap would be reduced by 5 percent inweach succeeding
year, so that payments to an anesthesia care team would equal 100
percent of the amount paid to a solo anesthesiologist by 1998. The
reduction in the number of base units paid to anesthesiologists
medically directing CRNAs would be repealed, as would require-
ments that anesthesiologists medically directing CRNAs report cer-
tain information on claims forms. The fee schedule amount paid to
CRNAs practicing in an anesthesia care team would be one half the
total payment.
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Effective Date
Applies to physician services furnished on or after January 1,

1994.

Reinstating Separate Payment for Interpretation of
Electrocardiograms (EKGs)

(Section 7205)

Present Law
OBRA 90 eliminated separate payments for interpretation of

EKGs performed or ordered to be performed as part of, or in con-
junction with, a medical visit or consultation, effective January 1,
1992.
Committee Proposal

The committee provision repeals the OBRA 90 prohibition on
separate payments for interpretation of EKGs.. Separate fee sched-
ule payment amounts for interpreting EKGs in all settings would
be established.

The committee provision provides for several adjustments to the
fee schedule in order to comply with budget neutrality rules. First,
HCFA would subtract the relative value units for EKG interpreta-
tion that were bundled into medical visit and consultation relative
values for 1992 and 1993.

The committee provision requires HCFA to make across-the-
board adjustments to the relative values for all services to account
for the shortfall of relative value units that were bundled into med-
ical visits and consults in 1992 and 1993. The Secretary is required
toreduce the relative value for all services (except anesthesia serv-
ices) by the percentage the Secretary determines necessary so that
beginning in 1996 expenditures under the fee schedule would not
exceed those which would have been made in the absence of this
provision. For anesthesia services, the appropriate adjustment is
made to the conversion factor.

The committee provision also requires HCFA to make an adjust-
ment to the historical payment basis in the fee schedule to account
for the fact that more EKG interpretations would be paid at the
full fee schedule amount than medical visits and consultations dur-
ing the transition. No reduction would be made for services already
at the full fee schedule amount. The Secretary is to make appro-
priate budget neutrality adjustments in the historical payment por-
tion of the 1994 transition payment which applies in 1994 and
1995.
Effective Date

Applies to services furnished on or after January 1, 1994.

Payments for New Physicians and Practitioners
(Section 7206)

Present Law
New physicians and practitioners receive reduced payments dur-

ing their first four years of practice. These reductions were imposed
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on the first two years of practice by OBRA 87 and extended to the
third and fourth years of practice in OBRA 90. Payments are 80
percent of the amount otherwise recognzd during the first year of
practice, 85 percent during the second year, 90 percent during the
third year, and 95 percent during the fourth year. These reductions
apply to payments under the fee schedule, prevailing charges, or
other fee schedule payment amounts.
Committee Propeeu

The committee provision repeals reductions in payments to new
physicians and practitioners and requires that payments under
Section 1848 be nogreater or less than the would be in the ab-
sence of the repeal. The Secretary is required, to reduce the follow-
inu values and amounts for 1994 (to be applied for that year and
susequent years) so that physician expenditures would not exceed
the amount of expenditures that would have been made in the ab-
sence of this provision. The specified values and amounts are: (i)
the relative values for services (except for anesthesia services
where the reduction is to the conversion factor); (0i) the historical
payment portion of the 1994 transition payment; and (iii) the pre-
vailing charge or fee schedule amounts to be applied for services
of a health care practitioner (as that term was defined before en-
actment of this Ac,.
Effective Dage

Applies with respect to physicians' services furnished on or after
Jmuary 1, 1994.

Extra Billing
(Section 7207)

Preatut Law
(a) Limitations on beneficiary liability.--OBRA '89 established

limits on the amount above the Medicare approved payment
amount nonpartlcipating physicians may charge Medicare bene-
ficiaries. OBRA 89 permitted the Secretary to impose sanctions on
physicians who knowingly and willfully bill above the limiting
charge on a repeated basis. However, it did not specifically prohibit
hsicians from billing beneficiaries more than the limiting charge.BRA 89 also did not require ph sicians to make refunds to bene-

ficiaries when they billed above the limiting charge and did not ab-
solve beneficiaries from liability for amounts they are billed above
the medicare limiting charge.

(b) Pre-Payment Screening of Claims.-Carriers are not currently
required by law to screen unassigned claims submitted by
nonparticipating physicians prior to pam ent in order to determine
whether the amount billed exceeds the limiting charge.

(c) Information Regarding Limiting Charges.-There is currently
no requirement that beneficiaries be given information on the ex-
planation of Medicare benefits (EOMB) form if physicians have
charged beneficiaries in excess of the limiting charge.

(d) Applying the Limiting Charge to Nonphysician Services Pro-
ded U under the Physician Fee hedule.-The five percent dif-

ferential in payments to nonparticipating physicians and suppliers
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does not apply to nonphysician services furnished under the Medi-
care physician fee schedule. These services generally consist of the
technical components of services, such as services rendered by free-
standing radiology centers or independent physiological labora-
tories.

(e) Clarification of Mandatory Assignment Rules for Certain
Practitioners.-There is some ambiguity in current law regarding
the application of mandatory assignment rules for certain
nonphysician practitioners.
Committee Proposal

(a) Limitations on Beneficiary Liability.-The committee provi-
sion prohibits nonparticipating physicians from billing or collecting
from any person an actual charge in excess of the Medicare limit-
ing charge. The provision would specify that no person is liable for
payment of any amount billed in excess of the limiting charge. It
would also require physicians who bill, but who do not collect the
excess charge to reduce the actual charge billed for the service to
the amount approved by Medicare. Physicians who collect amounts
exceeding the limiting charge would be required to refund, on a
timely basis, the amount collected in excess of the limiting charge.
The amount of the refund is reduced to the extent the individual
has an outstanding balance owed to the physician. A correction of
a bill for an excess charge or refund of an excess charge is consid-
ered to be made on a timely basis if it is made within 30 days of
the date the physician, supplier or other person is notified of the
excess charge by the carrier.

The committee provision specifies that in the case of a physician
(1) knowingly and willfully bills in excess of the limiting charge; (2)
collects charges exceeding the limiting charge on a repeated basis;
or (3) fails to comply with the refund requirements, the Secretary
would be authorized to impose sanctions in accordance with Section
1842(j) of the Social Security Act.

The committee provision clarifies that the refund requirement
does not apply to other third party payers.

The committee understands that Medicare carriers currently ask
for a refund where the actual charge exceeds the limiting charge
by at least one dollar. Similarly, Medicare carriers include informa-
tion on the Explanation of Medicare benefits form where the limit-
ing charge exceeds the actual charge by at least one dollar. The
committee believes that the use of a one dollar nominal threshold
before application of the refund provision (as well as for the reduc-
tion of an actual charge where the physician has not collected and
for the EOMB) is an appropriate policy that would be consistent
with the intention of this provision.

The committee provision makes it clear that the limiting charge
policy and enforcement thereof applies to the physician, supplier,
or other person performing the service as well as to any person bill-
ing or receiving payment on behalf of such physician, supplier, or
person.

The committee provision requires that a refund be made to the
individual charged, if there is a charge in excess of the limiting
charge.
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(b) Prepayment screening of claims.-The committee provision
requires carriers to screen 100 percent of unassigned claims sub-
mitted by nonparticipating physicians prior to making payment to
determine whether the amount billed exceeds the limiting charge.

(c) Information Regarding Limiting Charges.-The committee
provision requires carriers to provide limiting charge information
on the explanation of Medicare benefits form after the submission
of an unassigned claim which exceeds the limiting charge. The
EOMB must include information on the beneficiary's right to a re-
fund.

The Secretary is required to report to Congress. annually on the
extent to which annual charges exceeded limiting charges, the
number and types of services involved, and the average amount of
excess charges.

(d) Applying the Limiting Charge to Nonphysician Services Fur-
nished Under the Physician Fee Schedule.-The committee provi-
sion applies the 5 percent differential between payments to partici-
pating and nonparticipating physicians and suppliers and limiting
charge restrictions to the technical components of nonphysician
services paid on the basis of the physician fee schedule. The extra
billing limits and participation differential are extended so that
they apply to any nonparticipating supplier or other person who
furnishes a physician's service that is paid for under the physician
fee schedule, or services that would be paid under the fee schedule
but have been excluded from the fee schedule by the Secretary.

(e) Clarification of Mandatory Assignment Rules for Certain
Practitioners.-The committee provision specifies that physicians'
assistants, nurse practitioners, clinical nurse specialists,.certified
registered nurse anesthetists, certified nurse-midwives, clinical so-
cial workers and clinical psychologists may only bill for services on
an assignment-related basis and that no person is liable for
amounts billed in violation of the assignment-related basis. The
Secretary may impose sanctions under Section 1842(j) of the Social
Security Act on a practitioner who knowingly and willfully bills in
violation of this requirement.

Effective Date
Sections (a), (d), and (e) apply to services furnished on or after

the date of enactment, except that it does not take effect for serv-
ices provided by a nonparticipating supplier or other person until
January 1, 1994. Section (b) applies to contracts as of January 1,
1994. Section (c) applies to EOMBs furnished on or after January
1, 1994.

Subpart B--Outpatient Hospital Services.and Ambulatory
Surgical Services

Extension of 10 Percent Reduction in Payments for Capital-
Related Costs of Outpatient Hospital Services

(Section 7221)
Present law

In determining the cost-related portion of Medicare's payment for
outpatient services, OBRA 90 reduced reasonable cost payments for
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capital-related costs by 10 percent for portions of cost-reporting pe-
riods occurring during FY 1992 through FY 1995.
Committee Proposal

The 10 percent reduction in reasonable cost payments for capital-
related costs would be extended through portions of cost reporting
periods occurring in FY 1998.

Effective Date
Upon enactment.

Extension of Reduction in Payments for Other Costs of
Outpatient Hospital Services

(Section 7222)
Present Law

In determining the cost-related portion of Medicare's payment for
outpatient services, OBRA 90 reduced reasonable cost payments for
non-capital related costs by 5.8 percent for portions of cost report-
ing periods occurring during FY 1991 through FY 1995.
Committee Proposal

The 5.8 percent reduction in reasonable cost payments for non-
capital related costs would be extended through portions of cost re-
porting periods occurring in FY 1998.
Effective Date

Upon enactment.

Changes to Payment Formulas for Certain Hospital
Outpatient Services

(Section 7223)
Present Law

The aggregate amount of Medicare payments made for hospital
outpatient services (or rural primary care hospital services) fur-
nished in connection with ambulatory surgery, radiology and diag-
nostic tests equals the lesser of: (i) the lower of a hospital's reason-
able costs or its customary charges, net of deductible and coinsur-
ance amounts, and (ii) a blended amount comprised of a cost por-
tion and a charge portion. The cost portion of the blend is based
on the lower of a hospital's costs or charges net of beneficiary cost-
sharing. The cost portion of the blend is 42 percent for ambulatory
surgery and radiology services and 50 percent for diagnostic tests.
The charge portion of the blend is 58 percent of the ambulatory
surgery center (ASO) facility payment rates net of beneficiary coin-
surance, and 58 percent of the physician fee schedule amount for
radiology services net of coinsurance, and 50 percent of the physi-
cian fee schedule for diagnostic tests net of coinsurance.

A hospital may bill a beneficiary for coinsurance equal to twenty
percent of its charge for an outpatient service. However, the blend-
ed amounts are calculated after application of beneficiary cost-shar-
ing (e.g., lower of hospital cost or charges net of cost-sharing and
80 percent of the ASO rate). This inconsistency in application of
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cost-sharing results in an anomaly whereby the amount a bene-
iciary gags in coinsurance does not result in a dollar for dollar de-

crease in Medicare program payment.
Committee Proposal

Using the current blend percentages, the payment formula would
be changed to determine the blended payment limit prior to appli-
cation of beneficiary cost-sharing provisions. Medicare's payment
amount would be determined based on the lesser of () the lower
of the hospital's reasonable costs or customary charges or (ii) the
blended payment limit. Medicare would then pay the lesser of (i)
80 percent of the lowest amount, or (0i) the lowest amount less the
beneficiary cost sharing amounts.
Effective Date

Effective for portions of cost reporting periods occurring after Oc-
tober 1, 1993.

Payments to Ambulatory Surgery Centers; Payment for
Intraocular Lenses

(Section 7224)
Present Law

(a) Intraocular Lenses.-The Omnibus Budget Reconciliation Act
of 1990 (OBRA 90) established payment for intraocular lenses in-
serted in an ambulatory surgery center during or subsequent to
cataract surgery at $200 until December 31, 1992. Current pay-
ment remains at $200.

(b) Payment Amounts.-Current law requires the Secretary to
update ambulatory surgery center payment rates by July 1, 1987
and annually thereafter, as determined appropriate by the Sec-
retary. The OBRA 90 conferees had intended to include a provision
requiring an annual update to ASC rates, but it was omitted from
the law.

(c) Adjustments to Payment Amounts for New Technology Intra-
ocular Lenses.-OBRA 90 included a provision capping payments
for IOLs at $200 in 1991 and 1992. As drafted, the statutory lan-
guage could be interpreted as limiting payments for cataract sur-
gery to $200. The OBRA 90 conferees also agreed to a provision
providing for a process by which the fee for new technology intra-
ocular lenses (IOLs) could be adjusted. Statutory language reflect-
ing this agreement was inadvertently omitted from OBRA 90.
Committee Proposal

(a) Intraocular Lenses.-The committee provision establishes
payment for intraocular lenses inserted in an ambulatory surgery
center during or subsequent to cataract surgery on or after the
date of enactment and on or before December 31, 1998 at $150.

(b) Payment Amounts.-The committee provision establishes the
update for ambulatory surgery services, beginning with fiscal year
1995, at the CPI-U for the 12 month period ending with March of
the preceding year minus 1 percentage point. The Secretary would
be required to conduct a survey, based on a representative sample
of procedures and facilities, beginning by July 1, 1994 and updated
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every 5 years thereafter, of the actual audited costs of ambulatory
surgery facilities. The survey results would be used in establishing
payment rates. The Secretary would be required to consult with ap-
propriate trade and professional organizations in updating the list
of procedures that can be performed in ambulatory surgery centers.

(c) Adjustments to Payment Amounts for New Technology Intra-
ocular Lenses.-The committee provision requires the Secretary to
develop and implement a process for reviewing reimbursement for
new technology intraocular lenses (IOLs). In order to be considered
a new technology IOL, the device would have to be approved by the
FDA. The Secretary would also be required to consider specific cir-
cumstances in determining whether to adjust the payment amount
for new technology IOLs. The provision also specifies administra-
tive procedures for reviewing and approving new technology IOLs.
Effective Date

Section (a) is effective for items and services on or after January
1, 1994. Sections (b) and (c) take effect as if included in the enact-
ment of OBRA 90.

Subpart C-Durable Medical Equipment
(Sections 7231, 7232, 7233, and 7234)

Present Law
(a) Narrowing the Range of Payment Limits for Durable Medical

Equipment.--Medicare currently pays for durable medical equip-
ment (DME) on the basis of a fee schedule that has national floors
and ceilings (lower and upper limits) on ayments. The floor is
equal to 85 percent of weighted average of local payment amounts
and the ceiling is equal to 100 percent of the weighted average of
local payment amounts.

(b) National Payment Limits for Prosthetic Devices, Orthotics
and Prosthetics.-Medicare currently pays for prosthetics and
orthotics on the basis of a fee schedule that has regional floors and
ceilings on payments. The floor is equal to 85 percent of the
weighted average of local payment amounts and the ceiling is equal
to 120 percent of the weighted average of local payment amounts.

(c) Parenteral and Enteral Nutrients, Supplies and Equipment.-
Payment for parenteral and enteral nutrients, supplies and equip-
ment is made on the basis of reasonable charges, updated by the
CPI-U.

(d) Treatment of Nebulizers and Aspirators.-There are five cat-
egories in the DME fee schedule. Aspirators and nebulizers are in
a category entitled items requiring frequent and substantial servic-
ing, These items may only be rented on the grounds that they re-
quire frequent servicing in order to avoid imminent danger to a
beneficiary's health.

(e) Reduction in Payment for Transcutaneous Electrical Nerve
Stimulators.-No provision.

Committee Proposal
(a) Narrowing the Range of Payment Limits for Durable Medical

E quipment.-The committee provision would change the basis of
calculating the national payment ceilings and floors from the



19

weighted average of local payment amounts to the median of local
payment amounts.

(b) National Payment Limits for Prosthetic Devices, Orthotics
and Prosthetics.-The committee provision would change the basis
of calculating the payment ceilings and floors from the weighted
average of local payment amounts to the median of local payment
amounts. It would also subject payment limits for these devices to
the same national payment cei ings and floors applied to durable
medical equipment items.

(c) Parenteral and Enteral Nutrients, Suppliers and Equip-
ment.-The committee provision eliminates the 1994 payment up-
date for parenteral and enteral nutrients, supplies and equipment.

(d) Treatment of Nebulizers and Aspirators.-The committee pro-
vision removes aspirators and nebulizers from the category of DME
items requiring frequent and substantial servicing and includes
disposable supplies used in conjunction with aspirators and
nebulizers in the category of inexpensive and other routinely pur-
chased equipment. The committee provision specifies that separate
payment will be made for accessories used in conjunction with
nebulizers and aspirators. The committee does not intend to inter-
fere with the Secretary's existing authority for payment for acces-
sories for other durable medical equipment items and supplies by
granting explicit statutory authority for payment of accessories
used in conjunction with nebulizers and aspirators.

The committee provision would eliminate the mandate for the
treatment of ventilators, aspirators, IPPB machines and nebulizers
as items that require frequent and substantial servicing. This
would give the Secretary of Health and Human Services discretion
to determine whether these items should continue to be paid for on
this basis. The committee understands, based on correspondence
received from the Health Care Financing Administration (HCFA),
that if this provision is enacted HCFA intends to remove all
nebulizers and aspirators from the frequent servicing category
along with the following items which are currently classified as
ventilators: Continuous Airway Pressure Device (E0601), Intermit-
tent Assist Device with Continuous Airway Pressure Device
(E0452) and Therapeutic Ventilator (E0453). While most of these
items would be moved to- the so-called rental cap category, a few
inexpensive items would be moved to the inexpensive and other
routinely purchased category. In either case, Medicare would make
separate payment for accessories for these items (tubing, masks,
filters, etc.)

The committee expects that respirators and other ventilators not
specifically mentioned above would continue to be categorized as
items requiring frequent and substantial servicing.

(e) Reduction in Payment for Transcutaneous Electrical Nerve
Stimulators.-In addition, the conference agreement reduces the
DME fee schedule amount for transcutaneous electrical nerve stim-
ulation (TENS) devices by 30 percent.
Effective Date

Applies to items furnished on or after January 1, 1994.
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Subpart D-Part B Premium
(Section 7251)

Present Law
The Omnibus Budget Reconciliation Act of 1990 (OBRA 90) es-

tablished Part B premiums in statute from 1991 through 1995.
When OBRA 90 was enacted, Congress intended that premiums
equal 25 percent of Part B outlays from 1991 through 1995. After
1995, increases in premiums are limited to the cost of living adjust-
ment (COLA) in Social Security benefits.

Committee Proposal
The committee provision would require that premiums for 1996

through 1998 be established to cover 25 percent of projected Part
B outlays.
Effective Date

Upon enactment.

Subpart E-Other Provisions

One Year Freeze in Part B Payments Except Physicians,
Clinical Laboratories and Parenteral and Enteral Nutri-
ents, Equipment and Supplies for 1994

(Section 7261)
Present Law

Under current law, most Part B services, including, but not lim-
ited to durable medical equipment; prosthetics, orthotics, and pros-
thetic devices; ambulatory surgical center services; rural health
clinic services; Federally qualified health center services; and com-
prehensive outpatient facility services receive an annual inflation-
ary adjustment.

Committee Provision
The committee provision would not provide for any inflationary

updates for all Part B services excluding physicians' services, clini-
cal laboratory services and parenteral and enteral nutrition nutri-
ents, supplies and equipment in 1994.
Effective Date

Effective for all items and services furnished in 1994.

Reduction in Update for All Part B Services Except
Physicians and Clinical Laboratory Services

(Section 7261)
Present Law

Under current law, most Part B services, including, but not lim-
ited to durable medical equipment; prosthetics, orthotics, and pros-
thetic devices; ambulatory surgical centers-ervrces, rural health
clinic services; Federally qualified health center services; and com-
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prehensive outpatient facility services receive an annual inflation-
ary adjustment.
Committee Proposal

The committee provision would reduce updates otherwise sched-
uled for these services for 1995 through 1998 by one percentage
point.

Effective Date
Upon enactment.

Lower Ceiling on Clinical Laboratory Fee Schedule and
Freeze on Payment Updates for Clinical Laboratory Pay-
ments

(Section 7262)
Present Law

Medicare pays for clinical laboratory services on the basis of a fee
schedule established in 1984. Beginmng July 1, 1986, local labora-
tory fee schedules became subject to national ceilings. These ceil-
ing was based on the median of all carrier-side fee scheduled es-
tablished for each particular test in a given laboratory setting. The
ceiling was initially set at 115 percent of the median. It is now set
at 88 percent of the national median. The clinical laboratory fee
schedule was updated by 2 percent in 1993. After that, the update
to the fee schedule is the CPI-U.

Committee Proposal
The committee provision would reduce the ceiling on laboratory

fee schedules to 76 percent of the national median. The committee
provision would eliminate the update to the clinical laboratory fee
schedule from 1994 through 1998.
Effective Date

Upon enactment.

PART mI-PROVISIONS RELATING TO PARTS A AND B

Payments for Direct Graduate Medical Education Costs
(Section 7301)

Present Law
Medicare makes a separate payment to hospitals for the direct

costs of approved graduate medical education programs, including
residents' salaries and fringe benefits, teaching physician com-
pensation, and overhead expenses. Effective with cost reporting pe-
riods beginning on or after July 1, 1985, the payment is based on
a per resident amount derived from each hospital's costs per resi-
dent in a base period (the hospital's cost reporting period that
began in FY 1984) and updated for subsequent cost reporting peri-
ods based on the percentage change in the consumer price index
(CPI). The law provides for no other adjustments to the per resi-
dent amounts. Medicare's share of the per resident amount is
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based on the ratio of Medicare inpatient days to total inpatientdays.dulltime residents in their initial residency period count as 1.0

FTE; those that are beyond their initial residency period count as
.5 FRE. The initial residency period is defined as the minimum
number of years necessary to satisfy the requirements for initial
board eligibility in the particular specialty for which the resident
is training plus 1 year. The total period may not exceed 5 years.
Up to 2 years in a geriatric residency program are treated as part
of the initial residency period but do not count toward the 5-year
limit. In determining the FTE count, the time a resident spends in
patient care activities is counted, including time spent in non-hos-
pital settings if the hospital incurs all, or substantially all, of the
training costs in that setting.

A graduate of a foreign medical school is not counted unless the
resident has passed parts I and II of the Foreign Medical Graduate
Examination in the Medical Sciences (FMGEMS).

Committee Proposal
(a) Different Weighting Factors for Primary Care and Non-Pri-

mary Care Residency Programs. A fulltime resident in the initial
residency period of a primary care residency program would be
counted as 1.1 FTE; a fulltime resident in the initial residency pe-
riod of a non-primary care residency program would be counted as
0.7 FTE. If completion of a primary care training program is a pre-
requisite for board eligibility in a non-primar care specialty or
sub-specialty, a resident would count as 1.1 FT; for the time spent
in the primary care residency program. A fulltime resident in train-
ing beyond the initial residency period would continue to count as
0.5 FTE.

(b) Definition of Primary Care Residency Program. Primary care
residency programs would be defined as residency programs in
family medicine, general internal medicine, general pediatrics, pre-
ventive care, geriatric care and osteopathic general practice.

(c) Definition of Initial Residency Period. "Initial residency pe-
riod" would be defined as the minimum number of years required
for board eligibility.

(d) Preventive Care Residency Programs. In addition to geriatric
residency programs, up to two years spent in preventive care resi-
dency programs wouldn't be counted toward the initial residency
period.

(e) Foreign.Medical Graduates. A foreign medical graduate would
be counted if the resident has passed parts I and II of the
FMGEMS or a successor test recognized by the Secretary.

(f) Report. The Secretary would be required to submit by March
31, 1994 a report concerning (1) the causes for the variation in the
per resident amounts, (2) whether provision should be made for ad-
justments in the per resident amounts to recognize substantial
changes in operating a residency program since the base year, and
(3) any changes that should be made in graduate medical education
payments that would promote residency training in non-hospital
ambulatory sites. The report should consider the extent to which
the variation in per resident amounts is attributable to differences
in financial arrangements between sponsoring institutions and af- -
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fiHiated hospitals, to actual differences in teaching physician.in-
volvement in supervision of residents and in billing for physician
services under Part B, and to differences in base year accounting
practices. With respect to non-hospital residency programs, the re-
port should address payments for both the direct and indirect costs
of graduate medical education.

Effective Dates
(a) Effective for residents entering a primary care or non-primary

care specialty training program (including a sub-specialty training
program) after the date of enactment.

(b)Effective upon date of enactment.
(c) Effective July 1, 1995.
(d) Effective September 1 1993.
(e) Effective as if included in COBRA 85.
(M) Effective upon date of enactment.

Revision of Home Health Agency Cost Limits
(Section 7302)

Present Law
The Omnibus Budget Reconciliation Act of 1987 (OBRA 87) lim-

ited payment for home health agency (HHA) costs to 112 percent
of the mean labor-related and nonlabor per visit costs for freestand-
ing HHAs. For hospital-based HHAs, the Secretary is required to
make appropriate adjustments in the limits for administrative and
general costs. OBRA 87 also provided that the limits must be im-
posed on an aggregate basis, rather than for each specific discipline
(such as skilled nursing, home health aide, or physical therapy).
Committee Proposal

The cost limit would be lowered to 110 percent of the median
labor-related and nonlabor per visit costs for all HHAs (freestand-
ing and hospital-based). The add-on for hospital-based HHAs would
be eliminated.
Effective Date

Cost reporting periods beginning on or after October 1, 1993.

Secondary Payer
(Section 7303)

IRS/SSA/HCFA Data Match
Present Law

The Commissioner of Social Security is required, at least annu-
ally, to transmit to the Secretary of the Treasury, a list of the
names and tax identification numbers (TINs) of Medicare bene-
ficiaries and request that the Secretary disclose the following to the
Commissioner: the name and TIN of each Medicare beneficiary
identified as having received wages from a qualified employer in a
previous year; for each married Medicare beneficiary whose spouseis identified as having received wages from a qualified employer in
a previous year, the name, address and TIN of the employer and

69-501 0 - 93- 2
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the number of individuals for whom the individual furnished W-
2 forms for the previous year. The HCFA Administrator is required
to disclose this information to Medicare intermediaries and car-
riers.

The HCFA administrator is permitted to disclose the following
information: (1) to the qualified employer, the name and TIN of
Medicare beneficiaries and their spouses receiving wares from the
employer, in order to determine the period during which such em-
ployees or the employees' spouses may be (or have been) covered
under a group health plan of the employer and what benefits are
(or were) covered under the plan (including the name, address, andidentifying number of the plan); (2) to any group health plan that
provides coverage to such an employee or spouse, the name of such
an employee or spouse, the name of such employee and the employ-
ee's spouse (if the spouse is a Medicare beneficiary), the name and
address of the employer and the TIN of the employee and/or spouse
if Medicare benefits were paid during the a period in which the
plan was a primary plan; and (3) to any agentof the HCFA admin-
istrator, the name and TIN of Medicare beneficiaries and spouses
receiving wages from a qualified employer and the name, address
and TINFof their employers.Within 30 days .o recei.vmg an inquiry, an employer.is required
to respond to the intermediary or carrier making the inquiry. An
employer who willflilly fails or repeatedly fails to provide timely
and accurate information to the intermediary or carrier is .subject
to a civil monetary penalty not to exceed $1,000 for each individual
for whom an inquiry is made. The requirement to respond to the
data match inquiry does not apply to inquiries made after Septem-
ber 30, 1995.
Committee Proposae

The committee provision would extend the requirement to re-
spond to data match inquiries through September 30, 1998. The
provision also would permit the Secretary of Health and Human
Services (HHS) to request information with regard to wages only
above a certain amount. In addition, the Secretary of the Treasury
would, upon the request of the Secretary of HHS, be required to
disclose the status of any activities undertaken to enforce excise
tax penalties on large employer group health plans that do not
comply with Medicare secondary payor requirements.
Effective Date

Upon enactment.

Secondary Payer for the Disabled

Present Law
Medicare is secondary payer to specified group health plans of-

fered by employers of 100 or more, for disabled beneficiaries. This
provision expires September 30, 1995.

Committee Proposal
The committee provision would extend the requirement that

Medicare be secondary payer to employer group health offered by
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employers of 100 or more persons to September 30, 1998. (The pro-
vision regarding the size of employer subject to secondary payer re-
quirements is amended in another provision).

Effective Date
Applies to items and services furnished after the third calendar

month after the date of enactment.

Secondary Payer for End Stage Renal Disease Beneficiaries
for 24 Months

Present Law
Medicare is secondary payer to specified group health plans for

the first 18 months for which a beneficiary is entitled to Medicare
solely on the basis of end stage renal disease. This provision ex-
pires September 30, 1995.

Committee Proposal
The committee provision would extend the requirement that

Medicare be secondary payer to specified group health plans for
beneficiaries who are entitled to Medicare solely on the basis of end
stage renal disease for 24 months until September 30, 1998.
Effective Date

Applies with respect to items and services furnished after the
third calendar month beginning after enactment.

Secondary Payer Reforms
Present Law

(a) Application to members of religious orders.-Medicare second-
ary payer provisions do not apply to certain members of religious
orders for items and services furnished on or after October 1, 1989.

(b) Uniform Rules for Size of Employer.-Under current law, dif-
ferent rules apply to employer size and type of eligibility for Medi-
care. For the working aged, secondary payer rules apply to employ-
ers with 20 or more employees. For the disabled, secondary payer
rules apply to employers with 100 or more employees. For bene-
ficiaries with end stage renal disease, secondary payer rules 'apply
to all employers, regardless of the number of employees.

(c) Permanent Application to Disabled Active Individuals.-
Under current law, Medicare is secondary payer to a large group
health plan providing benefits to a disabled active individual,
which is defined as an individual who (1) is eligible for Medicare
on the basis of disability; and (2) continues to be treated an em-
ployee by an employer considered commonly accepted indicators of
employee status, even though the individual is not currently work-
mg. This provision expires October 1, 1995.
Committee Proposal

(a) Application to members of religious orders.-The committee
provision would clarify that the Medicare secondary ayer provi-
sions do not apply to secondary, payer situations identified after Oc

tober 1, 1989 for services provided prior to such date for members
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of religious orders who are "deemed employees" because of an elec-
tion of Social Security coverage.

(b) Uniform Rules for Size of Employer.-The committee provi-
sion would establish a uniform standard regarding application of
the secondary payer rules and employer size. Employers,
multiemployers, or multiple employer group health plans of 20 ormore would be required to comply with secondary payer rules for
all Medicare beneficiaries. It would also specify that employees
working for employers under common control would be treated as
though they work for one employer. It would also specify that the
term employer includes a self employed person.

(c) The committee provision would permanently extend Medi-
care's secondary payer status in relation to large group plans offer-
ing health insurance to disabled active individuals.
Effective Date

Provisions (a) and (c)--Enactment. Section (b) applies to items
and services furnished after the third calendar month after the
date of enactment.

Prohibition on Physician Self Referral
(Section 7304)

Present Law
(a) Application of Prohibition.-Physicians are prohibited from

referring patients to clinical laboratories in which they have owner-
ship and or compensation arrangements. The law includes general
exceptions to these prohibitions and specific exceptions from just
the ownership or just the compensation provisions.

(b) In-office ancillary exception.-One of the general exceptions to
both the ownership and compensation prohibitions is for in-office
ancillary services. In-office ancillary services are defined as services
furnished by the physician himself, another physician in the same
group practice, or employees of the physician or the physician's
group practice. To be exempted from the referral ban, the services
must be provided in a building in which the physician or other
member of the group practice provides services unrelated to labora-
tory services, or in a central building set up by the group to per-
form ancillary services for its members. The services must be billed
by the physician performing or supervising the service or by that
physician's group, or by an entity owned by the physician or group
practice. In addition, the ownership or compensation interests in
such in-office ancillary services must meet other requirements as
the Secretary may impose by regulation as needed to protect
against patient fraud and abuse.

(c) Rural providers.-In addition to general exceptions, the law
includes specific exceptions from just the ownership prohibitions
and s pei c exemptions from just the compensation provisions. The
law includes an exemption under the ownership prohibition for
rural providers.

(d) General Exception Related to Publicly Traded Securities.-
There is a general exception related to the ownership or investment
prohibition for publicly traded securities whose total assets exceed
$100 million.
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(e) Exceptions Related to Other Compensation Arrangements.-
(1) Rental of Office Space and Equipment.-The law includes spe-
cific exceptions from just the compensation prohibitions. One excep-
tion is for the rental of office space. There must be a written agree-
ment, signed by the parties, for the rental or lease of the space
which: (1) specifies the space covered by the agreement; (2) pro-
vides for a term of rental or lease of at least one year; (3) provides
for payment on a periodic basis of an amount consistent with fair
market value; (4) provides for an amount of aggregate payments
that does not vary directly or indirectly based on the volume or
value of any referrals between the parties; and (5) would be consid-
ered to be commercially reasonable even if no referrals were made
between the two parties.

(2) Bona Fide Employment Relationships.-The law provides a
specific exception to the compensation prohibition for employment
arrangements between a physician (or immediate family member).
with hospitals under specified conditions. The employment must be
for identifiable services and the amount of remuneration must: (1)
be consistent with fair market value of the services; and (2) not de-
termined in a manner that takes into account the volume or value
of any referrals by the referring physician. Remuneration must be
provided pursuant to an agreement that would be commercially
reasonable even if no referrals were made to the hospital and must
meet other requirements imposed by the Secretary through regula-
tion to protect against program or patient abuse.

(3) Personal Service Arrangements.-ThC law provides for excep-
tions to the compensation prohibition for "other service arrange-
ments" between an entity (other than a hospital) and a physician
under specified conditions. The conditions relating to remuneration
are the same as those for employment relationships between hos-
pitals and physicians.

(4) Payments by Physicians.-No provision.
(5) Remuneration.-Under current law, remuneration is defined

as including any remuneration, directly or indirectly, overtly or
covertly, in cash or in kind.

(f) Treatment of Group Practices-
(1) Definition of group practice.-The law contains a definition of
oup practice for purposes of the self-referral provision. Under this

efimtion, a group practice is defined as a group of two or more
physicians legally organized as partnership, professional corpora-
tion, foundation, not-for-profit corporation, faculty practice plan or
similar association in which: (1) each physician group member fur-
nishes substantially the full range of his or her services through
the joint use of shared office space, facilities, equipment, and per-
sonnel; (2) substantially all of the services of the physician group
members are furnished through the group and billed in the name
of the group, with billing receipts treated as receipts of the group;
(3) the practice cost expenses and income generated by group mem-
bers are distributed in accordance with predetermined methodolo-
gies; and (4) any additional standards established by the Secretary
are satisfied.

(2) Definition of Group Practices.-Some group practices operate
full-service laboratories and contract with hospitals and other pro-
viders to furnish clinical laboratory services to hospital and other
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provider patients "under arrangements" with such entities. Medi-care requires that the hospital or other provider bill for such serv-
ices. These "under arrangements" services are therefore not pro-
tected under the general exception for in-office ancillary services.

(3) Faculty practice plans.-Faculty practice plens operated by a
hospital fall under the definition of group practice only for those
services provided within the faculty practice plan.

(4) Billing Numbers.-No provision.
(g) Definition of Referring physician.-Under current law, a re-

quest by a pathologist for clinical diagnostic laboratory tests and
pathological examination services, is not considered a referral by a
referring physician if such services are furnished by (or under the
supervision of) the pathologist pursuant to a consultation requested
by another physician.
Committee Proposal

(a) Application of Prohibition.-The committee provision would
expand the prohibition on referring patients to services in which a
physician has an ownership or investment interest to include the
following services: (1) physical or occupational therapy; (2) radiol-o•, or other diagnostic services; (3) radiation therapy; (4) the fur-
nishing of durable medical equipment; (5) the furnishing of paren-teral and enteral nutrition equipment or supplies; (6) the furnish-
ing of prosthetics, orthotics, and prosthetic devices; and (7) home
health services.

(b) In-office ancillary exception.-The committee provision modi-
fies the general exception for in-office ancillary services by exempt-
ing ancillary services provided by a group practice with multiple of-
fice locations. The following services are excluded from the excep-
tion: durable medical equipment; parenteral and enteral nutrition
equipment and supplies and ambulance services. Further, the com-
mittee provision modifies (as a technical amendment) the current
in-office ancillary services exception for services personally per-
formed by and personally supervised by the physician or group; the
employment requirement is deleted and direct supervision is re-
quired.

(c) Rural providers.-Provides a general exception (in lieu of the
current ownership only exception) if the designated health services
are furnished in a rural area as defined for purposes of the hospital
prospective payment system. The provision specifies that to qualify
for the exception, the services are furnished in a rural area and
substantially all of the Medicare services are furnished to Medicare
beneficiaries residing in the rural area.

(d) General Exception Related to Publicly Traded Securities.-
The committee provision would replace the existing exception from
the prohibition for publicly traded securities with an exception for
interests in corporations with stockholder equity exceeding $75 mil-
lion.

(e) Exceptions Related to Other Compensation Arrangements.-
(1) Rental of Office Space and Equipment.- The committee provi-
sion revises exceptions relating to the rental of office space and
adds an exception for the leasing of equipment. To qualify for the
exception, payments made by a lessee to a lessor must comply with
the following conditions: (1) the lease must be set out in writing,
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signed by the parties, and specify the premises covered by the
lease; (2) the space rented or leased must be reasonable and nec-
essary for the legitimate business purposes of the lease or rental
and used exclusively by the lessee when being used by the lessee,
except that the lessee ma make payment for the use of common
areas, if such payments do not exceed the pro rata share of pay-
ments for such space, based on the ratio of space used exclusively
by. the lessees to the total amount of space occupied by all persons
using such common areas or contributing to such expenses; (3) the
lease must provide for a term of lease or rental of at least one year;
(4) the rental charges over the term of the lease are set out in ad-
vance are consistent with fair market value, and are not leter-

m a manner that takes into account the volume or value of
any referrals or other business generated between the parties; 0 )
the lease would be commercially reasonable even if no referrals
were made between the parties; (6) the lease covers all of the prem-
ises leased between the parties for the period of the lease; and (7)
the compensation arrangement meets other requirements imposed
by the Secretarthrough regulation as needed to protect against
program or patient abuse. Similar exceptions are established for
equipment leases.

(2) Bona Fide Employment Relationships.-The committee provi-
sion applies the exception to an employment arrangement with a
physician or an immediate family member of the physician for the
provision of services.

The committee provision clarifies that the current prohibition on
an arrangement determined in a manner that takes into account
the volume or value of referrals. It specifies that this is not to be
construed as prohibiting the payment of remuneration in the form
of a productivity bonus based on services personally performed by
the physician or family member.

(3) Personal Service Arrangements.-The committee provision es-
tablishes an exception for personal services arrangements under
which remuneration is made from an entity under an arrangement
provided the following conditions are met. The arrangement must
be in writing, signed by the parties, specify the covered services
and cover all of the services to be provided. The aggregate services
contracted for must not exceed those reasonable and necessary for
legitimate business purposes. The arrangement must be for at least
1 year. Compensation, set in advance, must not exceed fair market
value and not be set in a manner that takes into account the vol-
ume or value of any referrals or other business generated between
the parties. Further, the services provided cannot involve counsel-
ing or promotion of a business arrangement that violates the law.
Further, it must meet other requirements imposed by the Secretary
as needed to protect against program or patient abuse. The provi-
sion retains the current law exception for "other service arrange-
ments" involving remuneration only.

(4) Payments by Physicians.-The committee provision would
add an exception for payments made by physicians to: (a) a lab in
exchange for lab services, or (b) an entity as compensation for other
items and services if such items and services are furnished at a
price that is consistent with fair market value.
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(5) Remuneration.-The committee provision amends the defini-
tion of remuneration. Remuneration is defined as not including: (1)
the forgiveness of amounts owed for inaccurate tests or procedures,
mistakenly performed tests or procedures, or the correction of
minor billing errors; and (2) the provision of items, devices, or sup-
plies of minor value that are used to collect, transport, process, or
store specimens for the entity providing the item, device or supply,
or to communicate the results of tests or procedures for such entity.

(M) Treatment of Group Practices-
(1) Definition of group practice.-The committee provision ex-

pands the standards used to define a group practice. No physician
who is a member of the group can receive compensation based on
the volume or value of referrals by the physician except that: (a)
a physician may be paid shares of overall profits of the group as
long as the share is not determined in any manner which is di-
rectly related to the volume or value of referrals by that physician;
and (b) a physician can be paid a productivity bonus under the
same conditions. The group may have no less than, on average, five
physicians for each office location, except groups of less than fifteen
physicians may have up to three office locations. Further, members
of the group must personally conduct no less than 75 percent of the
physician-patient encounters of the group practice.

The committee provision specifies that for purposes of the stand-
ard, the term office location is an office where physician services
are offered to patients. Excluded from the definition are locations
consisting solely of diagnostic facilities, nursing facilities, treat-
ment facilities (such as physical or occupational therapy centers) or
administrative services affiliated with the group practice. Any of-
fice location which is physically located immediately adjacent to an-
other office location is treated as the same office location. Offices
located in rural areas (as defined for purposes of the prospective
payment system) are not included as an office location so long as
at least 85 percent of the physician services at these locations are
provided to individuals who reside in such rural areas.

(2) Group Practice Arrangements with Hospitals.-The commit-
tee provision adds an additional exemption to the list of exceptions
to the compensation prohibition. The exception is for an arrange-
ment between a hospital and a group practice for the provision of
designated health services by the group but billed through the hos-
pital if the group would, except for the billing arrangement, be a
group practice. The arrangement must: (a) be pursuant to the pro-
vision of inpatient hospital services; (b) have begun before Decem-
ber 19, 1989 and have continued uninterrupted since that date; (c)
provide substantially all of the designated health services fur-
nished under arrangements to the hospital's patients; (d) be pursu-
ant to an agreement that is set out in writing and that specifies
the services to be provided by the parties and the compensation for
the services provided under the arrangement; (e) provides that the
compensation paid over the term of the agreement is consistent
with fair market value and that the compensation per unit of serv-
ice be fixed in advance and not be determined in a manner that
takes into account the volume or value of referrals or other busi-
ness generated between the parties; (M provide that the compensa..
tion is provided pursuant to an agreement that would be commer-
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cially reasonable even if no referrals were made by the entity; and
(g) meet such other requirements imposed by the Secretary in regu-
lation as needed to protect against patient or program abuse.

(3) Faculty practice plans.--The committee provision modifies the
definition of group practice to expand the definition of faculty prac-
tice plans to include those associated with a university or medical
school, in addition to those operated by a hospital.

(4) Billing Number.-The committee provision specifies that
when services are billed by a physician member of a group practice,
the billing number of the group is to be used. - -

(g) Definition of Referring physician.-The committee provisionspecifies that a request by a radiologist for diagnostic radiology
services and a request by a radiation oncologist for radiation ther-
apy do not constitute a referral by a referring physician if the serv-
ices are furnished by (or under the supervision of) such physician
pursuant to a consultation requested by another physician.
Effective Date

Applies to referrals made on or after January 1, 1992, except
that extension to additional designated health services applies to
physician referrals made after December 31, 1994.

Reducing Payment for Erythropoietin
(Section 7305)

Present Law
Medicare is the principal purchaser of a erythropoietin, an anti-

anemia drug given end stage renal disease (ESRD) beneficiaries
with a specified level of anemia. Payment for the drug is made as
an add-on to the composite rate paid to facilities for dialysis treat-
ment. Payments to facilities are made in increments of 1,000 unit
doses, rounded to the nearest 100 units, with a maximum payment
of $11 per 1,000 units.
Committee Proposal

The committee provision would reduce Medicare payments for
EPO by $1.00 per 1,000 units. The provision would not alter pay-
ments to physicians for EPO.
Effective Date

Applies to erythropoietin furnished after 1993.

OTHER HEALTH PROGRAMS

Health Coverage Cleaýringhouse
(Section 7904)

Present Law
No provision.

Committee Proposal
The committee provision would establish a clearinghouse to in-

crease information available to Medicare and Medicaid on third
party health insurance coverage available to program beneficiaries.
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Employers would be required to include limited health insurance
information on employees' W-2s. This information, along with
other information regarding Medicare beneficiaries and their
spouses which the IRS may disclose, would be available to appro-
priate Federal program administrators through the clearinghouse.

The committee provision would amend the Internal Revenue
Code to require that W-2s indicate whether an employee obtained
(or could have obtained) coverage under group health insurance of-
fered by the employer.

The clearinghouse would channel all computer matches of tax re-
turn information with lists of health program beneficiaries. The
clearinghouse would also be authorized to assist these programs in
collecting amounts due from insurers and would maintain a data
bank of information obtained through computer matches and con-
tacts with employers. Employers who failed to provide information
on health insurance coverage would be subject to civil monetary
penalties.
Effective Date

April 1, 1995.

SUBTITLE B-MEDICAID PROGRAM

Part I-Program Savings Provisions

Subpart A-Repeal of Mandate

Rescind Personal Care Mandate
(Section 7401)

Present Law
As enacted in OBRA 90, states are required to provide personal

care services to Medicaid-eligible individuals entitled to nursing f a-
cility benefits, starting in October 1994, under the mandatory home
health benefit.

Committee Proposal
Clarifies the original intent of Congress to specify the conditions

under which optional personal care services can be provided by re-
scinding the personal care services mandate, and retaining the
State option to provide these services. Personal care can be pro-
vided to an individual who is not a resident or inpatient of a nurs-
ing facility or other medical institution, and must be authorized by
a physician and supervised by a registered nurse. The personal
care provider must be qualified to provide such services and cannot
be a member of the individual's family. Services can be provided in
the home or other location.

Effective Date
Amendments made by this section shall take effect as if included

in the enactment of section 4721(a) of OBRA-1990.
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Subpart B-Outpatient Prescription Drugs

Drug Formularies
(Section 7411)

A• sent Law
Requires drug manufacturers to provide rebates to State Medic-

aid programs as a condition of coverage of their products. The re-
bates required by current law include (1) a basic rebate designed
to ensure that states are paying less than the average manufac-
turer price (AMP) for a product, and (2) an additional rebate de-
signed to ensure that increases in Medicaid's prescription drug
prices do not exceed inflation in the general economy. States must
permit the coverage of all products of a manufacturer who has a
rebate agreement in effect except for those classes of drugs ex-
pressly listed in law which a state can exclude or otherwise re-
strict. States, however, do have the discretion to impose prior au-
thorization on any covered outpatient drug. The only-exception to
this discretionary authority is that States may not impose such
controls during the first 6 months after a drug has been approved
for marketing by the Food and Drug Administration.
Committee Propoeal

Permits States to operate Medicaid drug formularies under cer-
tain conditions. A State's formulary must be developed by the
State's drug use review board or a committee consisting of physi-
cians, pharmacists, and other appropriate individuals appointed by
the Governor of the State. The formulary established by the com-
mittee generally must include each covered outpatient drug of a
manufacturer, except that it can exclude a drug from coverage if
it is contained in section 1927(dX2) of the Social Security Act (e.g.,
drugs used for cosmetic purposes). The formulary also can exclude
a drug with respect to the treatment of a specific disease for an
identified population if the committee determines that the product
does not havea significant,'clinically meaningful therapeutic ad-
vantage in terms of safety, effectiveness, or clinical outcome over
a drug already on the formulary. Any such exclusion must be based
on the drug's labeling, or in the case of off-label uses, on the basis
of certain compendia. While the statute establishes federal mini-
mmn sources of information for use in determining whether to in-
clude a particular drug on a formulary, the formulary committee
can use its judgment about the rus -. t to which peer reviewed med-
ical literature or other sources w,,11 ,, - used in making a determina-
tion about a specific drug. The committee will have met its obliga-
tions under federal statute, however, in using the FDA labeling
and appropriate compendia as specified above. Drugs excluded from
the formular, except for those drugs listed as excludable in stat-
ute, must be made available through a prior authorization process.
The committee must make public, in writing, its findings relative
to exclusion of a covered outpatient drug from the formulary.

Effective Date
Amendments made by this section shall apply to calendar quar-

ters beginning on or after October 1, 1993, without regard to
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whether or not regulations to carry out such amendments have
been promulgated by such date.

Treatment of New Drugs Under Medicaid
(Section 7412)

Present Law
Medicaid programs are prohibited from imposing prior authoriza-

tion conditions on drugs for a 6-month period following their ap-
proval by the Food and Drug Administration.
Committee Proposal

Eliminates the six months special exemption accorded to newly
approved drug and permits states to restrict access to new drugs
ap proved by the Fo and Drug Administration through prior au-
thorization conditions or through exclusion using a State's for-
mulary process.
Effective Date

Amendments made by this section shall apply to calendar quar-
ters beginning on or after October 1, 1993, without regard to
whether or not regulations to carry out such amendments have
been promulgated by such date.

Modifications to Drug Rebate Program
(Section 7413)

Present Law
a. Rebate Formula. Manufacturers of covered outpatient drugs

pay basic rebates to States to assure that State Medicaid programs
receive the lower of the manufacturer's "best price" (with certain
statutory exceptions) for that drug or a minimum discount. Manu-
facturers also pay an additional rebate to the States based on the
amount by which their prices for single-source and innovator mul-
tiple-source drugs exceed the rate of inflation. The additional re-
bate is based on the difference between the drug's current Average
Manufacturer Price (AMP) and the AMP on October 1, 1990, in-
dexed by the CPI-U (urban consumer price index). Prior to 1994,
the rebate is calculated on a drug-by-drug basis. After 1994, the
amount of the rebate is to be calculated on an aggregate basis for
each manufacturer's product line, weighted for volume.

b. Maximum Allowable Cost Limitations. States may impose
"maximum allowable cost" (MAC) limitations on the reimburse-
ment for generic drugs.

Comnmttee Proposal
a. Rebate Formula.
(1) Changes the base date from which Medicaid price increases

are calculated from the AMP on October 1, 1990, to the average
AMP during the period from July 1 to September 30, 1990. Pro-
vides that, for drugs approved after October 1, 1990, the base date
is the AMP during the first full calendar quarter after whch the
drug was marketed. Changes the base CPI-U to be used to cal-
culate the additional (inflation) rebate from the CPI-U on October
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1, 1990, to the average CPI-U during the month of September,
1990. Provides that, for drugs approved #fter October 1, 1990, the
base CPI-U level to be used is the CPI-U during the first full
month prior to the first full calendar quarter in which the drug was
marketed.

(2) Strikes provision that requires that the additional (inflation
adjusted) rebate after 1994, be calculated on the basis of the
weiglted AMP (WAMP) for all the drugs in a manufacturer's prod-uct lie.

(3) Clarifies that for purposes of computing the additional (infla-
tion adjusted) rebate for any covered outpatient drug that is sold
.: transferred to another entity (including a subsidiary), the base
date after the sale or transfer shall remain the original base date
established for the drug.

b. Maximum Allowable Cost limitations. Adds a new subsection
(1) to section 1927 of the Social Security Act to clarify that the pre-
scription drug rebate law, particularly the moratorium on changes
in pharmacy reimbursement, does not supersede or affect provi-
sions of the law relating to the States' use of MAC limitations in
effect prior to January 1, 1991. --

Effective Date
The rebate formula provision related to the sale or transfer of a

drug is effective upon enactment, all other provisions are effective
as if included in OBRA 90.
Subpart C-Restrictions on Divestiture of Assets and Estate

Recoveries

Estate Recoveries
(Section 7421)

Present Law
States have the option to recover the costs of all Medicaid ex-

penditures from the estates of deceased Medicaid clients who were
at least 65 years old when they were eligible for Medicaid. Recover-
ies may not be made from an individual's estate until the death of
the surviving spouse, and only at such time as there is no surviv-
ing child under 21 years old or a surviving child who is blind or
permanently and totally disabled. Current law does not specify a
definition of estate.
Committee Proposal

Extends current law as a mandate on all states. Provides a mini-
mum definition of estate as including all real and personal property
and other assets included within estate as defined by state laws
governing treatment of inheritance. Allows states to expand the
definition of estate to include other real or personal property or
other assets in which the individual had any legally cognizable title
or interest at the time of death, including such assets conveyed to
a survivor, heir, or assignee of the deceased individual through
joint tenancy, survivorship, life estate, living trust, or other ar-
rangement. Requires state to develop procedures for determina-
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tions of hardship and requires the Secretary to develop standards
for those procedures and criteria for granting hardship exemptions.
Effective Date

Amendments made by this section shall apply to Medicaid pay-
ments made for calendar quarters beginning on or after October 1,
1993, or, if the Secretary of Health and Human Services deter-
mines that State legislation is needed, the State plan shall not be
regarded as failing to comply with the requirements of this section
before the first day of the first calendar quarter beginmng after the
first regular session of the State legislature that begins after the
date of the enactment of this Act. In States with a 2-year legisla-
tive session, each year of such a session shall be deemed to be a
separate regular session of the State legislature for the purposes of
establishing the effective date of this section.

Transfer of Assets and Medicaid Qualifying Trusts
(Sections 7422 and 7423)

Present Law
When an individual applies for Medicaid long term care service

coverage (either institutional or community services under Sec.
1915 (c) or (d)) states are to review the prior 30 months to ascer-
tain whether the individual transferred resources for less than fair
market value which would result in a period of ineligibility for long
term care services. If such a transfer has occurred, a person is
made ineligible for the above listed long term care services for a
period of time equal to the dollar amount-of the transfer divided
ythe average cost of nursing home care at private pay rates. The

penalty period is limited to no more than 30 months and begins
retroactively on the date of the transfer. The penalty period in the
case of multiple transfers runs concurrently.

Under Medicaid law, Medicaid Qualifying Trusts (MQTs) are
those grantor trusts or similar legal devices established by an indi-
vidual (or the individual's spouse) where all or part of the pay-
ments from the trust benefit the individual. Only trusts where the
trustee(s) can exercise discretion over distributions from the trust
are MQTs. These trusts are classified as MQTs regardless of
whether or not a trustee exercises discretion over payments,
whether or not the trust is revocable, and whether or not the indi-
vidual (grantor) established the trust for the purpose of qualifying
for Medicaid. Payments from the MQT are to be counted as income
in determining Medicaid eligibility.
Committee Proposal

Transfers-Eliminates the 30 month maximum limit on the pen-
alty period so that larger transfers result in longer periods of ineli-
gibility. Expands the definition of transfer to include both transfers
of income and resources. Requires that penalties for multiple trans-
fers run consecutively rather than concurrently. Begins the penalty
period on the date that application for eligibility is made. Treats
as a transfer any action that reduces or eliminates an individual's
ownership or control in a jointly owned asset to the extent that
such action is not consistent with partial ownership. Limits trans-
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fers from the institutional to the community spouse which are not
subject to transfer penalties, to no more than the Community
Spouse Resource Allowance. This provision is intended to clarify
that the Community Spouse Resource Allowance does apply to
transfers other than those made pursuant to a court order or a fair
hearings process.

Requires that when calculating the penalty period based on pri-
vate pay nursing facility rates, the state shall include in the pri-costs all nu facilityrelated costs covered under avate pay ursmgfaii
state's Medicaid per diem. Prohibits states from imposing a penalty
when the transferred assets have been returned to the individual.
In demonstrating whether an individual transferred assets for pur-
poses of Medicaid eligibility, requires states to consider the individ-
ual's health status at the time of the transfer and whether the indi-
vidual retained sufficient assets after the transfer to take care of
his/her foreseeable needs. Requires states to develop methodologies
for apportioning the penalty period between spouses in situations

, where the community spouse enters a nursing home and applies for
Medicaid during the time the institutionalized spouse is in a period
of penalty and therefore ineligible, so that the second spouse to
enter the nursing home does not have to undergo another full pe-
riod of ineligibility for the same transfer, as can occur under cur-
rent law. Requires states to establish threshold amounts so that if
the sum total of transfers during the look back period is below the
threshold amount, the transfer Will be deemed not to have occurred
for purposes of Medicaid eligibility. Prohibits nursing homes from
requiring any financial information other than to identify the
source of payment the individual intends to use. Through a process
of financial screening, facilities accomplish what the nursing home
reform act intended to limit, assuring that an individual will pay
privately for a certain period of time before becoming eligible for
Medicaid. This provision is intended to clarify that such financial
screening is prohibited while retaining the nursing facility's right
to inquire about the source of payment of an applicant or resident.

Requires the Secretary to publish regulations concerning diminu-
tion or elimination of control or ownership of jointly held assets;
criteria for making determinations of transfers not done for pur-
posesof Medicaid eligibility; and criteria for determinations ofhardship.
Allows states, at their option, to look back up to 4 years. Pro-

vides states the option to apply transfer rules to applications for
home and community based long term care other than waiver pro-
gram services subject to restrictions imposed by the Secretary.

Trusts-Treats most grantor trusts as either resources or illegal
transfers. In the case of revocable trusts, the corpus of the trust is
treated as a resource, payments from the trust to, or for the benefit
of, the individual are treated as income, and any other payments
from the trust are to be treated as a transfer. An irrevocable trust
is to be treated as an MQT if there is any situation under which
payments could be made from the trust for the benefit of the indi-
vidual, in which case the corpus and payments from the trust will
be treated the same as revocable trusts. An irrevocable grantor
trust from which no payments may be made to the individual, shall
be treated as a transfer of resources. Clarifies the definition of
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grantor trust to specify trusts established by the individual, the in-
dividual's spouse, or any person (including a court or administra-
tive body) acting at the direction or upon the request of the individ-
ual (or spouse).

Creates exemptions from the MQT provisions for two types of
grantor trusts. The first of these, 'special needs' or 'supplemental
needs' trusts, would be exempted if the trust is established using
the assets of an individual who is determined disabled under SSI
rules, and the trust is established by a parent, grandparent, legal
guardian or a court. Further, all funds remaining in the trust, up
to the amount expended for medical assistance, must revert to the
state upon the death of the individual. The second type of trust,
known as "Miller Trusts" would be exempted if the trust is com-
posed only of the individual's income including Social Security and
pension and the individual is seeking nursing home services in a
state that does not provide nursing facility services to the medi-
cally- needy population (or does not have a medically needy
spenddown program). The amounts remaining in the trust, up to
the amount expended for medical assistance, must revert to the
state upon the death of the individual.

The Secretary is required to specify standards for states to use
in developing procedures in applying hardship waivers of this pro-
vision for individuals.

Effective Date (for transfer of asset provisions)
Applies to Medicaid payments made on or after October 1, 1993,

except with respect to-assets disposed of before 60 days after the
date of enactment of this Act, and, except if the Secretary of Health
and Human Services determines that State legislation is needed for
the State plan to be in compliance. In this case, the State plan
shall not be regarded as failing to comply with the additional re-
quirements contained in this section before the first day of the first
calendar quarter beginning after the first regular session of the
State legislature that begins after the date of the enactment of this
Act. In States with a 2-year legislative session, each year of such
a session shall be deemed to be a separate regular session of the
State legislature for the purposes of establishing the effective date
of this section.
Effective Date (for treatment of certain trusts)

Applies to Medicaid payments for calendar quarters beginning on
or after October 1, 1993, except with respect to trusts established
before the date which is 60 days after the date of the enactment
of this Act, and, except if the Secretary of Health and Human Serv-
ices determines that State legislation is needed for a State plan to
be in compliance. In this case, the State plan shall not be regarded
as failing to comply with the additional requirements contained in
this section before the first day of the first calendar quarter begin-
ning after the first regular session of the State legislature that be-
gins after the date of the enactment of this Act. In States with a
2-year legislative session, each year of such a session shall be
deemed to be a separate regular session of the State legislature for
the purposes of establishing the effective date of this section.



39

Subpart D-Improvement in Identification and Collection of
Third Party Payments

Third Party Liability Improvements
(Section 7431)

Present Law
States are required to pursue third party collections under a va-

riety of conditions. As a condition of eligibility, an individual must
assign to the State any rights to payment for health insurance cov-
erage. The individual is also required to cooperate with the State
in identifying, and providing information to assist the State in pur-
suing, any third party who may be liable to pay for medical serv-
ices, unless the State medicaid agency determines that the individ-
ual has good cause for refusing to do so.
Committee Proposal

Requires states to enact laws prohibiting insurers (including
ERISA plans, health maintenance organizations, and service bene-
fit plans) from taking into account an individual's Medicaid eligi-
bility status when enrolling an individual, or making benefit pay-
ments to, or on behalf of, that individual. Also requires states to
enact laws to require insurers to recognize state rights to collect
from liable third parties for expenditures already paid out by Med-
icaid on behalf ofa Medicaid client who has private health insur-
ance.

Effective Date
- Applies to Medicaid payments made for calendar quarters begin-
ning on or after October 1, 1993, except if the Secretary determines
that a state must pass laws in order to comply with certain provi-
sions of this section. In this case, the State has until the first day
of the first calendar quarter beginning after the close of the first
regular session of the State legislature. For states with a two-year
legislative session, each year of their legislative session shall be
deemed a separate regular session of the legislature for the pur-
poses of this section.

Medical Child Support Enforcement
(Section 7432)

Present Law
The Child Support Enforcement Amendments of 1984 (P. L. 98-

378) required the Secretary of Health and Human Services to issue
regulations requiring State child support enforcement agencies to
petition for the inclusion of medical support as part of any child
support order whenever health care coverage is available to an ab-
sent parent at a reasonable cost.

Title XIX of the Social Security Act requires State Medicaid
plans toprovide that, as a condition of eligibility for Medicaid, an
individual must assign to the State any rights to medical support
that has been ordered by a court or administrative order. The indi-
vidual is also required to cooperate with the State in identifying,
and providing information to assist the State in pursuing, any
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third party who may be liable to pay for medical services, unless
the State Medicaid agency determines that the individual has good
cause for refusing to do so.

CommitteePropeal
Each State would be required to have laws that:
(1) prohibit an insurer from denying enrollment of a child under

the health insurance coverage of the child's parent on the grounds
that the child was born out of wedlock, is not claimed as a depend-
ent on the parent's Federal income tax return, or does not reside
with the parent or in the insurer's service area;

(2) require an insurer and an employer doing business in the
State, in any case in which a parent is required by court or admin-
istrative order to provide health coverage for a child and the child
is-otherwise eligible for family health coverage through the insurer,
(a) to permit the parent, upon application and without regard to
any enrollment season restrictions, to enroll such child under such
family coverage; (b) if the parent fails to provide health insurance
coverage for a child, to enroll the child upon application by the
child's other parent or the State child support or Medicaid agency;
and (c) with respect to employers, not to disenroll (or eliminate cov-
erage of) the child unless there is satisfactory written evidence that
the order is no longer in effect, or the child is or will be enrolled
in comparable health coverage through another insurer that will
take effect not later than the effective date of the disenrollment;

(3) require an employer doing business in the State, in the case
of health insurance coverage offered through employment and pro-
viding coverage for a child pursuant to a court or administrative
order, to withNold from the employee's compensation the employ-
ee's share of premiums for health insurance, and to pay that share
to the insurer. The Secretary of Health and Human Services may
provide by regulation for such exceptions to this requirement as the
Secretary determines necessary to ensure compliance with an
order, or with the limits on withholding that are specified in sec-
tion 303(b) of the Consumer Credit Protection Act;

(4) prohibit an insurer from imposing requirements upon a State
agency, which is acting as an agent or assignee of an individual eli-gIble for medical assistance and covered by the insurer, that are
different from requirements applicable to an agent or assignee of
any other individual;

(5) require an insurer, in the case of a child who has coverage
through the insurer of a noncustodial parent, (a) to provide the cus-
todial parent with the information necessary for the child to obtain
benefits; (b) to permit the custodial parent (or provider, with the
custodial parent's approval) to submit claims for covered services
without the approval of the noncustodial parent; and (c) to make
payment n claims directly to the custodialparent or the provider;
and

(6) permit the State Medicaid agency to garnish the wages, sal-
ary, or other employment income of, and to withhold State tax re-
funds to, any person who (a) is required by court or administrative
order to provide health insurance coverage to an individual eligible
for Medicaid, (b) has received payment from a third party for the
costs of medical services to that individual, and (c) has not reim-
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bursed either the individual or the provider. The amount subject to
shment or withholding would be the amount required to reim-

burse the State agency for expenditures for costs of medical serv-
ices provided under the Medicaid program. However, claims for
current or past-due child support shallPtake priority over any
claims for the costs of medical services.

Effective Date
April 1, 1994, or, if the Secretary determines that State legisla-

tion is needed, the State plan shall not be regarded as failing to
comply with the requirements of title IV-D because it has not met
these additional requirements before the first day of the first cal-
endar quarter beginning after the close of the first regular session
of the State legislature hat begins after the date of enactment.

Offset of Payment Obligations Relating to Medical Assist-
ance Against Overpayments of State and Federal IncomeTaxes"Tx 

(Section 7433)

Present Law
There is no provision to allow states to collect for overpayments

using the Internal Revenue Service refund intercept system. States
are permitted to use a federal intercept system for past due child
support payments and, on a pilot basis, food stamp overpayments.
Current HCFA policy requires states to 'cost avoid' most medical
claims which means that the state sends a claim for services to a
known third party for payment before the Medicaid agency will
pay. Current law requires that in the case of pregnancy related or
preventive pediatric care, the state receiving a claim must first pay
the claim, then seek recovery from a liable third party. The Com-
mittee understands that while the intent of this provision is to as-
sure timely access to needed services, the requirement has created
some problems, particularly in situations of medical support where
the absent parent is living out of state and erroneously receives
payment under an insurance policy that should have been remitted
to the state agency.
Committee Propoal

Permits states to request an intercept of federal income tax re-
turn funds for Medicaid overpayments. The Committee expects this
provision to supplement existing state recovery efforts. While an
intercept can be used for any legally enforceable debt for medical
assistance, the intercept should be particularly useful with specific
reference to payments erroneously made by insurers to policy-
holders (such as absent fathers in medical support situations) when
a state has insufficient other means by which to obtain recognition
of state's rights of assignment from insurers operating out of state.
Upon receiving notice frm any state, the Secretary of the Treasury
is directed to reduce the amount of any refund by the amount of
the overpayment and send that money to the requesting state.
State Medicaid programs may access the Federal intercept program
only if the state (which has a state income tax) has in place a state
tax refund intercept system for the collection of overpayments. The
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Secretary of the Treasury, in consultation with the Secretary of
Health and Human Services, shall issue regulations which pre-
scribe the timing, manner and format of state Medicaid agency no-
tification to the Secretary of payment obligations, the minimum
payment obligation that must be requested, and the fee to the state
for the intercept. The Secretary of the Treasury will notify the Sec-
retary of HHS annually of the states requesting an intercept and
the amounts collected for each state. Prior to sending notice to the
Treasury, the state agency must -notify the individual against
whom there is a legally enforceable claim to explain that a with-
holding is pending and to inform the individual how to contest the
state's finding that an amount is owed, or to contest the size of the
amount.
Effective Date

Amendments from this section relating to the Internal Revenue
Code of 1986 shall be effective for taxable years beginning after De-
cember 31, 1993. Amendments from this section relating to the So-
cial Security Act shall apply to calendar quarters beginning on or
after December 31, 1993, except if the Secretary determines that
State legislation is required in order to comply with these provi-
sions. In this case, the state has until the first day of the first cal-
endar quarter be* g after the close of the first regular session
of the State legislature to comply with this section. For states with
a two-year legislative session, each year of their legislative session
shall be deemed a separate regular session of the legislature for the
purposes of this section.

Subpart E-Assuring Proper Payments to Disproportionate
Share Hospitals

Limit Medicaid Payments to Disproportionate Share
Hospitals

(Section 7441)
Present Law

States are required to make supplemental payments to hospitals
that serve a larger than average (disproportionate) number of low
income or Medicaid clients. The law sets out minimum standards
by which a hospital may qualify as a disproportionate share hos-
pital, and minimum payments to be made to those hospitals. States
are generally free to exceed federal minimums in both designation
and payment.
Committee Proposal

Limits the amount states may pa public or other government af-
filiated hospitals to no more than the cost of care provided to Med-
icaid recipients and the individuals who have no health insurance
or other third party coverage for services provided during the year
(net of non-disproportionate share Medicaid payments and pay-
ments by the uninsured). Payments made to hospitals for services
provided t indigent patients made by a state or unit of local gov-
ernment shall not be considered to be a source of third party pay-
ment. Also limits state ability to designate these hospitals by re-
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quiring that any disproportionate share hospital serve at least 1%
Medicaid clients among its caseload.
Effective Date

Applies to payments to states made after the end of the State fis-
cal year that ends during 1995.

Subpart F-Anti-Fraud and Abuse Provisions

Limitations on Physician Referrals
(Section 7451)

Pre-ent Law
Under current law, physicians with certain ownership and/or

compensation arrangements with clinical laboratories are prohib-
ited from referring Medicare patients to these clinical laboratories.
The Committee bill extends these self referral prohibitions to other
designated health services.

Committee Proposal
Extends the Medicare rules to the Medicaid program.

Effective Date
Applies to services and items furnished on or after October 1,

1993.

PART H--OTHER MEDICAID PROVISIONS

Extension of OBRA 90 Demonstration Project
(Section 7501)

Present Law
The Omnibus Budget Reconciliation Act of 1990 (OBRA 1990,

section 4745) established a 4-year, $40 million demonstration pro-
gram to study the effects of allowing 3 to 4 States to provide Medic-
aid coverage to individuals in uninsured families with incomes
below 150 percent of the Federal poverty line who are not other-
wise eligible for Medicaid. Families with incomes below 100 percent
of the poverty level cannot be subject to any premiums, deductibles,
or other cost-sharing; families with incomes between 100 and 150
percent of the poverty level may not be subject to cost-sharing in
excess of 3 percent of the family's average gross monthly earnings.
If the Secretary determines that it is cost-effective for the project
to utilize employer coverage, an employer contribution is required.
Federal funds available for the project are limited to $12 million
in each of fiscal years 1991, 1992 and 1993, and $4 million in FY
1994. These demonstrations did not commence, however, until FY
1992, and are not expected to be completed until FY 1995.
Committee Proposal

Specifies that the Federal expenditures authorized for the OBRA
1990 demonstration project will remain available until expended.
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Effective Date
The amendments made by this section shall take effect as if in-

cluded in the enactment of OBRA-1990.

Subtitle C-Income Security Provisions

Federal Matching for AFDC Administrative Costs
(Section 7601)

Present Law
In general, the Social Security Act provides 50 percent Federal

matching funds to the States for the costs of administering the Aid
to Families with Dependent Children (AFDC) program. However,
enhanced matching at the rate of 100 percent is available for the
costs of verifying with the Immigration and Naturalization Service
the immigration status of aliens; 90 percent for the costs of plan-
ning, designing, developing, or installing statewide information and
management systems, and 75 percent for the costs of carrying out
specified fraud control programs. (Enhanced matching for certain
administrative activities is also available to the territories in the
operation of their programs for the aged, blind, and disabled under
titles I, X, XIV and XVI of the Social Security Act.) In addition,
under current law, States must require all adult members of a fam-
ily or household to sign a written declaration attesting to their own
and their children's citizenship status for purposes of the AFDC,
Medicaid, and other programs.

Committee Proposal
The Federal matching rate available to the States for all AFDC

administrative costs would be limited to 50 percent. (A similar
change would apply to the programs for the aged, blind and dis-
abled in the territories.) The requirement that all adult members
of a family or household must sign a written declaration attesting
to their own and their children's citizenship status would be modi-
fied. Instead, one adult would be allowed to sign for the entire fam-
ily or household. A family or household member would not be re-
quired to attest to the status of a newborn until the household's
next determination.

Effective Date
The amendment applies to payments made for calendar quarters

beginning on or after April 1, 1994; or, in the case of a State whose
State legislature is not scheduled to have a regular legislative ses-
sion in 1994, the new matching requirements would be effective no
later than 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 enactment.
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State Paternity Establishment Programs
(Section 7602)

Present L
The Child Support Enforcement program was enacted as Part D

of title IV of the Social Security Act in 1975. Its purpose is to locate
absent parents, establish paternity, obtain child and spousal sup-
port, and assure that assistance in obt support is available
to children (whether or not eligible for Aid to Families with De-
pendent Chfldren-AFDC) for whom such assistance is requested.

As a condition of eligibility for AFDC, each applicant or recipient
must assign the State any right to support which she may have in
her own behalf or in behalf of children in the family, and must co-
operate with the State in establishing paternity and in obtaining
support payments. States are also requi ed to provide child support
services to families who are not eligible for AFDC upon their appli-
cation for services.

The Federal government pays 66 percent of State and local ad-
ministrative costs for services on an open-ended entitlement basis.
In addition, 90 percent Federal matching is available on an open-
ended entitlement basis to States for the costs of establishing an
approved automated data processing and information retrieval sys-
tem.

The Family Support Act of 1988 required the States to meet pa-
ternity establishment requirements specified in law. To meet these
requirements, a State's paternity establishment percentage must
be at least 50 percent or it must equal or exceed the average for
all States, or have increased by 3 percentage points from fiscal year
1988 to 1991, and by 3 percentage points each year thereafter.

A State's paternity establishment percentage is: the number of
children in the State who are born out of wedlock, are receiving
AFDC benefits or title IV-D child support enforcement services,
and for whom paternity has been established, divided by the n.um-
ber of children who are born out of wedlock and are receiving
AFDC or IV-D child support services.

The 1988 Act also: required each State to require a child and all
other parties in a contested paternity case to submit to genetic
tests upon the request of any party; encouraged each State, in the
administration of its program, to implement a simple civil process
for voluntarily acknowledging paternity, and a civil procedure for
establishing paternity in contested cases; and provided 90 percent
Federal matching for the costs of laboratory testing to establish pa-ternity.

Committee Propsal
New State paternity performance -standards would be estab-

lished. The proposal would require that a State's paternity estab-
lishment percentage be based on the most recent data available
that are determined by the Secretary to be reliable, and must (1)
be 75 percent, or (2) have increased by 3 percentage points over the
previous fiscal year for a State with a percentage of not less that
50 percent but less than 75 percent, or by 6 percentage poits over
the previous fiscal year for a State with a percentage below 50 per-
cent.
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In addition, each State would be required to have in effect laws
requiring the use of additional procedures designed to improve the
effectiveness of paternity establishment, including procedures:

(1) for a simple civil process for voluntarily acknowledging
paternity under which the State must explain the rights and
responsibilities of acknowledging paternity and must afford
due process safeguards. The procedures must include (a) a hos-
pital-based program for the voluntary acknowledgement of pa-
ternity during the period immediately preceding or following
the birth of a child, and (b) the inclusion of signature lines on
applications for official birth certificates which, once signed by
the father and the mother, constitute a voluntary acknowledg-
ment of paternity;

(2) under which the voluntary acknowledgement of paternity
of a child creates a rebuttable or, at the option of the State,
conclusive presumption that the individual is the father of the
child, and under which such a voluntary acknowledgement is
admissible as evidence of paternity;

(3) under which the voluntary acknowledgment of paternity
must be recognized as a basis for seeking a support order with-
out first requiring any proceedings to establish paternity;

(4) which provide that any objection to genetic testing results
must be made in writing within a specified number of days
prior to any hearing at which such results may be introduced
in evidence, and if no objection is made, the test results are ad-
missible as evidence of paternity without the need for founda-
tion testimony or other proof of authenticity or accuracy;

(5) which create a rebuttable or, at the option of the State,
conclusive presumption of paternity of a child, upon genetic
testing results indicating a threshold probability of the alleged
father being the father of the child; and

(6) which require a default order to be entered in a paternity
case upon a showing that process has beem served on the de-
fendant and any additional showing required by State law.

In addition, States would be required, rather than encouraged, to
have expedited processes for paternity establishment in contested
cases, and to give full faith and credit to a determination of pater-
nity made by any other State, whether established through vol-
untary acknowledgement or through administrative or judicial
processes.

Effective Daed
October 1, 1993, or, if later, upon enactment by the legislature

of the State of all laws required by the amendments, but in no
event later than the first day of the first calendar quarter begin-
ning after the close of the first regular session of the State legisla-
ture that begins after the date of enactment. In the case of a State
that has a 2-year legislative session, each year of such session shall
be deemed to be a separate regular session of the State legislature.
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Fees for Federal Administration of SSI State Supplements
(Section 7603)

Present Law
Since the Supplementary Security Income (SSI) program began

in 1974, States have had the option of supplementing the Federal
SSI payment (currently $434 a month for an individual, and $652
for a couple) and of having these supplements administered by the
Social Security Administration. Currently, the Social Security Ad-
ministration administers the supplementation program for 27
States and the District of Columbia. There is no provision in the
statute allowing the Federal government to charge a fee for admin-
istering these programs.

Committee Proposal
The Secretary of Health and Human Services is directed to as-

sess the States a fee for each monthly State supplementary benefit
payment made by the Federal government on the State's behalf.
The fee is $1.67 per payment in fiscal year 1995, $3.33 in fiscal
year 1996, $5.00 in fiscal year 1997; and in fiscal year 1998 and
each succeeding year, $5.00 or such different rate as the Secretary
establishes in regulations, taking into account the complexity of the
State's supplementary program.

In addition, the Secretary is directed to charge an additional
services fee if, at the request of the State, the Secretary provides
additional services beyond the level customarily provided in the ad-
ministration of State supplementary payments. This fee shall be in
an amount that the Secretary determines is necessary to cover all
costs incurred by the Federal government in furnishing the addi-
tional services.

Effective Date
The amendment applies to supplementary payments made for

any calendar month beginning after September 30, 1994, and to
services furnished after such date, regardless of whether regula-
tions have been promulgated or existing agreements have been
modified.

Subtitle D-Miscellaneous Provisions

PART I-TRADE PROVISIONS

Extension of Customs User Fees
(Section 7701)

Present Law
Section 13031(a) of the Consolidated Omnibus Budget Reconcili-

ation Act of 1985 authorizes the Customs Service to collect user
fees for certain services. Flat rate fees ("COBRA" fees) are imposed
for the processing of air and sea passengers, commercial vessels,
barges, rail cars, trucks, dutiable mail packages and Customs
broker permits. Fees 'collected reimburse appropriations for the
costs incurred by Customs in providing inspectional overtime and
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preclearance services. Expenditures are also authorized from sur-
plus revenues in excess of $30 million to hire additional inspectorsand acquire equipment.

Customs also collects a 0.19 percent ad valorem merchandise
processing fee (MPF) on the value of formally entered imported
commercial cargo, subject to a $21 minimum and $400 maximum
fee. In addition, a $2, $5, or $8 entry fee is charged for processing
informal entries valued below $1,250.

All user fee authority (for COBRA and MPF) expires September
30, 1995.
Committee Propoeal

The Committee proposal extends the authority to collect customs
user fees for three additional fiscal years, to September 30, 1998.
Effective Date

Date of enactment.

Extension of, and Authorization of Appropriations for, the
Trade Adjustment Assistance Program

(Section 7702)
Present Law

The Trade Adjustment Assistance (TAA) program, authorized
under Title II of the Trade Act of 1974, as amended, provides bene-
fits to eligible workers and firms found to be adversely affected by
increased imports. Certified workers are eligible for income support
in the form of trade readjustment allowances, training, job search
and relocation allowances, and other employment services. Cer-
tified firms are eligible for technical assistance, administered
through 12 regional Trade Adjustment Assistance Centers. These
Centers receive funding from the Department of Commerce.

Certification of a group of workers by the Secretary of Labor, or
a firm by the Secretary of Commerce, as eligible to apply for ad-
justment assistance requires three general conditions to be met: (1)
a significant number or proportion of a firm's workers have been
or are threatened to be totally or partially laid off; (2) the firm's
sales and/or production have decreased absolutely; and (3) in-
creased imports of articles like or directly competitive with articles
produced by the firm contributed importantly to both the layoffs
and the decline in sales or production.

The TAA program was most recently extended by the Omnibus
Trade and Competitiveness Act of 1988; it is currently authorized
through September 30, 1993.
Committee Proposal

The Committee proposal amends section 285(b) of the Trade Act
of 1974 to extend the termination date for the TAA program for
five years through September 30, 1998. It further amends sections
245 and 256(b) of the Act to authorize appropriations of such sums
as may be necessary for the TAA program for fiscal years 1993,
1994, 1995, 1996, 1997, and 1998.

TAA is designed specifically to respond to the needs of American
workers and firms adversely affected by imports. By extending the
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program for five additional years, the Committee intends to ensure
that its coverage and benefits remain in effect at a time when
American workers and firms face intense and increasing competi-
tion from abroad. Its extension is especially important at the
present time, as the Congress prepares to consider the North
American Free Trade Agreement (NAFTA) as well as the Adminis-
tration's request for an extension of "fast track" negotiating author-
ity needed to complete the Uruguay Round of multilateral trade ne-
gotiations.
Effective Date

Date of enactment.

PART H--IMPROVED ACCESS TO CHILDHOOD
IMMUNIZATIONS

(Sections 7801, 7802, 7803)
Present Law

Childhood immunization is generally agreed to be one of the
most cost-effective preventive health care procedures. Unfortu-
nately although it is virtually universally recommended, vaccina-
tion y? young children is very low in many areas and among many
groups in the U.S. While comprehensive data are difficult to obtain,
sample data indicate that age-appropriate vaccinations for two year
olds may be as low as 40 percent nationwide and as low as 10 per-
cent in some inner-city areas. Recent outbreaks of measles have oc-
curred around the nation. The CDC has estimated that the out-
break resulted in over 55,000 cases of measles, more than 130
deaths, and over 11,000 hospitalizations, at an overall direct cost
of $150,000,000. Studies have shown that a high percentage of
unvaccinated children who got the measles during the outbreak de-
scribed participated in the Medicaid program, resulting in costs to
Federal 9nd State governments. For instance, 45 percent of
unvaccinated children in Los Angeles and 75 percent in New York
City who got the measles were participating in the Medicaid pro-
gram.

The cause of such low immunization rates is complex. During. the
last twelve years, the cost of a full set of immunization has risen
because of increased vaccine prices, new excise taxes, and the ap-
proval of new vaccines. At the same time as these costs have risen,
however, the Federal support for immunization programs has not
kept pace. Compounding this problem is the increasing shift of pa-
tients from private practices into public clinics. Pediatricians treat-
"ing patients without insurance for vaccine benefits recognize that
the cost of vaccines alone is a signficant out-of-pocket expense for
many families and increasingly refer these patients to public cynics
where vaccines are free. This shift results in the fragmented care
of these patients, overloading already under-funded public clinics,
and missed opportunities to vaccinate children in a timely manner.

Child immunizations, including the cost of vaccines and adminis-
tration fees are reimbursed to providers under the Medicaid Early,
Periodic, Screening Diagnosis and Treatment (EPSDT) program.
Despite this many children are not covered for the full schedule of
vaccinations and physician participation in the program is low.
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There is a program in the Centers of Disease Control for the fed-
eral purchase of vaccines. Prices for vaccines are negotiated by rep-
resentathoes of the CDC and manufacturers in a process that re-
sults in one manufacturer getting a contract for a certain vaccine.
Under the CDC program, vaccines are distributed free of charge to
public providers andwho in turn cannot charge for the cost of the
vaccines. Providers can charge an administration fee to those with
the ability to pay. Some states and localities purchase additional
vaccines at the CDC price or negotiate with manufacturers to es-
tablish prices for additional vaccines. Eleven states have a univer-
sal purchase program for one or more vaccines. Some states that
have wanted to purchase vaccines at the current CDC price, taking
advantage of the.CDC contract optional use clause, have been dis-
couraged from doing so by manufacturers.

Committee Proposal
A central bulk purchasing program is established in the Social

Security Act, replacing purchase of vaccines under Medicaid and
supplementing the current CDC vaccine purchase program. Under
this program, the Secretary of HHS will provide amounts of vaccine
to each state which are adequate to fully immunize eligible chil-
dren within the state. Eligible children are defined to be: children
eligible for Medicaid; chien with family incomes up to 75% of a
state's median income (for a family of 4 without regard to family
size) who are either uninsured or lack coverage of immunizations
under their health insurance; and children who are native Ameri-
cans. Creating a new Social Security Act program assures steady
funding levels which is of concern to both states and manufactur-
ers. The Secretary is required to establish criteria for the delivery
of vaccines by manufacturers or states to providers.

Each state must apply to participate in the federal purchase pro-
gram and must meet certain conditions including providing assur-
ance that eligible children receive vaccines without charge for its
cost and that program-registered providers receive vaccine for eligi-
ble children. States with universal programs are exempt from the
means test requirements but are still eligible for free vaccines
based on their estimates of the eligible population.

While providers are not required to participate in the program,
states may not restrict the availability of free vaccines if a provider
is willing to participate. Providers can charge.an administration fee
not to exceed amounts determined appropriate by the Secretary
(taking regional variations into account). The Secretary is required
to develop a simplified form where eligibility of children is based
on parents' self-verified and declared indication of meeting the in-
come test. Sta t~e. _may-uaeother forms as approved by the Sec-
retary. Public clinics and providers that receive CDC funded vac-
cines are excluded from administering the means test for those vac-
cirees.

The Secretary will negotiate with vaccine manufacturers over the
price to be paid for federally purchased vaccines. In the negotia-
tions, the Secretary must account for manufacturer costs of re-
search and must provide for a reasonable profit to manufacturers.
In consideration of reasonable profit, the Secretary shall consider
certain factors, including, the costs of research, development and
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production of the vaccine, the costs of research for new or improved
vaccine products, the costs of shipping and handling under the con-
tract, and the costs of maintaining an adequate production capacity
for disease outbreak control. The Secretary may require other infor-
mation of manufacturers but only after the publication of regula-
tions with appropriate comment period. The Secretary shall con-
tract with more than one manufacturer of a particular vaccine
when there is more than one manufacturer of the vaccine to pro-
vide each manufacturer a meaningful and material market share
as appropriate.

In addition to the federal purchase and distribution of vaccines
for specified populations, states may elect to purchase vaccine at
the price negotiated by the Secretary for administration to a larger
portion of the child population using state funds. If a state elects
this option, it must annually notify the Secretary of its estimated
volume of purchase, in advance of the Secretary's purchase price
negotiations with manufacturers, so that the effect of state pur-
chases can be accounted for during price negotiations. Annual re-
ports to Congress are required to monitor the price of vaccines to
the Federal government and to make sure that prices are not rising
substantially due to the state optional use clause.

In order to receive free vaccines, states with laws in effect as of
May 1, 1993 which require that some or all insurance plans offer
immunization coverage are not allowed to modify or repeal such
laws to the extent that current immunization coverage is reduced.
In addition, tax penalties can be levied for insurers who reduce
their coverage of immunizations.

A National Childhood Immunization Trust Fund is established in
the Treasury of the United States consisting of such amounts as
may be appropriated or credited to the Fund. Existing Federal and
State funds under Medicaid that would otherwise be used to pay
for the cost of vaccines (and which will no longer be needed under
the new program) are transferred to the trust fund for vaccine pur-
chase.

The effective date of the central bulk purchase program is Octo-
ber 1, 1994 and the program will terminate on such date as may
be prescribed in Federal laws that provide for immunization serv-
ices for all children as part of a broad-based reform of the health
care system.

The current requirement that States establish adequate payment
rates for pediatric services is expanded to include payment of vac-
cine administration.

Federal matching payments would not be available with respect
to State expenditures for single-antigen vaccines (and their admin-
istration) in any case in which the Secretary determines that ad-
ministration of a combined-antigen vaccine is medically appropriate
and cost beneficial.

In conducting outreach efforts to Medicaid-eligible children under
the EPSDT program, states are required to inform parents about
the need for age-appropriate immunizations. Requires State Medic-
aid programs to coordinate the provision of information and edu-
cation on childhood vaccines and the delivery of immunization serv-
ices with their Maternal and Child Health Services Block Grant
programs and the Special Supplemental Food Program for Women,
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Infants, and Children (WIC) program. Also, requires MCH Block
Grant program coordination with the Medicaid program for pay-
ment of services and reports on immunization services.

States contracting with Medicaid managed care plans must stip-
ulate, in the contract, the EPSDT services for which the entity will
be responsible and which services will be the responsibility of the
state. The contract must detail how services not provided by the
entity will be delivered to eligible children. Managed care entities
must submit periodic reports on the provision of such services to
the State. Establishes a civil money penalty with respect to man-
aged care plans that fail substantially to provide EPSDT services
to the extent required by their contract.

Under current law, states may not make payment for covered
services provided to Medicaid beneficiaries to anyone other than
the beneficiary or the provider of the service, with certain limited
exceptions. Provision allows States, at their option, to make pay-
ments directly to vaccine manufacturers participating in a vol-
untary replacement program. Under such a program, the manufac-
turer supplies doses of the vaccine to providers that administer it,
periodically replaces the provider's supply of the vaccines, and
charges the State the manufacturer's bid price to the CDC, plus a
reasonable premium to cover shipping and haning of returns.

The provision includes limited demonstration authority for up to
five states to work through the AFDC program to encourage great-
er parental responsibility for timely, age appropriate childhood im-
munizations. In order to receive demonstration authority, states
must meet standards in program design as specified in statute.

Effective Date
All provisions except direct payment to manufacturers are effec-

tive October 1, 1994; The direct payment provision becomes effec-
tive October 1, 1993.

COSTS-The program will be funded through recouping savings
accruing to existing state and federal programs that currently pur-
chase vaccines outside the CDC contract for the population that
will be covered under this proposal.

OUTLAY-RELATED REVENUE PROVISIONS IN TITLE VII

A. Disclosure Provisions

1. Access to tax information by the Department of Veterans
Affairs (see. 7901 of the bill and sec. 6103 of the Code)

Present Law
The Internal Revenue Code prohibits disclosure of tax returns

and return information except to the extent specifically authorized
by the Code (sec. 6103). Unauthorized disclosure is a felony punish-
able by a fine not exceeding $5,000 or imprisonment of not more
than five years, or both (sec. 7213). An action for civil damages also
may be brought for unauthorized disclosure (sec. 7431). No tax in-
(ormation may be furnished by the Internal Revenue Service (IRS)
to another agency unless the other agency establishes procedures
satisfactory to the IRS for safeguarding the tax information it re-
ceives (sec. 6103(p)).
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Among the disclosures permitted under the Code is disclosure to
the Department of Veterans Affairs ("DVA") of self-employment tax
information and certain tax information supplied to the Internal
Revenue Service and Social Security Administration by third par-
ties. Disclosure is permitted to assist DVA in determining eligi-
bility for, and establishing correct benefit amounts under, certain
of its needs-based pension and other programs (sec.
6103(0X7XDXviii)). The income tax returns filed by the veterans
themselves are not disclosed to DVA.

The DVA is required to comply with the safeguards currently
contained in the)Code and in section 1137(c) of the Social Security
Act (governing the use of disclosed tax information). These safe-
guards include independent verification of tax data, notification to
the individual concerned, and the opportunity to contest agency
findings based on such information.

The DVA disclosure provision is scheduled to expire after Sep-
tember 30, 1997.
Reasoi bfor Change

The committee believes that it is appropriate to extend the au-
thority to disclose tax information to DVA for an additional year
to provide sufficient time to assess the impact of such disclosure on
taxpayers' voluntary compliance with the tax laws.

xpn ..n of Provision
The bill extends the authority to disclose tax information to the

DVA for one year, through September 30, 1998.
Effective Date

The provision applies after September 30, 1997.

2. Access to tax Information by the Department of Education
(see. 7902 of the bill and se. 6103 of the Code)

Present Law
The Internal Revenue Code prohibits disclosure of tax returns

and return information except to the extent specifically authorized
by the Code (sec. 6103). Unauthorized disclosure is a felony punish-
able by a fine not exceeding $5,000 or imprisonment of not more
than five years, or both (sec. 7213). An action for civil damages also
may be brought for unauthorized disclosure (sec. 7431). No tax in-
formation may be furnished by the Internal Revenue Service (IRS)
to another agency unless the other agency establishes procedures
satisfactory to the IRS for safeguarding the tax information it re-
ceives (sec. 6103(p)).

The IRS ma disclose to the Department of Education the mail-
ing address of taxpayers who have defaulted on certain student
loans. The Department of Education may in turn make this infor-
mation available to its agents and to the holders of such loans (and
their agents) for the purpose of locating the taxpayers and collect-
ing the loan.
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Reasons for Change
The committee believes that the Department of Education should

be provided with access to tax return information to assist it carry-
ing out modifications of the Federal student loan program. One
component of those modifications will permit students to elect to
repay their loans on an income-contingent basis: the amount of
each loan payment would be proportional to the former student's
income.

The committee, however, is also concerned about the increasing
number of requests for disclosure of confidential tax information for
nontax purposes and the effect of such disclosure on voluntary tax-
payer compliance. Accordingly, only the Department of Education
and its employees have been given access to the tax return infor-
mation necessary to implement income-contingent repayment and
the access has been granted only temporarily. The committee also
believes that any plan to involve further the IRS in loan collection
should be thoroughly studied before implementing legislation is
proposed.

Explanation of Proviuion
The bill gives the Department of Education access to certain tax

return information in order to implement this direct student loan
program. The only information the Department of Education is per-
mitted to obtain is the name, address, taxpayer identification num-
ber, filing status, and adjusted gross income of the former student.
Disclosure of this information may be made only to Department of
Education employees and may only be used by these employees in
establishing the appropriate income-contingent repayment amount
for an applicable student loan. Applicable student loans are loans
under the new direct student loan program and other student loans
that are in default and have been assigned to the Department of
Education. The Department of Education and its employees would
be subject to the restrictions on unauthorized disclosure in present
law. The committee anticipates that information will be provided
by means of low-cost computer exchanges of information.

The bill also permits the Department of Education to obtain the
mailing address of any taxpayer who owes an overpayment (i.e.,
has received more than the proper amount) on a Federal Pell Grant
or who has defaulted on certain additional student loans adminis-
tered by the Department of Education.
. The authority to disclose tax information to the Department of
Education for purposes of establishing the direct student loan pro-
gram expires on September 30, 1998.

The authority to permit the Department of Education to obtain
the mailing address of any taxpayer who owes an overpayment on
a Federal Pell Grant or who has defaulted on certain additional
student loans administered by the Department of Education is per-
manent.

Effective Date
The provision is effective on the date of enactment.
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3. Access to tax information by the Department of Housing
and Urban Development (see. 7903 of the bill and sec. 6103
of the Code)

Present Law
The Internal Revenue Code prohibits disclosure of tax returns

and return information, except to the extent specifically authorized
by the Internal Revenue Code (sec. 6103). Unauthorized disclosure
is a felony punishable by a fine not exceeding $5,000 or imprison-
ment of not more than five years, or both (sec. 7213). An action for
civil damages also may be brought for unauthorized disclosure (sec.
7431). No tax information may be furnished by the IRS to another
agency unless the other agency establishes procedures satisfactory
to the IRS for safeguarding the tax information it receives (sec.
6103 (p)).

Reasons for Change
The committee believes that the Department of Housing and

Urban Development (HUD) should be provided with access to cer-
tain items of tax information to assist HUD in determining eligi-
bility for, and establishing correct benefit levels under, certain
HUD programs.

The committee, however, is also concerned about the increasing
number of requests for disclosure of confidential tax information for
nontax purposes and the effect of such disclosure on voluntary tax-
payer compliance. Accordingly, HUD's access to tax information
has been granted only temporarily to provide the Treasury Depart-
ment sufficient time to conduct a study on the effectiveness of such
disclosure and HUD's compliance with safeguards contained in the
Code.

Explanation of Provision
The bill permits disclosure of.-certain tax information with re-

spect to applicants for, and participants in, certain HUD programs.
Such disclosure may be made only to HUD employees and is to be
used solely in verifying the taxpayer's eligibility for (or correct
amount of benefits under) those HUD programs. The committee an-
ticipates that information will be provided by means of low cost
computer exchanges of information. The bill extends the current
law restrictions on unauthorized disclosure to HUD and its employ-
ees. HUD employees may not redisclose tax information to State or
local housing agencies, public housing authorities, or any other
third party. However, they may inform such parties of the fact that
a discrepancy exists between the information provided by the appli-
cant (or participant) and information provided by other sources.

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

to disclose tax information to HUD under the bill expires after Sep-
tember 30, 1998.

69-501 0 - 93 - 3
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B. Other Revenue-Related Provisions

1. Expansion of 454day interest-fre period for certain
refunds (sec. 7950 of the bill and 6il(e) of the Code)

Present Law
No interest is paid by the Government on a refund arising from

an original income tax return if the refund is issued by the 45th
day after the later of the due date for the return (determined with-
out regard to any extensions) or the date the return is filed (sec.
6611(e)).

There is no parallel rule for refunds of taxes other than income
taxes (i.e., employment, excise, and estate and gift taxes), for re-
funds of any type of tax arising from amended returns, or for
claims for refunds of any type of tax.

If a taxpayer files a timely original return with respect to an
type of tax and later files an amended return claiming a refund,
and if the IRS determines that the taxpayer is due a refund on the
basis of the amended return, the IRS will pay the refund with in-
terest computed from the due date of the original return.
Reasons for Change

The committee believes that it is inappropriate for the payment
of interest on tax refunds to be determined by the type of tax in-
volved; all types of taxes should be treated similarly. The commit-
tee further believes that it is appropriate to alter the interest rules
to provide a 45-day processing period with respect to amended re-
turns, claims for refund and IRS-initiated adjustments.
Exkuation of Provision

No interest is to be paid by the Government on a refund arising
from any type of original tax return if the refund is issued by the
45th day after the later of the due date for the return (determined
without regard to any extensions) or the date the return is filed.

A parallel rule applies to amended returns and claims for re-
-funds: if the refund is issued by the 45th day after the date the
amended return or claim for refund is filed, no interest is to be
paid by the Government for that period of up to 45 days (interest
would continue to be paid for the period from the due date of the
return to the date the amended return or claim for refund is filed).
If the IRS does not issue the refund by the 45th day after the date
the amended return or claim for refund is filed, interest would be
paid (as under present law) for the period from the due date of theoriginal return to the date the IRS pays the refund.
_1A parallel rule also applies to IRS-initiated adjustments (whether

due to computational adjustments or audit adjustments). With re-
spect to these adjustments, the IRS is to pay interest for 45 fewer
days than it otherwise would.
Effective Date

The extension of the 45.day processing rule is effective for re-
turns required to be filed (without regard to extensions) on or after
January 1, 1994. The amended return rule is effective for amended
returns and claims for refunds filed on or after January 1, 1995
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(regardless of the taxable period to which they relate). The rule re-lating to IRS-initiated adjustments applies to refunds paid on or
after January 1, 1995 (regardless of the taxable period to which
they relate).

2. BATF user fees for processing applications for alcohol
certificates of label approval (sec. 7951 of the bill)

Present Law
The Treasury Department's Bureau of Alcohol, Tobacco, and

Firearms (BATF) is required to approve all alcoholic beverage la-
bels and conduct various laboratory analyses to assure compliance
with the Federal Alcohol Administration Act (27 U.S.C., Chapter 8)
and Chapter 51 of the Internal Revenue Code. There is currently
no charge or fee for these BATF services.

Under the Internal Revenue Code, annual alcohol occupational
excise taxes are imposed as follows:

Producers of distilled spirits, $1,000 per year per premise 1

wines or beer (secs. 5081,
5091).

Wholesale dealers of liquors, $500 per year
wines or beer (sec. 5121).

Retail dealers in liquors, wines $250 per year
or beer (sec. 5121).

Nonbeverage use of distilled $500 per year
spirits (sec. 5131).

Industrial use of distilled spirits $250 per year
(sec. 5276).
1 Tax is $500 per year per premise for businesses with gross receipts of less

than $500,000 in the preceding taxable year.

These annual alcohol occupational tax rates are as enacted in the
Omnibus Budget Reconciliation Act of 1987 (P.L. 100-203, "1987
Act"), effective on January 1, 1988. The 1987 Act increased the
wholesale and retail alcohol occupational taxes and imposed new
occupational taxes on distilled spirits, wine and beer producers as
well as for industrial users of distilled spirits.
Reasons for Change

The committee considers it appropriate policy to permit the
BATF to charge fees to cover the costs of processing applications
for certificates of alcohol label approval and conducting formula re-
views or laboratory tests and analyses required under the Federal
Alcohol Administration Act and the Internal Revenue Code and
regulations. Such BATF services directly benefit the specific users.
Explanation of Provision

Under the bill, BATF user fees are established to cover the costs
of processing applications for certificates of alcohol label approval
(or exemptions therefrom) required by the Federal Alcohol Admin-
istration Act and conducting formula (and statement of process) re-
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views or laboratory tests and analyses required under that Act and
the Internal Revenue Code and regulations.

The Secretary of the Treasury is authorized to implement the
user fee program and to establish fee rates: not less than $50 for
each application and not less than $250 for each formula (and
statement of process) review or test and analysis. The fees charged
under this program are to be determined so that the Secretary esti-
mates that the a regate of such fees received during any fiscal
year will be $5 millon. A maximum of $5 million of these fees are
to be offsetting receipts deposited in the Treasury and ascribed to
BATF's Compliance Acohof Program,
Effective Date

The provision is effective for applications filed and for formula
(and statement of process) reviews or tests and analyses initiated
90 days from the date of enactment.
3. Use of Harbor Maintenance Trust Fund for administrative

expenses (sec. 7953 of the bill and sec. Q505(c) of the Code)
Present Law

Under present law (Code sec. 9505(c)), amounts in the Harbor
Maintenance Trust Fund ("Harbor Trust Fund") are available, as
provided by appropriation Acts, for making expenditures:

(1) under section 210(a) of the Water Resources Development
Act of 1986 (Corps of Engineers costs for dredging and main-
taining harbors at U.S. ports);

(2) for payments of rebates of certain St. Lawrence Seaway
tolls or charges; and

(3) for payment of expenses incurred by the Department of
the Treasury in administering the harbor maintenance excise
tax ("harbor tax") (but not more than $5 million per fiscal year)
for periods during which no Customs processing fee applies
under the Consolidated Omnibus Budget Reconciliation Act of
1985 ("1985 Act").

The Customs processing fee currently is in effect through Sep-
tember 30, 1995j Thus, since the Customs processing fee is in ef-
fect under the 1985 Act, the Trust Fund is not currently permitted
to be used for Treasury Department expenses for administering the
harbor tax. The Customs Service generally has the responsibility
for collecting and administermz the harbor tax. The Corps of Engi-
neers and the Department of Commerce generate certain data re-
lated to shipments of commercial cargo.

Reasons for Change
The committee believes that additional enforcement resources

are necessary for the Treasury Department to properly administer
the harbor tax and to increase collection and audit efforts. This in-
creased enforcement effort should result in the collection of addi-
tional tax revenues that are owed but are not being paid. Also, the
committee determined that the Corps of Engineers and the Depart-

I A separate trade provision (in see. 7701 of the bill) would extend the current Customs proc-
easing fee for three years, through September 30, 1998.
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ment of Commerce should be reimbursed for their expenses related
to administering the harbor tax.
Explanation of Provision

The bill allows (subject to appropriations) up to $5 million per
fiscal year from the Harbor Trust Fund to be used by the Depart-
ment of the Treasury in administering the harbor tax to improve
compliance. This is accomplished by removing the current Harbor
Trust Fund restriction against such use while the Customs process-
ing fee is in effect. Also, the bill specifies that such Harbor Trust
Fund amounts are available to be used to reimburse the Corps of
Engineers and the Department of Commerce for their administra-
tive expenses related to harbor tax collection and enforcement ef-
forts.
Effective Date

The provision applies to fiscal years beginning after the date of
enactment.

4. Increase amount of Presidential Election Campaign Fund
checkoff (sec. 7954 of the bill and sec. 6096 of the Code)

Present Law
The Presidential Election Campaign Fund ("Fund") provides for

public financing of a portion of qualified Presidential election cam-
ign expenditures, and certain qualified convention costs (sec.
01 et Be.). The Fund is financed through the voluntary designa-

tion by individual taxpayers on tax returns of $1 of tax liability,
which is commonly known as the Presidential election campaign
checkoff. The Treasury Department accumulates revenues in the
Fund over a four-year period, and -then disburses funds to eligible
candidates for President, Vice President, and conventions during
the Presidential election year.
Reason. for Change

The Federal Election Commission is projecting -a shortfall in the
Presidential Election Campagn Fund for the 1996 election cycle.
The committee consequently believes it is appropriate to increase
the amount of the checkoff, which has not been increased since it
was enacted in 1966.
Explanation of Provision

The bill increases amount of the checkoff from $1 to $3.
Effective Date

The provision is effective for tax returns required to be filed after
December 31, 1993.

C. Increase in Statutory Limit on the Public Debt (sec. 7955
of the bill)

Present Law
The statutory limit on the public debt currently is $4.37 trillion.

It was set at this level temporarily in P.L. 103-12, enacted into law
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on April 6, 1993. The current debt limit will expire after September
30, 1993.
Reasons for Change

When the current temporary debt limit expires after September
30, 1993, the debt limit will revert to $4.145 trillion. At this level
of borrowing authority, the Treasury will be unable to meet the
Federal government's financial obligations and to manage the Fed-
eral debt effectively.

The committee believes it is imperative to increase the debt limit
on a permanent basis to facilitate the smooth functioning of the
Federal government and to prevent any disruption of financial
markets.
Explanation of Provision

The bill repeals the temporary limit that expires after September
30 1993, and instead increases the statutory limit on the public
debt to $4.9 trillion. The new debt limit has no expiration date.
Effective Date

The provision is effective on the date of enactment.



TITLE VII-FINANCECOMMITTE REVENUE
PROVISIONS

L TRAINING AND INVESTMENT PROVISIONS

A. Education and Training Provisions

1. Extension of employer-provided educational assistance
(see. 8101 of the bill and see. 127 of the Code)

Present Law
Prior to July 1, 1992, an employee's $poss income and wages for

income and employment tax purposes did not include amounts paid
or incurred by the employer for educational assistance provided to
the employee if such amounts were paid or incurred pursuant to
an educational assistance propam that met certain requirements
(sec. 127). This exclusion, which expired with respect to amounts
paid after June 30, 1992, was limited to $5,250 of educational as-
sistance with respect to an individual during a calendar year. Edu-
cation that did not qualify for the exclusion (e.j;., because it ex-
ceeded the $5,250 limit) was excludable from income if and only if
it qualified as a working condition fringe benefit (sec. 132). To be
excluded as a working condition fringe, the cost of the education
must have been a job-related deductible expense.

In the absence of the exclusion, for purposes of income and
employmenttaxes, an employee generally is required to include in
income and wages the value of educational assistance provided by
the employer unless the cost of such assistance qualifies as a de-
ductible job-related expense of the employee.

Reasons for Change
The exclusion from income for employer-provided educational as-

sistance programs has two intended purposes: (1) to increase the
levels of education and training in the workforce and (2) to elimi-
nate the potential complexity of determining whether education
and training benefits provided by an employer constitute job-relat-
ed expenses that are deductible by the employee as a working con-
dition fringe benefit.

The committee believes that some of the benefits attributable to
the exclusion for employer-provided educational assistance accrue
to society at large by creating a better-educated workforce. Also,
the committee believes that some individuals would underinvest in
education if the Federal government did not subsidize the cost of
their continuing education.

The committee believes it is appropriate to provide for a tem-
porary extension of the exclusion to provide the opportunity for
Congress to reevaluate the exclusion.

(61)
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Explanation of Provision
The bill retroactively extends the exclusion for employer-provided

educational assistance for 24 months (through June 30, 1994). In
the case of a taxable year beginning in 1994, only amounts paid be-
fore July 1, 1994, by the employer for educational assistance for the
employee can be taken into account in determining the amount ex-
cludable under section 127 for the taxable year.

The committee understands that the expiration of the exclusion
and the retroactive extension creates a number of administrative
problems for employers and employees because some employers
and employees treated educational assistance provided between
July 1, 1992, and December 31, 1992, as excludable from income,
while some treated it as taxable income. If educational assistance
provided during such period was treated as taxable, then the em-
ployee would be entitled to a refund of excess taxes paid. The com-
mittee intends that the Secretary will use his existing authority to
the fullest extent possible to alleviate any administrative problems
and to facilitate the recoupment of excess taxes paid in the sim-
plest way possible.

The bill also clarifies the rule under which educational assistance
that does not satisfy section 127 may be excluded from income if
and only if it meets the requirements of a working condition fringe
benefit.

Effective Date
The extension of the exclusion is effective for taxable years end-

ing after June 30, 1992. The clarification to the working condition
fringe benefit rule is effective for taxable years beginning after De-
cember 31, 1988.
2. Extension of targeted jobs tax credit (sec. 8102 of the bili

and sec. 51 of the Code).

Present Law
Tax credit

The targeted jobs tax credit is available on an elective basis for
hiring individuals from several targeted groups. The targeted
groups consist of individuals who are either recipients of payments
under means-tested transfer programs, economically disadvan-
taged, or disabled.

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

The credit expired for individuals who began work for an em-
ployer after June 30, 1992.
Certification of members of targeted groups

Generally, an individual is not treated as a member of a targeted
group unless certain certification conditions are satisfied. On or be-
fore the day on which the individual begins work for the employer,
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the employer has to have received or have requested in writing
from the designated local agency certification that the individual is
a member of a targeted group. In the case of a certification of an
economically disadvantaged youth participating in a cooperative
education program, this requirement is satisfied if necessary cer-
tification is requested or received from the participating school on
or before the day on which the individual begins work or the em-ployer.__

The deadline for requesting certification of targeted group mem-
bership is extended until five days after the day the individual be-gins work for the employer, provided that, on or before the day the
individual begins work, the individual has received a written pre-
liminary determination of targeted group eligibility (a '"voucher")
from the designated local agency (or other agency or organization
designated pursuant to a written agreement with the designated
local agency). The "designated local agency" is the State employ-
ment security agency.
Authorization of appropriations

Present law authorized appropriations for administrative and
publicity expenses relating to the credit through June 30, 1992.
These monies were to be used by the Internal Revenue Service and
the Department of Labor to inform employers of the credit pro-
gram.

Reasons for Change
The committee believes that the targeted jobs tax credit provides

a useful incentive for hiring disadvantaged individuals. Further,
the committee believes that a temporary extension of the targeted
jobs tax credit will permit Congr' ssional oversight of the credit to
continue.

Explanation of Provision
The bill extends for 24 months the targeted jobs tax credit for in-

dividuals who begin work for the employer after June 30, 1992 and
before July 1, 1994. Under this bill, the targeted jobs tax credit
does not apply with respect to individuals who begin work for the
employer after June 30, 1994.

Effective Date
The extension of the targeted jobs tax credit is effective for indi-

viduals who begin work for the employer after June 30, 1992 and
before July 1, 1994.
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_ B. Investment Incentives
1. Extend research tax credit (secs. 8111-8112 of the bill and

sec. 41 of the Code)

Present Law
The research and experimentation tax credit ("research tax cred-

it") provides a credit equal to 20 percent of the amount by which
a taxpayer's qualified research expenditures for a taxable year ex-
ceed its base amount for that year. The credit expired after June
30, 1992.

The base amount for the current year generally is computed by
multiplying the taxpayer's "fixed-base percentage" by the average
amount of the taxpayer's gross receipts for the four preceding
years. If a taxpayer both incurred quaified research expenditures
and had gross receipts during each of at least three years from
1984 through 1988, then its "fixed-base percentage" is the ratio
that its total qualified research expenditures for the 1984-1988 pe-
riod bears to its total gross receipts for that period (subject to a
maximum ratio of .16). All other taxpayers (such as "start-up"
firms) are assigned a fixed-base percentage of .03.

In computing the credit, a taxpayer's base amount may not be
less than 50 percent of its current-year qualified research expendi-
tures.

Qualified research expenditures eligible for the credit consist of:
(1) "in-house" expenses of the taxpayer for research wages and sup-
plies used in research; (2) certain time-sharing costs for computer
use in research; and (3) 65 percent of amounts paid by the taxpayer
for contract research conductedMn the taxpayer's behalf. The credit
is not available for expenditures attributable to research that is
conducted outside the United States. In addition, the credit is not
available for research in the social sciences, arts, or humanities,
nor is it available for research to the extent funded by any grant,
contract, or otherwise by another person (or governmental entity).

The 20-percent research tax credit also applies to the excess of
(1) 100 percent of co rate cash expenditures (including grants or
contributions) paid or basic research conducted by universities
(and certain scientific research organizations) over (2) the sum of
(a) the greater of two fixed research floors plus (b) an amount re-
flecting any decrease in nonresearch giving to universities by the
corporation as compared to such giving during a fixed-base period,
as adusted for inflation.

Deductions for expenditures allowed to a taxpayer under section
174 (or any other section) are reduced by an amount equal to 100
percent of the taxpayer's research tax credit determined for the
taxable year.1

Reasons for Change
Technological development is an important component of eco-

nomic growth. However, businesses may not find it profitable to in-
vest in some research activities, because of the difficulty in captur-

'Taipayere may alternatively elect to claim a reduced research credit amount in lieu of reduc-
ing deductions otherwise allowed (sec. 280C(cX3)).
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ing the full benefits from the research. (Costly technological ad-
vances made by one firm are often cheaply copied by its competi-
tors.) A research tax credit can help to promote investment in re-
search, so that research activities undertaken approach the optimal
level for the overall economy. Therefore, the committee believes
that it is appropriate to extend the research tax credit for 12
months.

Explanation of Provision
The research tax credit (including the university basic research

credit) is extended for 12 months (i.e., for expenditures paid or in-
curred during the period July 1, 1993, through June 30, 1994).

The bill also adds a new rule regarding the determination of the
fixed-base percentage of start-up companies. Under the provision,
a taxpayer that did not have gross receipts in at least three years
during the 1984-1988 period will be assigned a fixed-base percent-
age of.03 for each of its first five taxable years after 1993 in which
it incurs qualified research expenditures. The taxpayer's fixed-base
percentage for its sixth through tenth taxable years after 1993 in
which it incurred qualified research expenditures will be as follows:
(1) for the taxpayer's sixth year, its fixed-base percentage will be
one-sixth of its ratio of qualified research expenditures to gross re-
ceipts for its fourth and fifth years; (2) for its seventh ear, its
fixed-base percentage will be one-third of its ratio for its ffth and
sixth years; (3) for its eighth year, its fixed-base percentage will be
one-half of its ratio for its fifth through seventh years; (4) for its
ninth year, its fixed-base percentage will be two-thirds of its ratio
for its fifth through eighth years; and (5) for its tenth year, its
fixed-base percentage will be five-sixths of its ratio for its fifth
through ninth years. For subsequent taxable years, the taxpayer's
fixed-base percentage will be its actual ratio of qualified research
expenditures to gross receipts for five years selected by the tax-
pa er from its fifth through tenth taxable years.

In extending the research tax credit, the committee wishes to re-
affirm Congressional intent that neither the enactment of the cred-
it in 1981 nor the "targeting" modifications to the credit in 1986
affect the definition of "research or experimental expenditures" for
purposes of section 174. Thus, the various new credit limitations
enacted in the Tax Reform Act of 1986 apply in determining eligi-
bility for the credit (in taxable years beginning after December 31,
1985), and do not determine eligibility product development costs
under section 174.

Effective Date
Thpe provision applies to expenditures paid or incurred during the

period July 1, 1993, through June 30, 1994.
2. Eliminate ACE depreciation adjustment (sec. 8115 of the

bill and sec. 56 of the Code)

Present Law
A taxpayer is subject to an alternative minimum tax (AMT) to

the extent that the taxpayer's tentative minimum tax exceeds the
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taxpayer's regular income tax liability. A taxpayer's tentative mini-
mum tax generally equals 20 percent (24 percent in the case. of an
individual) of the taxpayer's alternative minimum taxable income
in excess of an exemption amount. Alternative minimum taxable
income (AMTI) is the taxpayer's taxable income increased by cer-
tain tax preferences and adjusted by determining the tax treatment
of certain items in a manner which negates the deferral of income
resulting from the regular tax treatment of those items.

One of the adjustments" which is made to taxable income to ar-
rive at AMTI relates to depreciation. For AMT purposes, deprecia-
tion on most personal property to which the modified Accelerated
Cost Recovery System (MACRS) adopted in 1986 applies is cal-
culated using the 150-percent declining balance method (switching
to straight line in the year necessary to maximize the deduction)
over the property's class life. The class lives of MACRS property
generally are longer than the recovery periods allowed for regular
tax purposes.

For taxable years beginning after 1989, the AMTI of a corpora-
tion is increased by an amount equal to 75 percent of the amount
by which adjusted current earnings (ACE) of the corporation exceed
AMTI (as determined before this adjustment). In general, ACE
means AMTI with additional adjustments that generally follow the
rules presently applicable to corporations in computing their earn-
ings and profits. For purposes of ACE, depreciation is computed
using the straight-line method over the class life of the property.
Thus, a corporation generally must make two depreciation calcula-
tions for purposes of the AMT--once using the 150 percent declin-
ing balance method over the class life and again using the straight-
line method over the class life. Taxpayers may elect to use either
method for regular tax purposes. If a taxpayer uses the straight-
line method for regular tax purposes, it must also use the straight-
line method for AMT purposes.

Reasons for Change
The committee believes that the two depreciation calculations re-

quired by the corporate AMT is a source of considerable complexity.
n addition, the committee believes that requiring the AMTI of a

corporation to be calculated, in part, by using the straight-line de-
preciation method contained in the ACE adjustment may present
a disincentive to the investment in certain property.

Explanation of Provision
The depreciation component of the ACE adjustment is eliminated

for property placed in service after December 31, 1993. Thus, cor-
porations would compute AMT depreciation by using the rules gen-
erally applicable to individuals (i.e., the 150-percent declining bal-
ance method over the class life of the property for tangible personal
property.)

Effective Date
The provision is effective for property placed in service after De-

cember 31, 1993.
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3. Increase expensing for small business (sec. 8119 of the bill
and sec. 179 of the Code)

Present Law
In lieu of depreciation, a taxpayer with a sufficiently small

amount of annual investment may elect to deduct up to $10,000 of
the cost of qualifying property placed in service ;or the taxable
year. In general, qualifying property is defined as depreciable tan-
gible personal property that is purchased for use in the active con-
duct of a trade or business. The $10,000 amount is reduced (but not
below zero) by the amount by which the cost of qualifying property
placed in service during the taxable year exceeds $200,000. In addi-
tion, the amount eligible to be expensed for a taxable year may not
exceed the taxable income of the taxpayer for the year that is de-
rived from the active conduct of a trade or business (determined
without regard to this provision). Any amount that is not allowed
as a deduction because of the taxable income limitation may be car-
ried forward to succeeding taxable years (subject to similar limita-
tions).

Reasons for Change
The committee believes that increasing the amount allowed to be

expensed will provide an incentive for small businesses to increase
their investment in capital assets, thus promoting economic growth
and increasing demand for productive assets.

Explanation of Provision
The $10,000 amount allowed to be expensed under section 179 is

increased to $15,000.

Effective Date
The provision is effective for property placed in service in taxable

years beginning after December 31, 1992.
4. Extension of qualified small-issue bonds (sec. 8121 of the

bill and sec. 144 of the Code)

Present Law
Interest on certain small issues of private activity bonds is ex-

cluded from income if at least 95 percent of the bond proceeds is
used to finance manufacturing facilities or agricultural land or
property for first-time farmers ("qualified small-issue bonds").
Qualified small-issue bonds are issues having an aggregate author-
ized face amount of $1 million or less. Alternatively, the aggregate
face amount of the issue, together with the aggregate amount of
certain related capital expenditures during the six-year period be-ginning three years before the date of the issue and ending three
years after that date, may not exceed $10 million. Special limits
apply to these bonds for first-time farmers.

Authority to issue qualified small-issue bonds expired after June
30, 1992.
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Reasons for Change
The committee believes that it is appropriate to permit State and

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

Explanation of Provision
The bill extends the authority to

bonds for 24 months (through June 30,
issue qualified
1994).

small-issue

Effective Date
The provision is effective for bonds issued after June 30, 1992

and before July 1, 1994.
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C. Expansion and Simplification of Earned Income Tax
Credit (see. 8131 of the bill and sees. 32, 162, and 213 of the
Code)

Present Law
Eligible low-income workers can claim a refundable earned in-

come tax credit (EITC) of up to 18.5 percent of the first $7,750 of
earned income for 1993 (19.5 percent ror taxpayers with more than
one quaIiying child). The maximum amount of credit for 1993 is
$1 434 ($1,511 for taxpp ayers with more than one qualifying child).

Nhis maximum credit is reduced by 13.21 percent of earned in-
come (or adjusted gross income, if greater) in excess of $12,200
(13.93 percent for taxpayers with more than one qualifying child).
In 1993, the EITC is totally phased out for workers with earned
income (or adjusted gross income, if greater) over $23,050. The
maximum amount of earned income on which the EIT( may be
claimed, and the income threshold for the phaseout of the EITC,
are indexed for inflation. Earned income consists of wages, salaries,
other employee compensation, and net self-employment income.

Present law provides that the credit rates for the EITC increase
in 1994, as shown in the following table.

One quaig chod- Two or moe qualifyift
children-

Y Credit rate Phaseout rate Credt rate Phaseout rate

1993 ................................... 18.5 13.21 19.5 13.93
1994 and after .................. 23.0 16.43 25.0 17.86

A worker may elect to receive the EITC on an advance basis by
furnishing a certificate of eligibility to his or her employer. For
such a worker, the employer makes an advance payment of the
credit at the time wages are paid.

A supplemental young child credit is available to taxpayers with
qualifying children under the age of one year. This young child
credit rate is 5 percent and the phase-out rate is 3.57 percent. It
is computed on the same income base as the ordinary EITC. The
maximum supplemental young child credit for 1993 is $388.

A supplemental health insurance credit is available to taxpayers
who provide health insurance coverage for their qualifying chil-
dren. This health insurance credit rate is 6 percent and the phase-
out rate is 4.285 percent. It is computed on the same income base
as the ordinary EITC, but the credit claimed cannot exceed the out-
of-pocket cost of the health 'insurance coverage. In addition, the
taxpayer is denied an itemized deduction for medical expenses of
qualifying insurance coverage up to the amount of credit claimed.
The maximum supplemental health insurance credit for 1993 is
$465.

Reasons for Change
Providing a larger basic EITC to larger families recognizes the

role that the EITC can play in alleviating poverty. Moreover, this
larger credit may provide an increased work incentive to some tax-
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payers and may increase the equity of the individual income tax
system by reducing the tax burden on those with the least ability
to pay taxes. Finally, repeal of the supplemental young child- and
health insurance components of the EITC should both ease compli-
ance burdens for lower-income taxpayers and provide substantial
simplification.

Explanation of Provision
For taxpayers with one qualifying child, the EITC will be in-

creased to 26.0 percent of the first $7,750 of earned income in 1994.
The maximum credit will be $2,015 which is reduced by 16.16 per-cent of earned income (or adjusted gross income, if greater) in ex-
cess of $11,000. The credit will be completely phased out for tax-
payers with earned income (or adjusted gross income, if greater)
over $23,470. In 1995 and thereafter, the credit rate will increase
to 34.0 percent. The maximum amount of earned income on which
the credit could be claimed will be (an estimated) $6,170 (this is
a $6,000 base in 1994, adjusted for projected inflation). Thus, the
maximum credit in 1995 will be approximately $2,098. The phase-
out rate will remain the same as in 1994.

For taxpayers with two or more qualifying children, the EITC
will be increased to 30.0 percent of the first $8,500 of earned in-
come in 1994. The maximum credit will be $2,550 which is reduced
by 15.94 percent of earned income (or adjusted gross income, if
greater) in excess of $11,000. Thus, in 1994, the credit will be com-
pletely phased out for taxpayers with earned income (or adjusted
gross income, if greater) over $27,000. The credit rate will increase
over time and equal 34.0 percent in 1995 and 39.0 percent in 1996
and thereafter. The phase-out rate will be 18.06 percent in 1995
and 20.72 percent in 1996 and thereafter.

As under present law, all dollar thresholds for years after 1994
will be indexed for inflation.

The supplemental young child credit and the supplemental
health insurance credit will be repealed.

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

cember 31, 1993.
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D. Real Estate Investment Provisions
1. Extension of qualified mortgage bonds and mortgage

credit certificates (sec. 8141 of the bill and sec. 143 of
the Code).

Present Law
Qualified mortgage bonds

Qualified mortgage bonds ("QMBs") are bonds the proceeds of
which are used to finance the purchase, or qualifying rehabilitation
or improvement, of single-family, owner-occupied residences located
within the jurisdiction of the issuer of the bonds (sec. 143). Persons
receiving QMB loans must satisfy a home purchase price, borrower
income, first-time homebuyer, and other requirements. Part or all
of the interest subsidy provided by QMBs is recaptured if the bor-
rower experiences substantial increases in income and disposes of
the subsidized residence within nine years after purchase.

Mortgage credit certificates
Qualified governmental units may elect to exchange QMB au-

thority for authority to issue mortgage credit certificates ("MCCs")
(sec. 25). MCCs entitle homebuyers to nonrefundable income tax
credits for a specified percentage of interest paid on mortgage loans
on their principal residences. Once issued, an MCC remains in ef-
fect as long as the loan remains outstanding and the residence
being financed continues to be the certificate-recipient's principal
residence. MCCs are subject to the same targeting requirements as
QMBs.
Expiration

Authority to issue QMBs and to elect to trade in bond volume au-
thority to issue MCCs expired after June 30, 1992.

Reasons for Change
If properly targeted and administered, the QMB and MCC pro-

grams will enable individuals who otherwise would be unable to af-
ford homes without the longer-term Federal subsidy provided by
these programs. Also, a temporary extension of the program will
permit Congressional oversight to continue.

Explanation of Provision
The bill extends the authority to issue QMBs and to elect to

trade in QMB authority for authority to issue MCCs for 24 months
(through June 30, 1994).

Effective Date
The extension of the QMB and MCC programs is effective after

June 30, 1992.
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2. Permanent extension of the tax credit for low-income res-

idential rental housing (sec. 8142 of the bill and sec. 42
of the Code)

Preent Law
In general

A tax credit is allowed in annual installments over 10 years for
qualifying newly constructed or substantially rehabilitated low-in-
come residential rental housing. For most qualifying housing, the
credit has a present value of 70 percent of the qualified basis of the
low-income housing units. For housing also receiving other Federal
subsidies (e.g., tax-exempt bond financing) and for the acquisition
cost (e.g., costs other than rehabilitation expenditures) of existing
housing that is substantially rehabilitated, the credit has a present
value of 30 percent of qualified costs.

Full-time students
A housing unit generally is not eligible for the low-income hous-

ing tax credit if the tenants are full-time students who are not
married individuals filing joint returns. Exceptions to this rule
allow the credit to be claimed on housing units occupied by persons
who are enrolled in certain job training programs or by students
who are receiving Aid to Families with Dependent Children
(AFDC) payments.
Deep-rent skewing

Generally, the credit amount is based on the qualified basis of
the housing units serving low-income tenants. A residential rental
project will qualify for the credit only if (1) 20 percent or more of
the aggregate residential rental units in the project are occupied by
individuals whose incomes do not exceed 50 percent of area median
income, or (2) 40 percent or more of the aggregate residential rent-
al units in the project are occupied by individuals whose incomes
do not exceed 60 percent of area median income. These income fig-
ures are adjusted for family size. The low income set-aside is elect-
ed when the project is placed in service.

To qualify under the deep rent skewing exception from the gen-
eral targeting requirements, at least 15 percent of the low-income
units must be occupied by tenants whose incomes do not exceed 40
percent of area median income, the rents on such units must be re-
stricted to 30 percent of the qualifying income limitation, and rents
on the market rate units must be at least 200 percent of rents
charged on comparable rent restricted units. For projects receiving
allocations prior to 1990, rents on market rate units must be at
least 300 percent of rents charged on comparable rent restricted
units.

Maximum rent
The maximum rent that may be charged a family in a low-in-

come housing tax credit unit depends on the number of bedrooms
in that unit. Prior to 1990, maximum allowable rent was deter-
mined on the basis of the actual family size of the occupants.
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Tenant occupancy
Under the general low-income tenant occupancy requirement, a

residential rental project qualifies for the low-income housing tax
credit only if at least: (1) 20 percent or more of the aggregate resi-
dential rental units in the project are occupied by individuals
whose incomes do not exceed 50 percent of area median income or,
(2) 40 percent or more of the aggregate residential rental units in
the project are occupied by individuals whose incomes do not ex-
ceed 60 percent of area median income.
Income recertification

Generally, the owner of a low-income housing project must annu-
ally recertify tenant incomes to meet the low-income tenant occu-
pancy requirements, regardless of whether the building is entirely
occupied by low-income tenants.

Tenant protection
The low-income housing tax credit provisions in the Code do not

include any specific provisions concerning the grounds for denial of
admission to low-income housing projects, for termination of a ten-
ancy, or for refusal to renew the lease of a tenant.

Developmental and operational costs
In general, housing credit agencies cannot allocate more low-in-

come housing tax credits to a project than are necessary for the fi-
nancial feasibility of the project and its viability as a qualified low-
income housing project throughout the 10-year credit period. In
making this determination, a housing credit agency must consider
(1) the sources and uses of funds and the total financing of the
project, (2) any proceeds expected to be generated by reason of tax
benefits and (3) the percentage of the housing credit dollar amount
to be used for project costs other than the costs of intermediaries.

Allocation between buyer and seller in month of disposition
The Code requires that the low-income housing tax credit be di-

vided between a buyer and seller of a low-income housing tax cred-
it project based upon the number of days during the year of dis-
position that the project was held by each. The Internal Revenue
service has issued guidance that requires a mid-month averaging
convention.

The low-income housing tax credit expired after June 30, 1992.

Reasonw for Change
The committee believes that the low-income housing tax credit is

a useful incentive for increasing the stock of affordable housing
available to low-income individuals. Further, the committee be-
lieves that a permanent extension of the low-income housing credit
will provide greater planning certainty needed for the efficient de-
livery of this Federal subsidy without sacrificing necessary Con-
gressional oversight of the program. Finally, the committee believes
that the modifications to the credit will improve its operation.
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Explanation of Provision

The bill permanently and retroactively extends the low-income
housing tax credit. The bill also makes the following modifications:

Full-time students
The bill provides that a housing unit occupied entirely by full-

time students may qualify for the credit if the full-time students
are a single parent and his or her minor children and none of the
tenants is a dependent of a third party. The bill also codifies the
present-law exception regarding married students filing joint re-
turns (which continues to apply to all buildings placed in service
since original enactment of the low-income housing tax credit by
the Tax Reform Act of 1986).

Deep-rent skewing
The bill allows an irrevocable election by the owner of a low-in-

come building receiving a credit allocation before 1990 to satisfy
the 200 percent rent restriction rather than the 300 percent rent
restriction. The election is available only to taxpayers who enter
into a compliance monitoring agreement with a housing credit
agency. Further, the election applies only with respect to tenants
first occupying any unit in the building after the date of the elec-
tion, and must be made within 180 days after the date of enact-
ment.
Maximum rent

The bill allows an irrevocable election by the owner of a low-in-
come building placed in-service before 1990 to use either apartment
size or family size in determining maximum allowable rent. The
election is available only to taxpayers who enter into a compliance
monitoring agreement with a housing credit agency. Further, the
election applies only with respect to tenants first occupying any
unit in the building after the date of the election, and must be
made within 180 days after the date of enactment.

Tenant occupancy
The bill authorizes the Treasury Department to provide a waiver

of penalties for de minimis errors in the application of the low-in-
come tenant occupancy requirement.

Income recertification
The bill authorizes the Treasury Department to grant a waiver

from the annual recertification of tenant income for tenants in
buildings that are occupied entirely by low-income tenants.

Tenant protection
The bill provides that an applicant may not be denied admission

to a low-income housing tax credit project because the applicant
holds a voucher or certificate of eligibility under Section 8 of the
Housing Act of 1937.
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Developmental and operational costs
The bill requires a housing credit agency to consider the reason-

ableness of the developmental and operational costs of a project as
an additional factor in making its determination as to the proper
amount of low-income housing tax credits to allocate to a project.

Reasons for a determination of unreasonableness might include,
for example, costs not comparable to costs to develop or operate
similar projects in the locality, inefficient development practices,
building design of a nature above what is necessary to provide
basic, safe housing for the intended population in the locality. The
committee also intends that an allocating agency make a deter-
mination as to the appropriateness of amenities included in a
project. Amenities, and the space attributable thereto, should be
appropriate to the size and type of the resident population to be
served.

Allocation between buyer and seller in month of disposition
The bill provides that the buyer and seller may agree to use ei-

ther the exact number of days or the mid-month convention to de-
termine the division of the credit in the month of disposition.

Effective Date
The extension of the low-income housing tax credit and the provi-

sions relating to: (1) full-time students, and (2) developmental and
operational costs are effective after June 30, 1992. The provisions
relatin# to: (1) tenant occupancy, (2) income certification, (3) tenant
protection, and (4) allocations between the buyer and seller are ef-
fective on the date of enactment. The elections relating to deep-rent
skewing and maximum rent must be made within 180 days after
the date of enactment.

3. Modification of passive loss rules for certain real estate
persons (sec. 8143 of the bill and sec. 469 of the Code)

Present Law
The passive loss rules limit deductions and credits from passive

trade or business activities. Deductions attributable to passive ac-
tivities, to the extent they exceed income from passive activities,
generally may not be deducted against other income, such as
wages, portfolio income, or business income that is not derived
from a passive activity. Credits from passive activities may not re-
duce the taxpayer's tax liability, to the extent such credits exceed
regular tax liability from passive activities. Deductions and credits
that are suspended under these rules are carried forward and
treated as deductions and credits from passive activities in the next
year. The suspended losses from a passive activity are allowed in
full when a taxpayer disposes of his entire interest in the passive
activity to an unrelated person.

The passive loss rules apply to individuals, estates and trusts,
closely held C corporations, and personal service corporations. A
special rule permits closely held C corporations to apply passive ac-
tivity losses and credits against active business income (or tax li-
ability allocable thereto) but not against portfolio income.
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Passive activities are defined to include trade or business activi-
ties in which the taxpayer does not materially participate. To mate-
rially participate in an activity, a taxpayer must be involved in the
operations of the activity on a regular, continuous, and substantial
basis. Except as provided in regulations, a taxpayer is treated as
not materially participating in an activity held through a limited
partnership interest.2

Rental activities (including rental real estate activities) are also
treated as passive activities, regardless of the level of taxpayer's
participation. In general, rental activitbN~s cannot be treated as part
of a larger activity that includes nonrental activities. A special rule
permits the deduction of up to $25,000 of losses from rental real
estate activities (even though they are considered passive), if the
taxpayer actively participates in them. This $25,000 amount is al-
lowed for taxpayers with adjusted gross incomes of $100,000 or
less, and is phased out for taxpayers with adjusted gross incomes
between $100,000 and $150,000. Active participation is a lesser
standard of involvement than material participation. A taxpayer is
treated as actively participating if, for example, he participates, in
a significant and bona fide sense, in the making of management de-
cisions or arranging for others to provide services (such as repairs).
The active participation standard is not satisfied, however, if the
taxpayer's interest is less than 10 percent (by value) of all interests
in the activity. A taxpayer generally is deemed not to satisfy the
active participation standard with respect to property he holds
through a limited partnership interest.

Reasons for Change
The committee considers it unfair that a person who performs

more than half his personal services in a real property trade or
business is not permitted in some cases to offset losses from rental
real estate activities in which he materially participates against
nonpassive income from the conduct of a real property trade or
business. The committee bill modifies the passive loss rule to alle-
viate this unfairness.

Explanation of Provision

Under the provision, an eligible taxpayer's net loss from rental
real estate activities in which the taxpayer materially participates
generally is allowed to offset income from real property trade or
business activities. The loss allowed under the provision may not
exceed the least of (1) the taxpayer's net loss for the taxable year
from rental real estate activities in which the taxpayer materially
participates, (2) the taxpayer's net loss for the taxable year from
all rental real estate activities 3 , (3) the taxpayer's net income for

2 Treas. Reg. section 1.4696T(e) provides exceptions to this general rule for limited partner-
ship interests in certain circumstances, including the circumstance where an individual tax-
paor is both a general and a limited partner or where the taxpayer meets certain of the mate-
rial participation tests (including the 500 hour test) applicable to persons other than limited
p artners.
.a8 For example, assume a taxpayer has a $100 loss from a rental real estate activity in which
he materially participates, $40 of income from a rental real estate activity in which he does not
materially participate, and $110 of other passive losses from nonrental real estate activities.
Under the bill, the loss allowed may not exceed $60 ($100 less $40). Thus, because the tax-
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the taxable year from real property trade or business activities
which are not passive activities, or (4) the taxpayer's taxable in.
come for the taxable year (determined without regard to this provi-
sion). A similar rule applies with respect passive activity credits.

Real property trade or business means any real property develop-
ment, redevelopment, construction, reconstruction, acquisition, con-
version, rental, operation, management, leasing, or brokerage trade
or business.

A taxpayer meets the eligibility requirements if more than half
of the personal services the taxpayer performs in a trade or busi-
ness during the taxable year are in real property trades or busi-
nesses in which he materially participates.

In the case of a joint return, it is intended that for purposes of
the eligibility requirements, each spouse's personal services are
taken into account separately. In determining material participa-
tion, however, the provision does not change the present-law rule
(sWc. 469(hX5)) that the participation of the spouse of the taxpayer
is taken into account. Thus, for example, a husband and wife filing
a joint return meet the eligibility requirements (assuming neither
is an employee) if during the taxable year one spouse performs at
least half of his or her business services in a real estate trade or
business in which either spouse materially participates. The couple
does not fail the eligibility requirements it less than half of their
business -services, taken together, are performed in real estate
trades or businesses in which either of them materially partici-
pates, provided that more than half of one spouse's business serv-
ices qualify.

For purposes of the eligibility requirements, personal services
performed as an employee are not treated as performed in a real
estate trade or business unless the person performing services has
more than a 5 percent ownership interest in the employer (within
the meaning of sec. 416(iXIXB)).

Material participation has the same meaning as underpresent
law.-Thus,-as under present law, except as provided in regu nations,
no interest as a limited partner in a limited partnership is treated
as an interest with respect to which the taxpayer materially par-ticipates...Theiprovision applies to taxpayers subject to the passive loss

rule, other than closely held C corporations.
Losses allowed by reason of the present-law $25,000 allowance

are determined before the application of this provision.

effective Date

The provision is effective with respect to taxable years beginning
after December 31, 1993.

payer's rental real estate activities are netted under this limitation, no portion of the $110 of
other passive losses from nonrental real estate activities is allowed under the provision.
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4. Changes relating to real estate investments by pension
funds and others (sees. 8144-8149)

a. Modification of the rules related to debt-financed income
(sec. 8144 of the bill and sec. 514 of the Code)

Present Law
In general, a qualified pension trust or an organization that is

otherwise exempt from Federal income tax is taxed on income from
a trade or business that is unrelated to the organization's exempt
purposes (Unrelated Business Taxable Income or "UBTI") (sec.
511). Certain types of income, including rents, royalties, dividends,
and interest are excluded from UBTI, except when such income is
derived from "debt-financed property." Income from debt-financed
property generally is treated as UBTI in proportion to the amount
of debt financing (sec. 514(a)).

An exception to the rule treating income from debt-financed
property as UBTI is available to pension trusts, educational insti-
tutions, and certain other exempt organizations (collectively re-
ferred to as "qualified organizations") that make debt-financed in-
vestments in real property (sec. 514(c09MA)). Under this exception,
income from investments in real property is not treated as income
from debt-financed property. Mortgages are not considered real
property for purposes of the exception.

The real property exception to the debt-financed property rules
is available for investments in debt-financed property, only if the
following six restrictions are satisfied: (1) the purchase price of the
real property is a fixed amount determined as of the date of the
acquisition (the "fixed price restriction"); (2) the amount of the in-
debtedness or any amount payable with respect to the indebted-
ness, or the time for making any payment of any such amount, is
not dependent (in whole or in part) upon revenues, income, or prof-
its derived from the property (the "participating loan restriction");
(3) the property-is not-leased by the qualified organization to the
seller or to a person related to the seller (the "leaseback restric-
tion"); (4) in the case of a pension trust, the seller or lessee of the
property is not a disqualified person (the "disqualified person re-
striction"); (5) the seller or a person related to the seller (or a per-
son related to the plan with respect to which a pension trust was
formed) is not providing-financing in connection with the acquisi-
tion of the property (the "seller-financing restriction"); and (6) if the
investment in the property is held through a partnership, certain
additional requirements are satisfied by the partnership (the "part-
nership restrictions") (sec. 514(cX9XBXi) through (vi)).

Reasons for Change
The committee believes that modifications to the debt-financed

income rules are desirable to permit qualified organizations to
make debt-financed investments in real property on commercially
reasonable terms in circumstances where the committee believes
there is no potential for abuse.
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Explanation of Provision
Relaxation of the leaseback and disqualified person restrictions

The provision relaxes the leaseback and disqualified person re-
strictions to permit a limited leaseback of debt-financed real prop.
erty to the seller (or a person related to the seller) or to a disquali-
fied person.4 The exce option applies only where (1) no more than 25
percent of the leasable floor space in a building (or complex of
buildings) is leased back to the seller (or related party) or to the
disqualified person, and (2) the lease is on commercially reasonable
terms, independent of the sale and other transactions.

Relaxation of the seller-financing restriction
The provision relaxes the seller-financing restriction to permit

seller financing on terms that are commercially reasonable inde-
pendent of the sale and other transactions. The provision grants
authority to the Treasury Department to issue regulations for the
purpose of determining commercially reasonable financing terms.

The provision does not modify the present-law fixed price and
participating loan restrictions. Thus, for example, income from real
property acquired with seller-financing where the timing or amount
of payment is based on revenue, income, or profits from the pro
erty generally will continue to be treated as income from debt-f-
nanced property, unless some other exception applies.
Relaxation of the fixed price and participating loan restriction for

property acquired from financial institutions
The provision relaxes the fixed price and participating loan re-

striptions for certain sales of real property foreclosed upon by finan-
cial' institutions.5 The relaxation of these rules is limited to cases
where: (1) a qualified organization acquires the property from a fi-
nancial institution that acquired the real property by foreclosure
(or after an actual or imminent default), or was held by the selling
financial institution at the time that it entered into conservatorship
or receivership; (2) any gain reco gnized by the financial institution
with respect to the property is ordinary income; (3) the stated prin-
cipal amount of the seller financing does not exceed the financial
institution's outstanding indebtedness (including accrued but un-
paid interest) with respect to the property at the time of foreclosure
or default; and (4) the present value of the maximum amount pay-
able pursuant to any participation feature cannot exceed 30 percent
of the total purchase price of the property (including contingent
payments).

Effective Date

The provision is effective for acquisitions (and also for leases en-
tered into) on or after January 1, 1994.

4 As under present law, a leaseback to a disqualified person is subject to the prohibited trans-
action rules set forth in section 4975.

a For this purpose, financial institutions include financial institutions in conservatorship or re-
ceivership, certain affiliates of financial institutions, and government corporations that succeed
to the rights and interests of a receiver or conservator.
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b. Repeal of the automatic UBTI rule for publicly-traded
partnerships (sec. 8145 of the bill and sec. 512 of the
Code)

Present Law
In general, the character of a partner's distributive share of part-

nership income is the same as if the income had been directly real-
ized by the partner. Thus, whether a tax-exempt organization's
share of income from a partnership (other than from a publicly-
traded partnership) is treated as unrelated business income de-
pends on the underlying character of the income (sec. 512(cX 1)).

By contrast, a tax-exempt or animation's distributive share of
gross income from a publicly-traded partnership (that is not other-
wise treated as a corporation) automatically is treated as gross in-
come derived from an unrelated trade or business (sec.
512(cX2XA)). The organization's share of the partnership deduc-
tions is allowed i computing the organization's UBTI (sec.
512(cX2XB)).

Reasons for Change
The automatic UBTI rule effectively prevents pension funds and

other tax-exempt organizations from investing in publicly-traded
partnerships. The committee believes these investors could provide
a valuable source of capital that should be available to publicly-
traded partnerships.

Explanation of Provision
The provision repeals the rule that automatically treats income

from publicly-traded partnerships as UBTI. Thus, under the provi-
sion, investments in publicly-traded partnerships are treated the
same as investments in other partnerships for purposes of the
UBTI rules.

Effective Date

The provision is effective for partnership years beginning on or
after January 1, 1994.

c. Permit title-holding companies to receive small amounts of
UBTI (sec. 8146 of the bill and secs. 501(c)(2) and (c)(25)
of the Code)

Present Law

Section 501(cX2) provides tax-exempt status to certain corpora-tions organized for the exclusive purpose of holding title to prop-
erty and remitting any income from the property to one or more re-
lated tax-exempt organizations. Section 501(cX25) provides tax-ex-
empt status to certain corporations and trusts that are organized
for the exclusive purposes of acquiring and holding title to real
property, collecting income from such property, and remitting the
income to no more than 35 shareholders or beneficiaries that are:
(1) qualified pension, profit-rharing, or stock bonus plans (sec.
401(a)); (2) governmental pension plans (sec. 414(d)); (3) the United
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States, a State or political subdivision, or governmental agencies or
instrumentalities; or (4) tax-exempt charitable, educational, reli-
gious, or other organizations described in section 501(c)(3). How-
ever, the IRS has taken the position that a title-holding company
described in section 501(cX2) or 501(cX25) will lose its tax-exempt
status if it generates any amount of certain types of UBTI.e

Remone for Change
Typical investments of section 501(cX2) and (cX25) corporations

include shopping centers, office build , and apartment buildings.
These real estate investments typically generate rental income,
which generally is not considered UBTI, but may also generate
small amounts of income which could be treated as UBTI (e.g.,
money collected from laundry machines used by tenants, or from
vending machines offered as a convenience to the patrons of a
shopping center).

The committee believes that a section 501(cX2) or (cX25) organi-
zation should not lose its exemption merely because it receives
small amounts of UBTI that are incidentally derived from the hold-
ing of real property.

Ep o of Provision
The provision permits a title-holding company that is exempt

from tax under sections 501(cX2) or 501(cX25) to receive UBTI
(that would otherwise disqualify the company) up to 10 percent of
its gross income for the taxable year, provided that the UBTI is in-
cidentally derived from the holding of real property. For example,
income generated from parking or operating vending machines lo-
cated on real property owned by a title-holding company generally
would qualify for the 10-percent de minimis rule, while income de-
rived from an activity that is not incidental to the holding of real
property (e.g., manufacturing) would not qualify. In cases where
unrelated income is incidentally derived from the holding of real
property, receipt by a title-holding company of such income (up to
the 10-percent limit) will not jeopardize the title-holding company's
tax-exempt status, but nonetheless, will be subject to tax as UBTI.

In addition, the provision provides that a section 501(cX2) or
501(cX25) title-holding company will not lose its tax-exempt status
if UBTI that is incidentally derived from the holding of real prop-
erty exceeds the 10-percent limitation, provided that the title-hold-
ing company establishes to the satisfaction of the Secretary of the
Treasury that the receipt of UBTI in excess of the 10-percent limi-
tation was inadvertent and reasonable steps are being taken to cor-
rect the circumstances giving rise to such excess UBTI.

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

January 1, 1994.

GM35 Notim 88W121, 1988&2 C.B. 457. See also Tre•u Reg. ae. 1.501(eX2)-1(a).
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d. Exclusion from UBTI of gains from the disposition of real
property acquired from financial institutions in
conservatorship or receivership (sec. 8147 of the bill and
sec. 512(b) of the Code)

Present Law

In general, gains or losses from the sale, exchange or other dis-
position of property are excluded from UBTI (see. 512(bX5)). How-
ever, gains or losses from the sale, exchange or other disposition
of property held primarily for sale to customers in the ordinary
course of a trade or business are not excluded from UBTI (the
"dealer UBTI rule") (sec. 512(bX5XB)).

Reasons for Change
Real property that is owned by troubled financial institutions

often is sold in bundled packages. This enables the financial insti-
tution to dispose of the less desirable properties together with the
more desirable properties. It also allows institutions with large
portfolios of properties to ass on to purchasers some of the burden
of an orderly liquidation o the properties.

The committee understands that the dealer UBTI rule effectively
discourages pension funds and other tax-exempt organizations from
investing in the properties bundled together by troubled financial
institutions. The committee believes that these investors could pro-
vide a valuable source of capital for the purchase of these bundled
properties.

Explanation of Provision
The provision provides an exception to the dealer UBTI rule by

excluding gains and losses from the sale, exchange or other disposi-
tion of certain real property and mortgages acquired from financial
institutions that are in conservatorship or receivership. Only real
property and mortgages owned by a financial institution (or that
was security for a loan held by the financial institution) at the time
that the institution entered conservatorship or receivership are eli-
gible for the exception.

The exclusion is limited to properties designated as disposal
property within nine months of acquisition, and disposed of within
two-and-a-half years of acquisition. The two-and-a-half year dis-
position period may be extended by the Secretary if an extension
is necessary for the orderly liquidation of the property. No more
than one-half by value of properties acquired in a single trans-
action may be designated as disposal property.

The exclusion is not available for properties that are improved or
developed to the extent that the aggregate expenditures on devel-
opment do not exceed 20 percent of the net selling price of the
property.

Effective Date
The provision is effective for property acquired on or after Janu-

ary 1, 1994.
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e. Exclusion of certain option premiums and loan commit-
ment fees from UBTI (sec. 8148 of the bill and sec. 512(b)
of the Code)

Present Law
Income from a trade or business that is unrelated to an exempt

organization's purpose generally is UBTI. Passive income such as
dividends, interest, royalties, and gains or losses from the sale, ex-
change or other disposition of property generally is excluded from
UBTI (sec. 512(b)). In addition, gains on the lapse or termination
of options on securities are explicitly exempted from UBTI (sec.
512(b)(5)).

Present law is unclear on whether premiums from unexercised
options on real estate and loan commitment fees are UBTI.

Reasons for Change
The committee believes that gains and losses from options should

be treated consistently for purposes of the UBTI. In addition, the
committee believes that taxing loan commitment fees and pre-
miums from unexercised options on real estate is inconsistent with
the generally tax-free treatment of income from investment activi-
ties accorded to exempt organizations.

Explanation of Provision
The provision expands the current exception for gains on the

lapse or termination of options on securities to gains or losses from
such options (without regard to whether they are written by the or-
ganization), from options on real property, and from the forfeiture
of good-faith deposits (that are consistent with established business
practice) for the purchase, sale or lease of real property.

In addition, the provision excludes loan commitment fees from
UBTI. For purposes of this provision, loan commitment fees are
non-refundable charges made by a lender to reserve a- sum of
money with fixed terms for a specified period of time. These
charges are to compensate the lender for the risk inherent in com-
mitting to make the loan (e.g., for the lender's exposure to interest
rate changes and for potential lost opportunities).

Effective Date
The provision is effective for premiums or loan commitment fees

that are received on or after January 1, 1994.
f. Relaxation of limitations on investments in real estate in-

vestment trusts by pension funds (sec. 8149 of the bill
and sec. 856(h) of the Code)

Present Law
A real estate investment trust ("REITM) is not taxed on income

distributed to shareholders. A corporation does not qualify as a
REIT if at any time during the last half of its taxable year more
than 50 percent in value of its outstanding stock is owned, directly
or indirectly, by five or fewer individuals ("the five or fewer rule").
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A domestic pension trust is treated as a single individual for pur-
poses of this rule.

Dividends paid by a REIT are not U.BTI,7 unless the stock in the
REIT is debt-financed. Depending on its character, income earned
by a partnership may be UBTI (sec. 512(c)). Special rules treat
debt-financed income earned by a partnership as UBTI (sec.
514(cX9XBXvi)).

Reasons for Change
The committee believes that relaxation of the five or fewer rule

is appropriate to encourage pension fund investment in REITs.
Such investment, however, may permit circumvention of the UBIT.
Accordingly, in certain circumstances, UBIT is imposed on a pen-
sion trust holding shares in a REIT if direct ownership of the REIT
assets by the pension trust would have resulted in UBIT.

Explanation of Provision
Qualification as a REIT

The bill provides that a pension trust generally is not treated as
a single individual for purposes of the five-or-fewer rule. Rather,
the bill treats beneficiaries of the pension trust as holding stock in
the REIT in proportion to their actuarial interests in the trust.
This rule does not apply if disqualified persons, within the meaning
of section 4975(eX2) (other than by reason of subparagraphs (B)
and (i)), together own five percent or more of the value of the REIT
stock and the REIT has earnings and profits attributable to a pe-
riod during which it did not qualify as a REIT.8

In addition, the bill proves that a REIT cannot be a personal
holding company and, therefore, is not subject to the personal hold-
ing company tax on its undistributed income.

Unrelated business taxable income
Under the bill, certain pension trusts owning more than 10 per-

cent of a REIT must treat a percentage of dividends from the REIT
as UBTI. This percentage is the gross income derived from an un-
related trade or business (determined as if the REIT were a pen-
sion trust) divided by the gross income of the REIT for the year in
which the dividends tare paid. Dividends are not treated as UBTI,
however, unless this percentage is at least five percent.

The UBTI rule applies only if the REIT qualifies as a REIT by
reason of the above modification of the five or fewer rule. Moreover,
the UBTI rule applies only if (1) one pension trust owns more than
25 percent of the value of the REIT, or (2) a group of pension trusts
individually holding more than 10 percent of the value of the REIT
collectively own more than 50 percent of the value of the REIT.

"7See Rev. Rul. 66-151, 1966-1 C.B. 151.
SMoreover, as under present law, any investment by a pension trust must be in accordance

with the fiduciary rules of the Employee Retirement Security Act ("ERI8A) and the prohibited
transaction rules of the Code and ERISA.
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Effective De
The provision applies to taxable years beginning on or after Jan-

uary 1, 1994.
5. Increase recovery period for depreciation of

nonresidential real property (see. 8151 of the bill and
sec. 168 of the Code)

Present Law
A taxpayer is allowed to recover, through annual depreciation al-

lowances, the cost or other basis of nonresidential real property
(other than land) that is used in a trade or business or that is held
for the production of rental income. For regular tax purposes, the
amount of the depreciation deduction allowed with respect to
nonresidential real property for any taxable year generally is deter-
mined by usinthe stri - method and a recovery period of
31.5 years. For alternative m imum tax purposes, the amount of
the depreciation deduction allowed with respect to nonresidential
real pro perty for any taxable year is determined by using the
straight-line method and a recovery period of 40 years.

Reaeuwfor Change
The committee believes that the recovery period for

nonresidential real property under present law results in deprecia-
tion allowances that are larger than the actual decline in value of
the property. In order to more accurately measure the economic in-
come derived from the use of nonresidential real property in a
trade or business or an investment activity, the recovery period for
the depreciation of such property should be increased.

Explanation of Provision.
The bill requires the depreciation deduction allowed with respect

to nonresidential real property for regular tax purposes to be deter-
mined by using a recovery period of 38 years. T.e bill does not
change the depreciation deduction allowed with respect to
nonresidential real property for alternative minimum tax purposes.

Effective Date
The provision generally applies to property placed in service on

or after February 25, 1993. The provision does not apply to prop-
erty that a taxpayer places in service before January 1, 1994, if (1)
the taxpayer or a qualified person entered mito a binding written
contract to purchase or construct the property before February 25,
1993, or (2) construction of the property was commenced b or for
the taxpayer or a qualified person before February 25 1993. A
qualified person for i purpose is any person who transfers rights
in such a contract or such property to the taxpayer, but only if the
property is not placed in service by such person before such rights
are transferred to the taxpayer.
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E. Luxury Excise Tax; Diesel Fuel Tax for Motorboats
1. Repeal of luxury excise tax on boats, aircraf, jewelry, and

furs; Indexing of luxury excise tax on automobiles (sees.
8161 and 8162 of the bill and secs. 4001-4012 of-the Code)

Present Law
Present law imposes a 10-percent excise tax on the portion of the

retail price of the following items that exceeds the thresholds speci-
fied: automobiles above $30,000; boats above $100,000; aircraft
above $250,000; jewelry above $10,000; and furs above $10,000.
The tax also applies to subsequent purchases of component parts
and accessories occurring within six months of the date the auto-
mobile, boat, or aircraft is placed in service.

The tax generally applies only to the first retail sale after manu-
facture, production or importation of items subject to the tax. It
does not apply to subsequent- sales of these items. The taxes on
automobiles, boats, and aircraft generally do not apply to items
used in trade or business.

The tax applies to sales before January 1, 2000.

Reasons for Change

During the recent recession, the boat, aircraft, jewelry, and fur
industries have suffered job losses and increased unemployment.
The committee believes that it is appropriate to eliminate the bur-
den these taxes impose in the interests of fostering economic recov-
ery in those and related industries.

The committee recognizes that in the absence of indexation of the
threshold above which the tax on automobiles applies, even modest
inflation will subject more automobiles to the luxury tax than were
subject to the tax when it was first enacted. The committee be-
lieves it is appropriate to index the threshold for inflation so that
only the higher-priced segment of the automobile market is subject
to tax. The committee does not believe that such a change is dis-
criminatory against automobiles manufactured abroad. Indexation
of the threshold helps ensure that only the higher-priced segment
of the automobile market, both those produced domestically and
those produced abroad, will be subject to tax, while less expensive
cars, both domestic and imported, will not be subject to the tax.

The committee further believes that it is unfair and inappropri-
ate to treat as luxury purchases those accessories or modifications
which must be purchased by an individual with a disability to en-
able him or her to operate or to enter or exit a vehicle.

The committee further believes it is more appropriate to tax
demonstrator cars when they are sold instead of when a dealer be-
gins to use them as a demonstrator.

Explanation of Provisions

Repeal of luxury tax on boats, aircraft, jewelry, and fur
The bill repeals the luxury excise tax imposed on boats, aircraft,

jewelry, and fus.
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Indexing of tax on automobiles
The bill modifies the luxury excise tax on automobiles to provide

that the $30,000 threshold is indexed annually for inflation occur-
after 1990. Consequently, the applicable threshold for 1993

will be $30,000 increased by the 1991 and 1992 inflation rates, or
by 8.49 percent which when rounded to the nearest $1009 is a
thresholdof $32,500.
Exemption for certain equipment installed on passenger vehicles for

use by disabled individuals
The bill provides that the luxury excise tax does not apply to a

part or accessory installed on a passenger vehicle to enable or as-
sist an individual with a disability to operate the vehicle, or to
enter or exit the vehicle, in order to compensate for the effect of
the disability. This exception does not apply to accessories com-
monly available from the manufacturer or dealer, such as power
steering, power door locks, power seats, or power windows.
Exemption for demonstrator vehicles

The bill exempts passenger vehicle dealers from paying the lux-
ury tax on vehicles used as demonstrators for potential customers.
Under the provision, the tax, if any, is to be assessed and paid on
the sales price of the vehicle when the vehicle is sold.

Effective Date
The repeal of the luxury excise taxes on boats, aircraft, jewelry,

and furs is effective for sales on or after January 1, 1993. The in-
dexation of the threshold applicable to passenger vehicles is effec-
tive for sales on or after January 1, 1993. The provision relating
to the purchase of accessories or modifications by disabled persons
is effective for purchases after December 31, 1990. The provision
relating to the use before sale of demonstrator vehicles is effective
for vehicles used after December 31, 1992.

Persons entitled to a refund may request it from the seller from
whom the taxed item was purchased. The seller then obtains the
refund as provided under present-law Code section 6416.
2. Impose excise tax on diesel fuel used in noncommercial

motorboats (sec. 8163 of the bill and secs. 4092, 4041,
6421, 9503, and 9508 of the Code)

Present Law
Federal excise taxes generally are imposed on gasoline and spe-

cial motor fuels used in highway transportation and by certain off-
highway recreational trail vehicles and by motorboats (14 cents per
gallon). A Federal excise tax also is imposed on diesel fuel (20 cents
per gallon) used in highway transportation. Diesel fuel used in
trains is taxed at 2.5 cents per gallon.

The revenues from these taxes, minus the 2.5 cents per gallon
General Fund rate are deposited in the Highway Trust Fund
(through September 30, 1999), the National Recreational Trails

9The committee intends that the standard arithmetic rounding convention be applied, to wit,
values of $50 or more are rounded up, while values strictly less than $50 are rounded down.

69-501 0 - 93 - 4
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Trust Fund (through September 30, 1997), or the Aquatic Re-
sources Trust Fund (through September 30, 1997). Revenues from
the remaining 2.5 cents per gallon are retained in the General
Fund through September 30, 1995, after which time the 2.5-cents-
per-gallon portion of the taxes (including the tax on diesel fuel used
in trains) is scheduled to expire. 10

An additional 0.1-cent-per-gallon tax applies to these fuels to fi-
nance the Leaking Underground Storage Trust Fund, generally
through December 31, 1995.

Diesel fuel used in motorboats is not currently taxed.

Reasons for Change
The bill eliminates the discrepancy between gasoline used by mo-

torboats (which is taxable) and diesel fuel used by similar boats
(which is not taxable).

Explanation of Provision
The bill extends the current 20.1-cents-per-gallon diesel fuel ex-

cise taxes to diesel fuel used by noncommercial motorboats. 1" Fuel
used by boats for commercial fishing, transportation for compensa-
tion or hire, or for business use other than predominantly for enter-
tainment, amusement, or recreation, remains exempt.

The tax is collected at the same point in the distribution chain
as the highway diesel fuel tax. 1

The revenues from the 20.1-cents-per-gallon tax on diesel fuel
used by motorboats will be retained in the General Fund.

The 20.1-cents-per-gallon diesel fuel excise tax applies to use of
diesel fuel in noncommercial motorboats between January 1, 1994,
and December 31, 1999.

Effective Date

The provision is effective after December 31, 1993, and before
January 1, 2000.

10 A separate committee provision extends the 2.5-cents-per-gallon rate through September 30,
1999, and transfers applicable highway-related revenues to the Highway Trust Fund for the ex-
tended period. (See section 8244 of the bill, Item II.D.2., below.)

" I A separate committee provision imposes a 4.3-cents-per-gallon transportation fuels tax effec-
tive October 1, 1993. Diesel fuel used by noncommercial motorboats also is subject to the trans-
portation fuels tax beginning at that time. (See section 8241 of the bill, Item II.1D., below.)

12 A separate provision of the bill modifies the point of collection for highway diesel fuel. (See
section 8242 of tiw bill, Item II.D.U., below).
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F. Other Provisions
1. Alternative minimum tax treatment for contributions of

appreciated property (sec. 8171 of the bill and secs. 56
and 57 of the Code).

Present Law
Donations of appreciated property

In computing taxable income, a taxpayer who itemizes deduc-
tions generally is allowed to deduct the fair market value of prop-
erty contributed to a charitable organization. 13 However, in the
case of a charitable contribution of inventory or other ordinary-in-
come property, short-term capital gain property, or certain gifts to
private foundations, the amount of the deduction is limited to the
taxpayer's basis in the property. 14 In the case of a charitable con-
tribution of tangible personal property, a taxpayer's deduction is
limited to the adusted basis in such property if the use by the re-
cipient charitable organization is unrelated to the organization's
tax-exempt purpose (sec. 170(e)(1)(B0i)).

For purposes of computing alternative minimum taxable income
(AMTI), the deduction for charitable contributions of capital gain
property (real, personal, or intangible) is disallowed to the extent
that the fair market value of the property exceeds its adjusted
basis (sec. 57(aX6)). However, in the case of a contribution made
in a taxable year beginning in 1991 or made before July 1, 1992,
in a taxable year beginning in 1992, this rule does not apply to con-
tributions of tangible personal property.

For taxable years beginning after 1989, the AMTI of a corpora-
tion is increased by 75 percent of the amount by which adjusted
current earnings (ACE) exceeds AMTI (calculated before this ad-
justment). ACE generally is computed pursuant to the rules that
a corporation uses to determine its earnings and profits (sec. 56(g)).

Reasons for Change
Gifts of appreciated property are a critical component of dona-

tions to educational institutions, museums, and many medical re-
search facilities and hospitals. Until 1986, these gifts generally
were fully deductible at fair market value.

When the Tax Reform Act of 1986 restricted the otherwise avail-
able deduction under the alternative minimum tax, the result was
a precipitous decline in gifts of appreciated property, although
other types of charitable giving remained vigorous. Vhe level of
gifts of appreciated property increased, however, when limited re-
lie was provided in 1991 and the first half of 1992. Accordingly,
the committee believes that extending and expanding this relief
permanently will provide an important incentive for taxpayers to
make charitable contributions of appreciated property.

15The amount of the deduction allowable for a taxable year with respect to a charitable con-
tribution may be reduced depending on the type of Oroperty contributed, the type of charitable
organization to which the property is contributed, and the income of the taxpayer (Boca. 170(b)
and 170(e)).

"14Section 170(eX3) provides an augmented deduction for certain corporate contributions of in-
ventory property for the care of the ill, the needy, or infants.
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Explanation of Provision
The bill eliminates the treatment of contributions of appreciated

property (real, personal, and intangible) as a tax preference for
AMT purposes. in addition, the bill provides that no adjustment re-
lated to the earnings and profits effects of any charitable contribu-
tion shall be made in computing the ACE component of the cor-
porate AMT.

Thus, the difference between the fair market value of donated
appreciated property and the adjusted basis of such property is not
treated as a tax preference item for alternative AMT purposes. If
a taxpayer makes a gift to charity of property (other than inventory
or other ordinary income property, short-term capital gain prop-
erty, or certain gifts to private foundations) that is real property,
intangible property, or tangible personal property the use of which
is related to the donee's tax-exempt purpose, the taxpayer is al-
lowed to claim a deduction for both regular tax and AMT purposes
in the amount of the property's fair market value (subject to
present-law percentage limitations).15

Effective Date
The provision is effective for contributions of tangible personal

property made after June 30, 1992, and contributions of other prop-
erty made after December 31, 1992.
2. Substantiation and disclosure of charitable contributions

secss. 8172-8173 of the bill and sec. 170 and new secs.
6115 and 6714 of the Code)

Present Law
An individual taxpayer who itemizes deductions must separately

state (on Schedule A to the Form 1040) the aggregate amount of
charitable contributions made by cash or check and the aggregate
amount made by donated property other than cash or check.

A taxpayer is not required to provide specific information on his
or her return regarding a claimed charitable contribution made by
cash or check; nor in such a case is a donee organization required
to file an information return with the IRS, regardless of the
amount of cash -or check involved. However, taxpayers must pro-
vide certain information (on Form 8283) if the amount of the
claimed deduction for all noncash contributions exceeds $500.16

A payment to a charity (regardless of whether it is termed a
"contribution") in exchange for which the payor receives an eco-
nomic benefit is not deductible under section 170, except to the ex-
tent that the taxpayer can demonstrate that the payment exceeds
the fair market value of the benefit received from the charity.17

"6 Contributions of inventory or other ordinary income property, short-term capital gin prop-
ertadcrangfstprvt, foundations continue to bie governed by present-law rues.

'"If the claimed uction for a noncash gift exceeds $5 000 per item or group of similar items
(other than certain publicly traded securities), a qualfiGi appraiser must sign the Form 8283,
and an authorized representative of the donee rarity also must sign the Form 8283, acknowl-
edging recept of the gift and providing certain other information. In certain situations informa-
tion reporting by the donee charity is required if it subsequently disposes of donated property
(sec. 6050L)."17See, e.g., Rev. Rul. 67-246, 1967-2 C.B. 104.-
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The Code does not require a tax-exempt organization that is eli-
gible to receive tax-deductible contributions to state explicitly, in
its solicitations for support from members or the general public,
whether an amount paid to the organization is deductible as a
charitable contribution or whether all or part of the payment con-
stitutes consideration for goods.or services furnished to the payor. is
In contrast, tax-exempt organizations that are not eligible to re-
ceive tax-deductible contributions are required to state expressly in
certain fund-raising solicitations that contributions or gifts to the
organization are not deductible as charitable contributions for Fed-
eral income tax purposes (sec. 6113).19 A penalty is imposed on
such organizations for failure to comply with the section 6113 dis-
closure requirement, unless reasonable cause is shown (sec. 6710).

Tax-exempt organizations generally are required to file an an-
nual information return (Form 990) with the IRS. However,
churches (and their affiliated organizations), as well as tax-exempt
organizations (other than private foundations) that normally have
gross receipts in each taxable year of not more than $25,000, are
not required to file the Form 990.20 If a charity is required to file
a Form 990, then it must report, among other items, the names
and addresses of all persons who contributed, bequeathed, or de-
vised $5,000 or more (in cash or other property) during the taxable
year.2 '

Reasons for Change
Difficult problems of tax administration arise with respect to

fundraising techniques in which an organization that is eligible to
receive -tax deductible contributions provides goods or services in
consideration for payments from donors. Organizations that engage
in such fundraisingpractices often do not inform their donors that
all or a portion of the amount paid by the donor may not be deduct-
ible as a charitable contribution. Consequently, the committee be-
lieves that there will be increased compliance with present-law
rules governing charitable contribution deductions if a taxpayer

Under current IRS practice, certain small items and token benefits (e.g., key chains and
bumper stickers) that have insubstantial value are disregarded, such that the full amount of
the contribution is deductible. Rev. Proc. 90-12, 1990-1 C.B. 471, provides that tokens or benefits
given to the donor in connection with a contribution will be considered to have insubstantial
value if (1) the payment occurs in the context of a fundraising campaign in which the charity
informs patrons how much of their payment is a deductible contribution, and (2).either (a) the
fair market value of all the benefits received in connection with-the payment is not more than
two percent of the payment, or $50, whwhever is less, or (b) the payment made by the patron
is $25 or more (adjusted for inflation) and the only benefits received in connection with the pay-
ment are token items (e.g., key chains or mugs) that bear the organization's name or logo and
that (in the a gate) are within the limits for "low-cost items under section 513(hX2). See
also Rev. Proc_92.49, 1992-26 IRB 18 (amplifying Rev. Proc. 90-12, by allowing charities to dis-
tribute certain low-cost items to contributors without affecting the deductibility of the contribu-
tion). --

"However, Schedule A to the Form 1040 (and the actc yin instructions) inform tax-
payers that if they made a contribution to a charity anda benefit in return, the value
of that benefit must be subtracted in calculating the charitable contribution deduction.

"1 However, the disclosure requirement of section 6113 does not a apply to an organization the
gross receipts of which in each taxable year are normally not more than $100,000, nor does thedisclosure requirement apply to any solicitation made by letter or telephone call if such letter
or call is not part of a coordinated fu ndraising campaign soliciting more than 10 persons during
the calendar year (sec. 6113(bX2XA) and (c02)).20See section 6033(aX2) and Rev. Proc. 83-23, 1983-1 C.B. 687.2 1See section 6033(bX5) and Treas. Re$. sec. 1.6033-2(aX2XiiXf). The names and addresses of
substantial contributors to a public charity must be reported to the IRS but are not subject to
public inspection (sec. 6104(eX1X))
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who claims a separate charitable contribution of $250 or more is
required to6 obtain substantiation from the donee indicating the
amount of the contribution and whether any goods, service, or
privilege was received by the donor in exchange for making the
contribution. In addition, the committee believes it is appropriate
that when a charity receives a quid pro quo contribution in excess
of $75 (i.e., a payment exceeding $75 made partly as a gift and
partly in consideration for a benefit furnished to the payor), the
charity should inform the donor that the deduction under section
170 is limited to the amount by which the payment exceeds the
value of the goods or service furnished by the charity, and should
provide a good faith estimate of the value of such goods or service.

Explanation of Provisions
The bill contains the following two provisions that require sub-

stantiation and disclosure relating to certain charitable contribu-
tions:
Substantiation requirement

Section 170 is amended to provide that no deduction is allowed
under that section for any contribution of $250 or more 22 unless
the taxpayer has written substantiation from the donee organiza-
tion of the contribution (includin aagood faith estimate of the
value of any good or service that aspen9provided to the donor
in exchange for making the gift to the donee). 3

This provision does not impose an information reporting require-
ment upon charities; rather, it places the responsibility upon tax-
payers who claim an itemized deduction for a contribution of $250
or more to request (and maintain in their records) substantiation
from the charity of their contribution (and any good or service re-
ceived in exchange). 24 Taxpayers may not rely solely on a canceled
check as substantiation for a donation of $250 or more.

Under the provision, the substantiation must be obtained by the
taxpayer prior to filing his or her return for the taxable year in
which the contribution was made (or if earlier, the due date, in-
cluding extensions, for filing such return).25 Substantiation is not

22 Separate payments generally will be treated as separate contributions and will not be ag-
greigated for the purposes of applyin the $250 threshold. In cases of contributions paid by with-
holding from wages, the deduction from each paycheck will be treated as a separate payment.
However, it is expected that the Treasury Department will issue anti-abuse rules to prevent
avoidance of the substantiation requirement by a contributor simply writing multiple checks on
the same date.

23 If the donee organization provided no goods or services to the taxpayer in consideration of
the taxpayer's contribution, the written substantiation is required to include a statement to that
effect. The substantiation need not contain the taxpayer's social security number or taxpayer
identification number (TIN).24 In the case where a taxpayer makes a noncash contribution claimed by the taxpayer to be
worth $250 or more, the taxpayer is required to obtain from the charity a receipt that describes
the donated property (and indicates whether any good or service was given to the taxpayer in
exchange), but the provision specifically provides tat the charity is not required to value the
property it receives from the taxpayer.25The provision requires that the written acknowledgment provide information sufficient to
substantiate the amount of the deductible contribution, but the acknowledgment need not take
any particular form. Thus, for example acknowledgments may be made by letter, postcard, or
computer-generated forms. Further, a donee organization may prepare a separate acknowledg-
ment for each contribution, or may provide donors with periodic (e.g., annual) acknowledgments
that set forth the required information for each contribution of $250 or more made by the donor
during the period. It is intended that a charitable organization that knowingly provides a false
written substantiation to a donor may be subject to the penalties provided for by section 6701
for aiding and abetting an understatement of tax liability.
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required if the donee organization files a return with the IRS (in
accordance with Treasury regulations) reporting information suffi-
cient to substantiate the amount of the deductible contribution.

The provision explicitly provides that, if in return for making acontribution of $250 or more to a religious organization, a donor re-
ceives in return solely an intangible religious benefit that generally
is not sold in commercial transactions outside the donative context
(e.g., admission to a religious ceremony 26 ), then such a religious
benefit may be disregarded for purposes of the substantiation re-
quirement.
Information disclosure for quid pro quo contributions

A charitable organization that receives a quid pro quo contribu-
tion in excess of $75 (meaning a payment exceeding $75 "made
partly as a contribution and partly in consideration for goods or
services provided to the payor by the donee organization") is re-
quired, in connection with the solicitation or receipt of such a con-
tribution, to provide a written statement to the donor that (1) in-
forms the donor that the amount of the contribution that is deduct-
ible for Federal income tax purposes is limited to the excess of the
amount of any money (and the value of any property other than
money) contributed by the donor over the value of the goods or
services provided by the organization, and (2) provides the donor
with a good faith estimate of the value of goods or services fur-
nished to the donor by the organization.27

The disclosure requirement applies to all quid pro quo contribu-
tions where the donor makes payment of more than $75.28 Thus,
for example, if a charity receives a $100 contribution from a donor,
in exchange for which the donor receives a dinner valued at $40,
then the charity must inform the donor in writing that only $60
is deductible as a charitable contribution. However, the provision
does not apply if only de minimis, token goods or services are given
to a donor (see Rev. Procs. 90-12 and 92-49, discussed above). In
addition, as with the substantiation provision (described above),
the provision does not apply to a contribution, in return for which
the contributor receives solely an intangible -religious benefit that
generally is not sold in a commercial context outside the donative
context.29 Furthermore, the provision does not apply to trans-
actions that have no donative element (e.g., sales of goods by a mu-
seum gift shop that are not, in part, donations).

The provision also provides that penalties ($10 per contribution,
but capped at $5,000 per particular fundraising event or mailing)

26T1hjs exception does not apply, for example, to tuition for education leading to a re.gnzed
degree, taesevcsorcnuepd.However, it is intended that de minimis tangbebn-
eft frnished to contributors that are incidental to a religious ceremony (such as wine) gen-
erally may be disregarded.

2?Th committee intends that the disclosure be made in a manner that is reasonably likely
to come to the attention of the donor. For example, a disclosure of the required information in
small print set forth within a larger document might not meet the reqremnt

2For purposes of the $75 threshold, separate payments made at different times of the year
with respect to separate fundraising events generally will not be ague.gated. However, to pre-
vent avoidance of the qusd pro quo disclosure requirement by a contributor simply writing mul-
tiple checks on the same date, contributions that are part of a single transaction will be aggre-
gated for purposes of the $75 threshold.

"2 No inference is intended, however, whether or not any payment outside the scope of the
qusd pro quo disclosure proposal or substantiation proposal is deductible (in full or in part)
under the present-law requirements of section 170.
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may be imposed upon charities that fail to ma!-e the required dis-
closure, unless the failure was due to reasonable cause. The pen-
alties will apply if an organization either fails to make any disclo-
sure in connection with a quid pro quo contribution or makes a dis-
closure that is incomplete or inaccurate (e.g., an estimate not deter:
mined in good faith of the value of goods or services furnished to
the donor).

Effective Date
The provisions are effective for contributions made after Decem-

ber 31, 1993.30
3. Permanent extension of General Fund transfer to Rail-

road Retirement Tier 2 Fund (sec. 8174 of the bill)

Present Law

A portion of the Railroad Retirement Tier 2 benefits are included
in Voss income of recipients (similar to the treatment accorded re-
cipients of private pensions) for Federal income tax purposes. The
proceeds from the income taxation of Railroad Retirement Tier 2
benefits received prior to October 1, 1992, have been transferred
from the General Fund of the Treasury to the railroad retirement
account. Proceeds from the income taxation of benefits received
after September 30, 1992 remain in the General Fund.

Reasons for Change
It is appropriate to make permanent the transfer of funds from

the General Fund of the Treasury to the railroad retirement ac-
count to promote the on-going solvency of the railroad retirement
system.

Explanation of Provision
, The transfer of proceeds from the income taxation of Railroad Re-
tirement Tier 2 benefits from the General Fund of the Treasury to
the railroad retirement account is made permanent.

Effective Date
The provision is effective for income taxes on benefits received

after September 30, 1992.
4. Temporary extension of health insurance deduction for

self-employed individuals (sec. 8175 of the bill and sec.
162(1) of the Code)

Present Law
Under present law, an incorporated business can generally de-

duct, as an employee compensation expense, the full cost of any
health insurance coverage provided for its employees (including

"°The committee intends that, following enactment of the bill, the Secretary,.of the Treasury
will expeditiously issue a notice or other announcement providing guidance with respect to the
substantiation and disclosure provisions. In this regard, it is expected that such Treasury guid-
ance will urge charities to assist taxpayers in meeting the substantiation requirement.
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owners serving as employees) and its employees' spouses and de-
pendents. Self-employed individuals can fully deduct the cost of
health insurance for employees as employee compensation, but can
only deduct the cost of health insurance coverage for the individual
and his or her dependents to the extent that the cost of the cov-
erage, together with other allowable medical expenses, exceeds 7.5
percent of adjusted gross income. Other individuals (e.g., employees
who are not covered by an employer-sponsored plan) who purchase
health insurance can deduct the cost of the insurance only to the
extent that it, together with their other medical expenses, exceeds
7.5 percent of adjusted gross income.

For coverage prior to July 1, 1992, a self-employed individual
was allowed to deduct as a business expense up to 25 percent of
the amount paid for health insurance coverage for the taxpayer,
the taxpayer's spouse and the taxpayer's dependents. Only
amounts paid prior to July 1, 1992, for coverage before that date
were eligible for the deduction. The deduction was not allowed if
the self-employed individual or his or her spouse was eligible for
employer-paid health benefits.

Reasons for Change

The 25-percent deduction for health insurance costs of self-em-
ployed individuals was added by the Tax Reform Act of 1986 to re-
duce the disparity between the tax treatment of owners of incor-
porated and unincorporated businesses. The provision was origi-
nally enacted on a temporary basis and has been extended several
times since enactment.

The committee believes it is appropriate to extend the 25-percent
deduction retroactively and to extend it prospectively again on a
temporary basis. The provision is not exteffded for a longer period
at this time because it is expected that the deduction will be ad-
dressed as part of forthcoming comprehensive health care legisla-
tion.

Explanation of Provision

The 25-percent deduction is extended retroactively from July 1,
1992, through December 31, 1993. In addition, the bill provides
"that the determination of whether a self-employed individual or his
or her spouse are eligible for employer-paid health benefits is made
on a monthly basis.

Effective Date

The provision is effective for taxable years ending after June 30,
1992.
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H. REVENUE-RAISING PROVISIONS

A. Individual Income and Estate and Gift Tax Provisions
1. Increased tax rates for higher income individuals (secs.

8201-8205 of the bill and secs. 1, 55, 68, and 151 of the
Code)

Present Law
Regular tax rates

For 1993, the individual income tax rates are as follows-
If taxable income is: Then income tax equals:

Single individuals
$0-$22,100.............. 15 percent of taxable income.
$22,100-$53,500............$3,315.00 plus 28% of the amount

over $22,100
Over $53,500 ......................... $12,107.00 plus 31% of the amount

over $53,500
Heads of household

$0-4299600 ...................
$29,600-$76,400 ....................

Over $76,400..................

15 percent of taxable income
$4,440.00 plus 28% of the amount

over $29,600
$17,544.00 plus 31% of the amount

over $76,400
Married individuals filing joint returns

$0-$36,900.............. 15 percent of taxable income
$36,900-$89,150............$5,535 plus 28% of the amount over

$36,900
Over $89,150 ......................... $20,165 plus 31% of the amount

over $89,150
Married individuals filing separate returns

$0-$18,450................15 percent of taxable income
$18,450-$44,575............$2,767.50 plus 28% of the amount

over $18,450
Over $44,575 ......................... $10,082.50 plus 31% of the amount

over $44,575
Estates and trusts

$0-$3,750 .......................
$3,750411,250 .....................

Over $11,250..................

15 percent of taxable income
$562.50 plus 28% of the amount

over $3,750
$2,662.50 plus 31% of the amount

over $11,250

Net capital gains income is subject to a maximum tax rate of 28
percent.

The individual income tax brackets are indexed each year for in-
flation.
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Alternative minimum tax
An individual taxpayer is subject to an alternative minimum tax

(AMT) to the extent that the taxpayer's tentative minimum tax ex-
ceeds the taxpayer's regular tax liability. A taxpayer's tentative
minimum tax generally equals 24 percent of alternative minimum
taxable income (AMTI) in excess of an exemptiowamount. The ex-
emption amount is $40,000 for married taxpayers filing joint re-
turns, $30,000 for unmarried taxpayers filing as single or head of
household, and $20,000 for married taxpayers filing separate re-
turns, estates, and trusts. The exemption amount is phased out for
taxpayers with AMTI above specified thresholds. These thresholds
are: $150,000 for married taxpayers filing joint returns, $112,500
for unmarried taxpayers filing as single or head of household, and
$75,000 for married taxpayers filing separate returns, estates, and
trusts. The exemption is completely phased out for individuals with
AMTI above $310,000 (married taxpayers filing joint returns) or
$232,500 (unmarried taxpayers filing as single or head of house-
hold).

Surtax on higher-income taxpayers
Underjresent law, there is no surtax imposed on higher-incomeindividuals.

Itemized deduction limitation
Under present law, individuals who do not elect the standard de-

duction may claim itemized deductions (subject to certain limita-
tions) for certain expenses incurred during the taxable year. Among
these deductible expenses are unreimbursed medical expenses, un-
reimbursed casualty and theft losses, charitable contributions,
qualified residence interest, State and local income and property
taxes, unreimbursed employee business expenses, and certain other
miscellar eous expenses.

Certain itemized deductions are allowed only to the extent that
the amount exceeds a specified percentage of the taxpayer's ad-
justed gross income (AGI). Unreimbursed medical expenses for care
of the taxpayer and the taxpayer's spouse and dependents are de-
ductible only to the extent that the total of these expenses exceeds
7.5 percent of the taxpayer's AGI. Nonbusiness, unreimbursed cas-
ualty or theft losses are deductible only to the extent that the
amount of loss arising from each casualty or theft exceeds $100 and
only to the extent that the net amount of casualty and theft losses
exceeds 10 percent of the taxpayer's AGI. Unreimbursed employee-
business expenses and certain other miscellaneous expenses are de-
ductible only to the extent that the total of these expenses exceeds
2 percent of the taxpayer's AGI.

The total amount of otherwise allowable itemized deductions
(other than medical expenses, casualty and theft losses, and invest-
ment interest) is reduced by 3 percent of the amount of the tax-
payer's AGI in excess of $108,450 in 1993 (indexed for inflation).
Under this provision, otherwise allowable itemized deductions may
not be reduced by more than 80 percent. In computing the reduc-
tion of total itemized deductions, all present-law limitations appli-
cable to such deductions are first applied and then the otherwise
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allowable total amount of deductions is reduced in accordance with
this provision.

The reduction of otherwise allowable itemized deductions does
not apply to taxable years beginning after December 31, 1995.

Personal exemption phaseout
Present law permits a personal exemption deduction from gross

income for an individual, the individual's spouse and each depend-
ent. For 1993, the amount of this deduction is 2,350 for each ex-
emption claimed. This exemption amount is adjusted for inflation.
The deduction for personal exemptions is phased out for taxpayers
with AGI above a threshold amount (indexed for inflation) which
is based on filing status. For 1993, the threshold amounts are
$162,700 for married taxpayers filing joint returns, $81,350 for
married taxpayers filing separate returns, $135,600 for unmarried
taxpayers filing as head of household, and $108,450 for unmarried
taxpayers filing as single.

The total amount of exemptions that may be claimed by a tax-
ayer is reduced by 2 percent for each $2,500 (or portion thereof)

bywhich the taxpayer's AGI exceeds the applicable threshold. (The
phaseout rate is 2 percent for each $1,250 for married taxpayers
filing separate returns.) Thus, the personal exemptions claimed are
phased out over a $122,500 range, beginning at the applicable
threshold.

This provision does not apply to taxable years beginning after
December 31, 1996.

Reasons for Change
To raise revenue to reduce the Federal deficit and to make the

Federal income tax system more progressive, the committee be-
lieves that higher marginal tax rates should be imposed on those
taxpayers with the greatest ability to pay income taxes. In a simi-
lar manner, the progressivity of the individual income tax system
would be enhanced by introducing a two-tier rate schedule for the
alternative minimum tax and, for higher-income taxpayers, by per-
manently extending both the existing limitation on itemized deduc-
tions and the existing phaseout of personal deductions.

Explanation of Provisions
New marginal tax rates

The bill imposes a new 36-percent marginal tax rate on taxable
income in excess of the following thresholds:

R tApplicableFling status J threshold

Married individuals filing joint returns .................. $140,000
Heads of households ...................................................... 127,500
Unmarried individuals ........................ 115,000



99

Filing status A th ahol

Married individuals filing separate returns ................ 70,000
Estates and trusts ......................................................... 5,500

For estates and trusts, the 15-percent rate will apply to income
up to $1,500, the 28-percent rate will apply to income between
$1,500 and $3,500, and the 31-percent rate will apply to income be-
tween $3,500 and $5,500. Under this modified tax rate schedule for
estates and trusts, the benefits of the rates below the 39.6-percent
surtax-included rate (described below) approximate the benefits of
the 15- and 28-percent rates under present law.

For taxable years beginning in 1993, a blended rate (described
below) would be used. I

As under present law, the tax rate bracket thresholds will be in-
dexed for inflation. However, indexing of thresholds for the 36-per-
cent rate will apply to taxable years beginning after December 31,
1994.

Alternative minimum tax
The bill provides a two-tiered graduated rate schedule for the

AMT for taxpayers other than corporations. A 26-percent rate will
apply to the first $175,000 of a taxpayer's AMTI in excess of the
exemption amount, and a 28-percent rate will apply to AMTI more
than $175,000 above the exemption amount. For married-individ-
uals filing separate returns, the 28-percent rate will apply to AMTI
more than $87,500 above the exemption amount. The bill increases
the exemption amount to $45,000 for married individuals filing
joint returns, to $33,750 for unmarried individuals, and to $22,500
for married individuals filing separate returns, estates, and trusts.

Surtax on higher-income taxpayers; surtax on net capital gain
The bill imposes a 10-percent surtax on individuals with taxable

income in excess of $250,000 and on estates and trusts with tax-
able income in excess of $7,500. For married taxpayers filing sepa-
rate returns, the threshold amount for the surtax would be
$125,000. The surtax will be computed by applying a 39.6-percent
rate to taxable income in excess of the applicable threshold. In a
similar manner, an individual's net capital gain will be subject to
the surtax by applying a maximum rate of 30.8 percent (instead of
the present-law maximum rate of 28 percent) to capital gains in-
come to the extent an individual's taxable income exceeds
$25o,00o.

The thresholds for the surtax will be indexed for inflation in the
same manner as other individual income tax rate thresholds for
taxable years beginning after December 31, 1994.

Itemized deduction limitation and phaseout of personal exemptions
The bill makes permanent the provisions that- limit itemized de-

ductions and phase out personal exemptions.
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Effective Date
The provision is effective for taxable years beginning after De-

cember 31, 1992. For taxable years beginning in 1993, blended tax
rates will be used: the 36-percent tax rate will be reduced to 33.5
percent and the 39.6-percent rate will be reduced to 35.3 percent.
In addition, the 30.8-percent maximum rate on capital gains in-
come will be reduced to 29.4 percent for taxable years beginning in
1993. Similarly, fbr taxable years beginning in 1993, the 26- per-
cent and 28-percent alternative minimum tax rates will be reduced
to 25 percent and 26 percent, respectively. The permanent rate lev-
els will be used for 1994 and later years.

Withholding tables for 1993 will not be revised to reflect the
changes in tax rates. Penalties for the underpayment of estimated
taxes will be waived for underpayments of 1993 taxes attributable
to these changes in tax rates.

2. Provisions to prevent conversion of ordinary income to
capital gain (sec. 8206 of the bill)

a. Recharacterization of capital gain as ordinary income for
certain financial transactions (sec. 8206(a) of the bill and
sec. 1258 of the Code)

Present Law
Under present law, the maximum rate of individual income tax

on ordinary income is 31 percent. Interest from a loan generally is
treated as ordinary income.

Gain or loss from the sale or exchange of a capital asset gen-
erally is treated as capital gain or loss. Net capital gain (i.e., net
long-term capital gain less net short-term capital loss) of an indi-
vidual is subject to a maximum tax rate of 28 percent. Capital
losses are deductible only to the extent of capital gains for the year
plus, in the case of noncorporate taxpayers, ordinary income of up
to $3,000.

Reasons for Change
f

The committee is aware that taxpayers are able to enter into
transactions the economic substance of which is indistinguishable
from loans in terms of the return anticipated and the risks borne
by the taxpayer. However, because of their form, these transactions
may permit taxpayers to take the position for tax purposes that
their return is capital gain rather than ordinary income. The com-
mittee is concerned that, because of the increased differential be-
tween the rates of tax on ordinary income and capital gain that re-
sults from this bill, taxpayers may enter into such transactions for
purposes of avoiding the intended higher rates on ordinary income.
In addition, the committee is concerned that these transactions can
be used to circumvent the capital loss limitation rules. Accordingly,
the committee believes that providing rules that would treat gain
from such transactions as ordinary income is appropriate.
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Explanation of Provision

Under the provision, capital gain from the disposition or other
termination of any position that was part of a "conversion trans-action" will be recharacterized as ordinary income,31 with certain
limitations discussed below. No inference is intended as to when in-
come from a conversion transaction is properly treated as capital
gain under present law.

A conversion transaction is a transaction, generally consisting of
two or more positions taken with regard to the same or similar
property, where substantially all of the taxpayer's return is attrib-
utable to the time value of the taxpayer's net investment in the
transaction. In a conversion transaction, the taxpayer is in the eco-
nomic position of a lender-he has an expectation of a return from
the transaction which in substance is in the nature of interest and
he undertakes no significant risks other than those typical of a
lender.

A transaction, however, is not a conversion transaction subject to
the provision unless it also satisfies one of the following four cri-
teria: (1) the transaction consists of the acquisition of property by
the taxpayer and a substantially contemporaneous agreement to
sell the same or substantially identical property in the future; (2)
the transaction is a straddle, within the meaning of section 1092; 32
(3) the transaction is one that was marketed or sold to the tax-
payer on the basis that it would have the economic characteristics
of a loan but the interest-like return would be taxed as capital
gain; or (4) the transaction is described as a conversion transaction
in regulations to be promulgated on a prospective basis by the Seq-
retary of the Treasury.

In addition, transactions (which may include positions other than
options or section 1256 contracts) of options dealers and commod-
ities traders in the normal course of their trade or business of deal-
ing in options or trading section 1256 contracts, respectively, gen-
erally will not be considered conversion transactions. The term 'op-
tions dealer" generally means any person registered with an appro-
priate national securities exchange as a market maker or specialist
in listed options. The term "commodities trader" generally means
any person who is a member of a domestic board of trade which
is designated as a contract market by the Commodity Futures
Trading Commission. Commodities traders also, to the extent per-
mitted by Treasury regulations, include persons entitled to trade as
a member (e.g., persons who are registered with a board of trade
as users of memberships or who are eligible for member rates for
the clearing of trades on the board of trade). Special rules limit the
availability of the options dealer and commodities trader exception
for limited partners or limited entrepreneurs in an entity that is
an options dealer or a commodities trader.

Under the provision, gain realized by a taxpayer from disposition
or other termination of a position that was part of a conversion
transaction that would otherwise be treated as capital gain will be

,"The provision is not intended to change the treatment of gain from the sale of property for
purposes such as the unrelated business income tax for tax-exempt organizations and the gross
income requirement for regulated investment companies.

o2 Except that stock also is treated as personal property in defining a straddle for purposes
of the conversion transaction provision.
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treated as ordinary income (but not as interest) for all purposes of
the Internal Revenue Code. The amount of gain so recharacterized
will not exceed the amount of interest that would have accrued on
the taxpayer's net investment for the relevant period at a yield
equal to 120% of the "applicable rate". This limit is subject to ap-
propriate reduction to reflect prior inclusion of ordinary income
items from the conversion transaction or the capitalization of inter-
est on acquisition indebtedness under section 263(g). The "applica-
ble rate" is the applicable Federal rate under section 1274(d) at the
time the taxpayer enters into the conversion transaction (if the con-
version transaction has a definite term) or the Federal short term
rate determined under section 6621(b) (if the conversion trans-
action has an indefinite term).

For example, assume that X purchases stock for $100 on January
1, 1994, and on that same day agrees to sell it to Y on January
1, 1996 for $115. Assume that the applicable rate is 5%.33 On Jan-
uary 1, 1996, X delivers the stock to Y in exchange for $115 in sat-
isfaction of their agreement. Assume that, under current law, X.
would have recognized a capital gain of $15. Under the provision,
$12.36 of that amount wouldbe recharacterized as ordinary iuicome
(i.e, 120% of 5% compounded for two years, applied to an invest-
ment of $100).

In determining a taxpayer's net investment in a conversion
transaction, the source of the taxpayer's funds generally will not be
taken into account. Assume in the above example that X borrowed
$90 of the purchase price of the stock from a bank and was re-

uired under section 263(g) to capitalize $10 of interest on that
ebt into the cost of the stock. Then X's net investment in the

transaction will still be $100, even though X's basis is $110 to re-
flect the capitalized $10 of interest. However, of the gain of $5, only
$2.36 will be recharacterized as ordinary income under the provi-
sion. This is because the limitation amount of $12,36 will be re-
duced by the $10 of capitalized interest.

A special rule is included for situations in which the taxpayer
has a built-in loss with respect to a position that becomes part of
a conversion transaction. Assume that, prior to January 1, 1994, X
had purchased the stock in the previous example for $150, and had
used that stock as part of a conversion transaction entered into on
January 1, 1994, when the stock's value had declined to $100.
Under these facts, the stock would be valued at $100 for purposes
of this provision, and the results would be the same as in the ex-
ample, except that X also would recognize the $50 built-in loss
when the asset was delivered to Y. The character of that $50 loss
would not be affected by this provision.

Amounts that a taxpayer may be committed to provide in the fu-
ture generally will not be treated as an investment until such time
as such amounts are committed to the transaction and unavailable
to the taxpayer to invest in other ways. For example, assume that
on January 1, 1994, X enters into a long futures contract commit-
ting X to purchase a certain quantity of gold on March 1 for $1,000.
Also on January 1, 1994, X enters into a short futures contract to
sell the same quantity of gold on April 1 for $1,006. Under these

-"For simplicity, the applicable rate is assumed to be compounded on an annual basis.
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contracts, X is not required to make any investment at the time
they are entered into, but is required to make a "margin" de.sit
(which may or may not bear interest), as security for his obliga-
tions thereunder. Suppose X terminates both contracts on February
1 for a net profit of $2. No part of that $2 is subject to
recharacterization under this provision, since X has no investment
in the transaction on which the $2 could be considered to be an in-
terest equivalent return.

A taxpayer's net investment in a conversion transaction gen-
erally will be the aggregate amount invested by the taxpayer in theconversion transaction less any amount received by the taxpayer as
consideration for entering into any position held as part of the con-
version transaction, such as when the taxpayer is the grantor of an
option. For example, suppose that on January 1, 1994, x acquires
non-publicly-traded common stock for $100 and, on the same day
grants Y a call option on the same stock for $106, exercisable any
time prior to February 1, 1995. Y pays X a premium of $10 for the
call option. At the time X grants Y the call option, there is no sub-
stantial certainty that Y will exercise the option. Under these facts,
X's net investment in the transaction comprised of the stock pur-
chase and the granting of the option would be $90 (i.e., the $100

"aid for the stock minus the $10 received for granting the option).
X'sreturn on that investment will be $16 if Y exercises the call op-
tion (the excess of $106 of sales proceeds over the net investment
of $90). However, if Y does not exercise the option, X's return will
be the difference between $90 and the value of the stock on Feb-
ruary 1, 1995. The transaction consisting of the stock purchase and
the grant of the option is one in which X takes on a risk not typical
of a lender and is not a conversion transaction.

Effective Date
The provision is effective for conversion transactions entered into

after April 30, 1993.
b. Repeal of certain exceptions to the market discount rules

(sec. 8206(b) of the bill and secs. 1276, 1277, 1278 of the
Code)

Present Law

Generally, a market discount bond is a bond that is acquired for
a price that is less than the principal amount of the bond.34 Market
discount generally arises when the value of a debt obligation de-
clines after issuance (typically, because of an increase in prevailing
interest rates or a decline in the credit-worthiness of the borrower).

Gain on the disposition of a market discount bond generally must
be recognized as ordinary income to the extent of the market dis-
count that has accrued. This ordinary income rule, however, does
not apply to tax-exempt obligations or to market discount bonds is-
sued on or before July 18, 1984. Under current law, income attrib-
utable to accrued market discount on tax-exempt bonds is not tax-

4 Or, in the case of a bond issued with original issue discount (OID)1 a price that is less than
the amount of the issue price plus accrued 0
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exempt but is taxable as capital gain if the bond is held as a cap-
ital asset.

Reasons for Change
The committee is concerned about taxpayers being able to pur-

chase market discount bonds as a means of converting returns on
investments that are in the nature of interest on debt to capital
gains. The committee therefore believes that the market discountrule should apply to tax-exempt bonds and to all taxable bonds, re-
gardless of whether they were issued after July 18, 1984.

Explanation of Provision
The bill extends the ordinary income rule to tax-exempt obliga-

tions and to market discount bonds issued on or before July 18,
1984. Thus, gain on the disposition of a tax-exempt obligation or
any other market discount bond that is acquiredfor a price that
is less than the principal amount of the bond generally will be
treated as ordinary income (instead of capital gain) to the extent
of accrued market discount.

Effective Date
The provision is effective for bonds purchased after April 30,

1993. Thus, current owners of tax-exempt bonds and other market
discount bonds issued on or before July 18, 1984, will not be re-
quired to treat accrued market discount as ordinary income, if they
acquired their bonds before May 1, 1993.

c. Accrual of income by holders of stripped preferred stock
(sec. 8206(c) of the bill and sec. 305 of the Code) -

Present Law
In general, if a bond is issued at a price approximately equal to

its redemption price at maturity, the expected return to the holder
of the bond is in the form of periodic interest payments. In the case
of original issue discount ("OlD") bonds, however, the issue priceis below the redemption price, and the holder receives part or all
of his expected return in the form of price appreciation. The dif-
ference between the issue price and-the redemption price is the
OID, and a portion of the OID is required to be accrued and in-
cluded in the income of the holder annually. Similarly, for certain
preferred stock that is issued at a discount from its redemption
price, a portion of the redemption premium must be included in in-
come annually.

A stripped bond (i.e., a bond issued with interest coupons some
of which are subsequently "stripped" so that the ownership of the
bond is separated from the ownership of the interest coupons) gen-
erally is treated as a bond issued with OID equal to (1) the stated
redemption price of the bond at maturity minus (2) the amount
paid for the stripped bond.

If preferred stock is stripped of some of its dividend rights, how-
ever, the stripped stock is not subject to the rules that apply to
stripped bonds or to the rules that apply to bonds and certain pre-
ferred stock issued at a discount.
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Reason. for Change
The committee believes that the purchaser of stripped preferred

stock may, in effect, be purchasing at a discount the right to a fixed
amount payable at a future date. The committee is concerned that
taxpayers may purchase stripped preferred stock as a means of
converting ordinary income to capital gains. Therefore, under these
circumstances, the committee beFieves that the rules that apply to
stripped bonds provide the appropriate tax treatment.

Explanation of Provision
The bill treats the purchaser of stripped preferred stock (and a

person who strips preferred stock and disposes of the stripped divi-
dend rights) in generally the same way that the purchaser of a
stripped bond would be treated under the OID rules. Thus,
stripped stock is treated like a bond issued with OID equal to (1)
the stated redemption price of the stock minus (2) the amount- paid
for the stock. The discount accrued under the provision is treated
as ordinary income and not as interest or dividends.

Stripped preferred stock is defined as any preferred stock where
the ownership of the stock has been separated from the right to re-
ceive any dividend that has not yet become payable. The provision
applies to stock that is limited and preferred as to dividends, does
not participate in corporate growth to any significant extent, and
has a fixed redemption price.

No inference is intended as to as to the treatment of stripped
preferred stock for tax purposes with respect to any issues not di-
rectly addressed by this legislation, icludin the availability of the
dividends received deduction to a holder of dividends stripped from
preferred stock, the allocation of basis by the creator of stripped
preferred stock, or the proper characterization of a purported sale
of stripped dividend rights.

Effective Date
The bill is effective for stripped stock that is purchased after

April 30, 1993.
d. Treatment of net capital gains as investment income (sec.

8206(d) of the bill and sec. 163(d) of the Code)

Present Law
In the case of a taxpayer other than a corporation, deductions for

interest on indebtedness that is allocable to property held for in-
vestment ("investment interest") are limited to the taxpayer's net
investment income for the taxable year. Disallowed investment in-
terest is carried forward to the next taxable year. Investment in-
come includes gross income (other than gain on disposition) from
property held for investment and any net gain attributable to the
disposition of property held for investment.

Investment interest that is allowable is deductible against in-
come taxable at ordinary income rates. The net capital gain (i.e.,
net long-term capital gain less net short-term capital loss) of a
noncorporate taxpayer is taxed at a maximum rate of 28 percent.
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Prior to 1986, when a significant rate differential existed be-
tween long-term- capital gains and ordinary income, long-term cap-
ital gains were not included in investment income for purposes of
computing the investment interest limitation.

Reasons for Change
The committee believes it is inappropriate for a taxpayer who

recognizes long term capital gain taxable at favorable rate to be
able to use that gain to deduct otherwise non-deductible invest-
ment interest against ordinary income. Because the bill increases
the rate differential between ordinary income and the net capital
gains rate, the possibility of such inappropriate rate arbitrage is in-
creased. The committee believes that the opportunities for this type
of rate conversion should be reduced.

Explanation of Provision

The bill generally excludes net capital gain attributable to the
disposition of property held for investment from investment income
for purposes of computing the investment interest limitation. A tax-
payer, however, can elect to include so much of his net capital gain
in investment income as the taxpayer chooses if he also reduces the
amount of net capital gain eligible for the 28-percent maximum
capital gains rate by the same amount.

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

cember 31, 1992.
e. Definition of "substantially appreciated" inventory (sec.

8206(e) of the bill and sec. 751(d) of the Code)

Present Law
Under present law, amounts received by a partner in exchange

for his interest in a partnership are treated as ordinary income to
the extent they are attributable to substantially appreciated inven-
tory of the7partnership. In addition, distributions by a partnership
in which a partner receives substantially appreciated inventory in
exchange for his interest in certain other partnership property (or
receives certain other property in exchange for substantially appre-
ciated inventory) are treated as a taxable sale or exchange of prop-
erty, rather than as a nontaxable distribution.

For these purposes, inventory is treated as substantially appre-
ciated if the value of the partnership's inventory exceeds both 120
percent of its adjusted basis and 10 percent of the value of all part-
nership property (other than money).

Reasons for Change
The committee believes that the 10-percent exception creates op-

portunities for avoidance of the appreciated inventory rule through
the manipulation of the partnership's gross assets. The committee
also believes that disregarding inventory that is acquired prin-
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cipally, tC avoid the appreciated inventory rule is necessary to pre-
vent circumvention of the rule.

Explanation of Provision
The bill eliminates the requirement that the partnership's inven-

tory exceed 10 percent of the value of all partnership property in
order to be substantially appreciated. Thus, if the partnership's in-
ventory is worth more than 120 percent of its adjusted basis, the
inventory is treated as substantially appreciated. In addition, any
inventory property acquired with a principal purpose to reduce the
appreciation to less than 120 percent in order to avoid ordinary in-
come treatment will be disregarded in applying the 120-percent
test.

Effective Date
The provision applies to sales, exchanges, and distributions after

April 30, 1993.
3. Repeal health insurance wage base cap (sec. 8207 of the

bill and see. 3121(x) of the Code)

Present Law
As part of the Federal Insurance Contributions Act (FICA), a tax

is imposed on employees and employers up to a maximum amount
of employee wages. The tax is comprised of two parts: old-age, sur-
vivor, and disability insurance (OASDI) and Medicare hospital in-
surance (HI). For wages paid in 1993 to covered employees, the HI
tax rate is 1.45 percent on both the employer and the employee on
the first $135,000 of wages and the OASDI tax rate is 6.2 percent
on both the employer and the employee on the first $57,600 of
wages.Under the Self-Employment Contributions Act of 1954 (SECA), a

tax is imposed on an individual's self-employment income. The self-
employment tax rate is the same as the total rate for employers
and employees (i.e., 2.9 percent for HI and 12.40 percent for
OASDI). For 1993, the HI tax is applied to the first $135,000 of
self-employment income and the OASDI tax is applied to the first
$57,600 self-employment income. In general, the tax is reduced to
the extent that the individual had wages for which employment
taxes were withheld during the year.

The cap on wages and self-employment income subject to FICA
and SECA taxes is indexed to changes in the average wages in the
economy.

Reasons for Change
The President's proposal to eliminate the cap on wages and self-

employment income subject to the HI tax is a significant revenue
source in the administration's overall economic plan. The increased
revenues would provide needed funding for the Medicare Hospital
Insurance trust fund.

While the committee accepts the President's proposal in the im-
mediate context, the committee is concerned that HI taxes paid by
high-income workers would bear little relation to Medicare benefits
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such workers can expect to receive, and that this change may make
the HI program look more like welfare than social insurance. The
committee may want to revisit this issue in the context of health
care reform or Medicare financing improvements.

Explanation of Provision

The bill repeals the dollar limit on wages and self-employment
income subject to HI taxes.

Effective Date

The provision is effective for wages and income received after De-
cember 31, 1993.

4. Reinstate top estate and gift tax rates at 53 percent and
55 percent (sec. 8208 of the bill and sec. 2001 of the
Code)

Present Law

A Federal gift tax is imposed on transfers by gift during life and
a Federal estate tax is imposed on transfers at death. The Federal
estate and gift taxes are unified, so that a single graduated rate
schedule is applied to an individual's cumulative gifts and be-
quests. For decedents dying (or gifts made) after 1992, the estate
and gift tax rates begin at 18 percent on the first $10,000 of tax-
able transfers and reach a maximum of 50 percent on taxable
transfers over $2.5 million. Previously, for the nine-year period be-
ginning after 1983 and ending before 1993, two additional brackets
applied at the top of the rate schedule: a rate of 53 percent on tax-
able transfers exceeding $2.5 million and below $3 million, and a
maximum marginal tax rate of 55 percent on taxable transfers ex-
ceeding $3 million. The generation-skipping transfer tax is com-
puted by reference to the maximum Federal estate tax rate (sec.
2641).

In order to phase out the benefit of the graduated brackets and
unified credit, the estate and gift tax is increased by five percent
on cumulative taxable transfers between $10 million and
$18,340,000, for decedents dying and gifts made after 1992.35 (Prior
to 1993, this phase out of the graduated rates and unified credit
applied to cumulative taxable transfers between $10 million and
$21,040,000.)

Reasons for Change

To raise revenue to address the Federal deficit, to improve tax
equity, and to make the tax system more progressive, the commit-
tee believes that the top two estate and gift tax rates which expired
at the end of 1992 should be reinstated.

"SThe additional five percent rate applies to the taxable transfers of a nonresident noncitizen
in excess of $10 million only to the extent necessary to phase out the graduated rates and uni-
fied credit actually allowed, either by statute or by treaty (where applicable).
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Explanation of Provision
The bill provides that, for taxable transfers over $2.5 million but

not over $3 million, the estate and gift tax rate is 53 percent. For
taxable transfers over $3 million, the estate and gift tax rate is 55
percent. The phase out of the graduated rates and unified credit
applies with respect to cumulative taxable transfers between $10
million and $21,040,000. Also, since the generation-skipping trans-
fer tax is computed by reference to the maximum Federal estate
tax rate, the rate of tax on generation-skipping transfers under the
bill is 55 percent.

Effective Date
The provision is effective for decedents dying, gifts made, and

generation skipping transfers occurring after December 31, 1992.
5. Reduce deductible portion of business meals and enter-

tainment expenses to 50 percent (sec. 8209 of the bili
and sec. 274(n) of the Code(

Present Law
In general, a taxpayer is permitted a deduction for all ordinary

and necessary expenses paid or incurred during the taxable year in
carrying on any trade or business and, in the case of an individual,
for the production of income. No deduction generally is allowed for
personal, living, or family expenses.

Meal and entertainment expenses incurred for business or in-
vestment reasons are deductible if certain legal and substantiation
requirements are met. The amount of the deduction generally is
limited to 80 percent of the expense that meets these requirements.
No deduction is allowed, however, for meal or beverage expenses
that are lavish or extravagant under the circumstances.

No deduction is allowed with respect to business meal and enter-
tainment expenses (as well as other specified items) unless the tax-
payer substantiates by adequate records or by sufficient evidence
corroborating the taxpayer's own statement (1) the amount of the
expense, (2) the time and place of the expense, (3) the business
purpose of the expense, and (4) the business relationship to the
taxpayer of the persons entertained. Under Treasury regulations,
such documentary evidence is required for expenditures of $25 or
more (Treas. Reg. sec. 1.274-5T(cX2Xi(iXB)).

Reasons for Change
Generally, some portion of business meal and entertainment ex-

penses represent personal consumption (even if the expenses serve
a legitimate business purpose). The committee believes that denial
of some part of the deduction is appropriate as a proxy for income
inclusion of the consumption element of the meal or entertainment.
The committee believes that increasing the portion of such ex-
penses for which a deduction is denied is appropriate in the context
of deficit-reduction legislation.

The committee believes that decreasing the substantiation
threshold for meals will increase compliance with the deduction
rules.
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Explanation of Provision

The bill reduces the deductible portion of otherwise allowable
business meals and entertainment expenses from 80 percent to 50
percent. In addition, the substantiation threshold for business
meals is reduced from $25 to $20.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1993.
6. Deny deduction for club dues (sec. 8210 of the bill and

sec. 274(a) of the Code)

Present Law

No deduction is permitted for club dues unless the taxpayer es-
tablishes that his or her use of the club was primarily for the fur-
therance of the taxpayer's trade or business and the specific ex-
pense was directly related to the active conduct of that trade or
business (Code sec. 274(a)). No deduction is permitted for an initi-
ation or similar fee that is payable only upon joining a club if the
useful life of the fee extends over more than one year. Such initial
fees are nondeductible capital expenditures.36

Reasons for Change

Under present law, taxpayers can obtain a tax deduction for dues
for a club (such as a country club) with respect to which some ele-
ment of personal pleasure and enjoyment is present. The commit-
tee believes that it is inappropriate to permit a deduction for such
expenditures. Denying a deduction for club dues also simplifies
present law, in that a strict nondeductibility rule is easier to com-
ply with than the present-law rule requiring an assessment of the
primary purpose of the use of the club.

Explanation of Provision
Under the bill, no deduction is permitted for club dues. This rule

applies to all types of clubs, including business, social, athletic,
luncheon, and sporting clubs. Specific business expenses (e.g.,
meals) incurred at a club are deductible only to the extent they
otherwise satisfy the standards for deductibility.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1993.
7. Deny deduction for executive pay over $1 million (sec.

8211 of the bill and sec. 162 of the Code)

Present Law

The gross income of an employee includes any compensation re-
ceived for services rendered. An employer is allowed a correspond-

36 Kenneth D. Smith, 24 TCM 899 (1965).
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ing deduction for reasonable salaries and other compensation.
Whether compensation is reasonable is determined on a case-by-
case basis. However, the reasonableness standard has been used
primarily to limit payments by closely-held companies where non-
deductible dividends may be disguised as deductible compensation.

Reasons for Change
Recently, the amount of compensation received by corporate ex-

ecutives has been the subject of scrutiny and criticism. The com-
mittee believes that it is appropriate to place an upper limit on the
deductibility of such compensation to the extent it is not explicitly
based on objective performance standards.

Explanation of Provision
In general

Under the bill, for purposes of the regular income tax and the al-
ternative minimum tax, the otherwise allowable deduction for com-
pensation paid or accrued with respect to a covered employee of a
publicly held corporation is be limited to no more than $1 million
per year.37

Definition of publicly held corporation
For this purpose a corporation is treated as publicly held if the

corporation has a ciass of common equity securities that is required
to be registered under section 12 of the Securities Exchange Act of
1934. In general, the Securitiea Exchange Act requires a corpora-
tion to register its common equity securities under section 12 if (1)
the securities are listed on a national securities exchange or (2) the
corporation has $5 million or more of assets and 500 or more hold-
ers of such securities. A corporation is not considered publicly held
under the bill if registration of its equity securities is voluntary.
Such a voluntary registration might occur, for example, if a cor-
poration that otherwise is not required to register its equity securi-
ties does so in order to take advantage of other procedures with re-
gard to public offerings of debt securities.
Covered employees

Covered employees are defined by reference to the Securities and
Exchange Commission (SEC) rules governing disclosure of execu-
tive compensation. Thus, with respect to a taxable year, a person
is a covered employee if (1) the employee is the chief executive offi-
cer of the corporation (or an individual acting in such capacity) as
of the close of the taxable year or (2) the employee's total com-
pensation is required to be reported for the taxable year under the
Securities Exchange Act of 1934 because the employee is one of the
four highest compensated officers for the taxable year (other than
the chief executive officer). If disclosure is required with respect to
fewer than four executives (other than the chief executive officer)
under the SEC rules, then only those for whom disclosure is re-
quired are covered employees.

"37The provision does not modify the present-law requirement that, in order to be deductible,
compensation must be reasonable. Thus, as under present law, in certain circumstances com-
pensation less than $1 million may not be deductible.
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Compensation subject to the deduction limitation

In general
Unless specifically excluded, the deduction limitation applies to

all remuneration for services, including cash and the cash value of
all remuneration (including benefits) paid in a medium other than
cash. If an individual is a covered employee for a taxable year, the
deduction limitation applies to all compensation not explicitly ex-
cluded from the deduction limitation, regardless of whether the
compensation is for services as a covered employee and regardless
of when the compensation was earned. The $1 million cap is re-
duced by excess parachute payments (as defined in sec. 280G) that
are not deductible by the corporation.

The deduction limitation applies when the deduction would oth-
erwise be taken. Thus, for example, in the case of a nonqualified
stock option, the deduction is normally taken in the year the option
is exercised, even though the option was granted with respect to
services performed in a prior year.38

Certain types of compensation are not subject to the deduction
limit and are not taken into account in determining whether other
compensation exceeds $1 million. The following types of compensa-
tion are not taken into account: (1) remuneration payable on a com-
mission basis; (2) remuneration payable solely on account of the at-
tainment of one or more performance goals if certain outside direc-
tor and shareholder approval requirements are met; (3) payments
to a tax-qualified retirement plan (including salary reduction con-
tributions), (4) amounts that are excludable from the executive's
gross income suchh as employer-provided health benefits and mis-
cellaneous fringe benefits (sec. 132)), and (5) any reripuneration
payable under a written binding contract which was in effect on
February 17, 1993, and all times thereafter before such remunera-
tion was paid and which was not modified thereafter in any mate-
rial respect before such remuneration was paid.

Commissions
In order to qualify for the exception for compensation paid in the

form of commissions, the commission must be payable solely on ac-
count of income generated directly by the individual performance
of the executive receiving such compensation. Thus, for example,
compensation that equals a percentage of sales made by the execui•
tive qualifies for the exception. Remuneration does not fail to be at-
tributable directly to the executive merely because the executive
utilizes support services, such as secretarial or research services, in
generating the income. However, if compensation is paid on ac-
count of broader performance standards, such as income produced
by a business unit of the corporation, the compensation would not
qualify for the exception because it is not paid with regard to in-
come that is directly attributable to the individual executive.

8 Of course, if the executive is no longer a covered employee at the time the options are exer-
cised, then the deduction limitation would not apply.
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Other performance-based compensation
Compensation qualifies for the exception for performance-based

compensation only if (1) it is paid solely on account of the attain-
ment of one or more performance goals, (2) the performance goals
are established by a compensation committee consisting solely of
two or more outside directors, (3) the material terms under which
the compensation is to be paid, including the performance goals,
are disclosed to and approved by the shareholders in a separate
vote prior to payment, and (4)trior to payment, the compensation
comt re certifies that the performance goals and any other mate-
rial terms were in fact satisfied.

Compensation is not treated as paid solely on account of the at-
tainment of one or more performance goals unless it is paid pursu-
ant to a preestablished objective formula or standard that pre-
cludes discretion. In general, this means that a third party with
knowledge of the relevant performance results could calculate the
amount to be paid. It is intended that what constitutes a perform-
ance goal be broadly defined, and include, for example, any per-
formance standard that is applied to the individual executive, a
business unit (e.g., a division or a line of business), or the corpora-
tion as a whole. Performance standards could include, for example,
increases in stock price, market share, sales, or earnings per share.

Compensation does not qualify for the performance-based excep-
tion if the executive has a right to receive the compensation not-
withstanding the failure of (1)the compensation committee to cer-
tify attainment of the performance goal or (2) the shareholders to
approve the compensation.

Stock options or other stock appreciation rights generally are
treated as meeting the exception for performance-based compensa-
tion, provided that the requirements tor outside director and share-
holder approval are met (without the need for certification that the
performance standards have been met), because the amount of
compensation attributable to the options or other rights received by
the executivewould be based on an increase in the corporation's
sto-k price. This does not apply, however, to stock-based compensa-
tion that is dependent on factors other than corporate performance.
For example, if a stock option is granted to an executive with an
exercise price that is less than the current fair market value of the
stock at the time of grant, then the executive would have the right
to receive compensation on the exercise of the option even if the
stock price decreases or stays the same. Thus, stock options that
are granted with an exercise price that is less than the Fair market
value of the stock at the time of grant do not meet the require-
ments for performance-based compensation. Similarly, if the execu-
tive is otherwise protected from decreases in the value of the stock
(such as through automatic repricing), the compensation is not per-
formance-based.

In contrast to options or other stock appreciation rights, grants
of restricted stock are not inherently performance-based because
the executive may receive compensation even if the stock price de-
creases or stays the same. Thus, a grant of restricted stock is treat-
ed like cash compensation and does not satisfy the definition of
performance-based compensation unless the grant or vesting bf the
restricted stock is basedupon the attainment of a performance goal

I I I
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and otherwise satisfies the standards for performance-based com-
-penm"°on under the bill.

For purposes of the exception for performance-based compensa-
tion, a director is considered an outside director if he or she is not
a current employee of the corporation (or related entities), is not a
former employee of the corporation %or related entities) who is re-
ceiving compensation for prior services (other than benefits under
a tax-qualified pension plan), was not an officer of the corporation
(or related entities) at any time, and is not currently receiving com-
pensation for personal services in any. capacity (e.g., for services as
a consultant) other than as a director.

In order to meet the shareholder approval requirement, the ma-
terial terms under which the compensation is to be paid must be
disclosed. In developing standards as to whether disclosure is ade-quate, it is intended that the Secretary take into consideration the
SEC rules regarding disclosure.

The shareholder *approval requirement is met if, after disclosure
of material terms, the compensation is approved in a separate vote
by a majority of shares voting in the separate vote.

In the case of compensation paid pursuant to a plan (including
a stock option plan), the shareholder approval requirement gen-
erally is satisfied if the shareholders approve the specific terms of
the plan and the class of executives to which it applies and the
amount of compensation payable under the plan is not subject to
discretion. Further shareholder approval of payments under the
plan is not required after the plan has been approved. Of course,
if there are material changes to the plan, shareholder approval
would have to be obtained again in order for the exception to apply
to payments under the modified plan.

Under present law, in the case of a privately held company that
becomes publicly held, the prospectus is subject to the rules similar
to those applicable to publicly held companies. Thus, if there has
been disclosure that would satisfy the rules described above, per-
sons who buy stock in the publicly held company will be aware of
existing compensation arrangements. No further shareholder ap-
proval is required of compensation arrangements existing prior to
the time the company became public unless there is a material
modification of such arrangements.

Compensation payable under a written binding contract
Remuneration payable under a written binding contact which

was in effect on February 17, 1993, and at all times thereafter be-
fore such remuneration was paid is not subject to the deduction
limitation. Compensation paid pursuant to a plan qualifies for this
exception provided that the right to participate in the plan is art
of a written binding contract with the covered employee in effect
on February 17, 1993. For example, suppose a covered employee
was hired by XYZ Corporation on January 17, 1993, and one of the
terms of the written employment contract is that the executive is
eligible to participate in the "XYZ Corporation Executive Deferred
Compensation Plan" in accordance with the terms of the plan. As-
sume further that the terms of the plan provide for participation
after 6 months of employment, amounts payable under the plan are
not subject to discretion, and the corporation does not have the
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right to amend materially the plan or terminate the plan. Provided
that the other conditions of the binding contract exception are met
(e.g., the plan itself is in writing), payments under the plan are
grandfathered, even though the employee was not actually a partic-
ipant in the plan on February 17, 1993.

The fact that a plan was in existence on February 17, 1993, is
not by itself sufficient to qualify the plan for the exception for bind-
ing written contracts.

The exception for remuneration paid pursuant to a binding writ-
ten contract ceases to apply to amounts paid after there has been
a material modification to the terms of the contract. The exception
does not apply to new contracts entered into or renewed after Feb-
ruary 17, 1993. For purposes of this rule, any contract that is en-
tered into on or before February 17, 1993, and that is renewed
after such date is treated as a new contract entered into on the day
the renewal takes effect. A contract that is terminable or
cancelable unconditionally at will by either party to the contract
without the consent of the other, or by both parties to the contract,
is treated as a new contract entered into on the date any such ter-
mination or cancellation, if-made, would be effective. However, a
contract is not treated as so terminable or cancelable if it can be
terminated or cancelled only by terminating the employment rela-
tionship of the covered employee.

Effective Date

The provision applies to compensation that is otherwise deduct-
ible by the corporation in a taxable year beginning on or after Jan-
uary 1, 1994.
8. Reduce compensation taken into account for qualified re-tirement plan purposes (sec. 8212 of the bill and sees.

401(a)(17), 404(1), 408(k), and 505(b)(7) of the Code)

Present Law

Under present law, the amount of a participant's compensation
that can be taken into account under a tax-qualified pension plan
is limited (sec. 401(a)(17)). The limit applies for determining the
amount of the employer's deduction for contributions to the plan as
well as for determining the amount of the participant's benefits.
The limit on includible compensation is $235,840 for 1993, and is
adjusted annually for inflation. The limit in effect at the beginning
of a plan year applies for the entire plan year. The indexed limit
in effect for a plan year does not apply to any prior plan years.

Reasons for Change

The limit on compensation taken into account under a qualified
pension plan serves as a useful backstop to the nondiscrimination
requirements applicable to qualified plans. By limiting the- com-
pensation taken into account under a plan, an employer is deemed
to be providing greater benefits as a percentage of pay to an em-
ployee with compensation in excess of the cap than would be the
case if all of the employee's compensation were taken into account.
As a result, under the nondiscrimination rules rank-and-file em-
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ployees will be entitled to benefits that are a larger percentage of
their pay.

The committee believes that the goal of reducing the extent to
which employers discriminate in the provision of pension benefits
in favor of highly compensated employees can be better served by
reducing further the compensation taken into account under quali-
fied plans.

The committee is aware that in some cases State constitutions
preclude benefit formulas from being reduced. Accordingly- the
committee believes it is appropriate to provide a limited transition
rule *for existing employees of governmental organizations. How-
ever, the committee also believes that State and local governments
should be encouraged to conform their tax-qualified pension plans
to Federal requirements and so, as a condition of the transition re-
lief, requires the Federal compensation limit to be incorporated into
the plan by reference.

The committee believes it is appropriate to provide a delayed ef-
fective date in the case of collectively bargained plans.

Explanation of Provision
Under the bill, the limit on compensation taken into account

under a qualified plan (sec. 401(a)(17)) is reduced to $150,000. This
limit is ind•x.ed for cost-of-living adjustments in increments of
$10,000. Corresponding changes are also made to other provisions
(secs. 404(1), 408(k)(3)(C), (6)(D)(ii), and (8), and 505(b)(7)) that
take into account the section 401(a)(17) limit.

Effective Date

The provision is generally effective for benefits accruing in plan
years beginning after December 31, 1993. Special transition rules
apply in the case of governmental plans and plans maintained pur-
suant to a collective bargaining agreement.

In the case of an eligible participant in a plan maintained by a
State or local government, the limit on compensation taken into ac-
count is the greater of the limit under the proposal and the com-
pensation allowed to be taken into account under the plan as in ef-
fect on July 1, 1993. For purposes of this rule, an eligible partici-
pant is an individual who first became a participant in the plan
during a plan year beginning before the first plan year beginning
after the earlier of: (1) the plan year in which the plan is amended
to reflect the proposal, or (2) December 31, 1995. This special rule
does not apply unless the plan is amended to incorporate the dollar
limit in effect under section 401(a)(17) by reference, effective with
respect to persons other than eligible participants for benefits ac-
cruing in an years beginning aftr December 31, 1995 (or earlier
if the plan amendment so provides).

In the case of a plan maintained pursuant to one or more collec-
tive bargaining agreements ratified before the date of.enactment,
the provision does not apply to contributions or benefits accruing
under such agreements in plan years beginning before the earlier
of (1) the latest of (a) January 1, 1994, (b)the date on which the
last of such collective bargaining agreements terminates (without
regard to any extension or modification on or after the date of en-
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actment), or (c) in the case of a plan maintained pursuant to collec-
tive bargaining under the Railway Labor Act, the date of execution
of an extension or replacement of the last of such collect bargaining
agreements in effect on the date of enactment, or (2) January 1,1997.
9. Deduction for moving expenses for meals and real estate

expenses (sec. 8213 of the bill and sec. 217 of the Code)

Present/law
An employee or self-employed individual may claim a deduction

from gross income for certain expenses incurred as a result of mov-
ing to a new residence in connection with beginning work at a new
location (sec. 217). The deduction is not subject to the floor that
generally limits a taxpayer's allowable miscellaneous itemized de-
ductions to those amounts that exceed two percent of the taxpayer's
adjusted gross income. Any amount received directly or indirectly
by such individual as a reimbursement of moving expenses must be
included in the taxpayer's gross income as compensation (sec. 82).
The taxpayer ma offset this in come by deducting the moving ex-
penses that would otherwise qualify as deductible items under sec-
tion 217.

Deductible moving expenses are the expenses of transporting the
taxpayer and members of the taxpayer's household, as well as
household goods and personal effects, from the old residence to the
new residence; the cost of meals and lodging enroute; the expenses
for pre-move househunting trips; temporary living expenses'for up
to 30 days in the general location of the new job; and certain ex-
penses related to either the sale or settlement of a lease on the old
residence or the purchase of or the acquisition of a lease on a new
residence in the general location of the new job.

The moving expense deduction is subject to a number of limita-
tions. A maximum of $1,500 can be deducted for pre-move
househunting and temporary living expenses in the general loca-
tion of the new job. A maximum of $3,000 (reduced by any deduc-tin lame fr ousehun~tingortmra
tion claimed for or temporary living expenses) can be
deducted for certain qualified expenses for the sale or purchase of
a residence or settlement or acquisition of a lease. If both a hus-
band and wife begin new jobs m the same general location the
move is treated as a single commencement of work. If a husband
and wife file separate returns the maximum deductible amounts
available to each are one-half the amounts otherwise allowed.

Also in order for a taxpayer to claim a moving expense deduc-
tion, the taxpayer's new principal place of work must be at least
35 miles farther from the taxpayer's former*residence than was the
taxpayer's former principal place of work (or at least 35 miles from
the taxpayer's former residence, if the taxpayer has no former place
of work).

Reasons for Change
The committee believes that no deduction is justified for certain

expenses that do not directly relate to the cost of moving. Such ex-
penses include those related to: (1) sale of the old residence, (2) set-
tlement of a lease on the old residence, (3) acquisition of a lease
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on or purchase of a new residence in the general location of the
new job.9 Also, the committee believes that it is unfair to provide
a deduction for such expenses under sec. 217 to some taxpayers
while denying it to others.

Further, the committee believes that the expense of meals in this
context are primarily a personal living expense rather than an ex-
pense incurred for business purposes and should be afforded simi-
lar tax treatment to other personal expenses, namely
nondeductibility.

Finally, the committee believes that the $10,000 overall cap is
necessary to eliminate excessive moving expense deductions.

Explanation of Provision
The provision excludes from the definition of moving expenses:

(1) the costs of selling (or settling an unexpired lease on) the old
residence and buying (or acquiring a lease on) the new residence,
and (2) the costs of meals consumed while traveling and while liv-
ing in temporary quarters near the new workplace. In addition, an
overall $10,000 cap is imposed on allowable moving expenses (in-
cluding expenses subject to the limit on househunting and tem-
porary living expenses) for each qualified move (including foreign
moves). The $10,000 amount is indexed for inflation occurring after
December 31, 1993.

Effective Date
Generally, the provision is effective for expenses incurred after

December 31, 1993.
10. Modify estimated tax requirements for individuals (sec.

8214 of the bill and sec. 6654 of the Code)

Present Law

Under present law, an individual taxpayer generally is subject to
an addition to tax for any underpayment of estimatedtax. An indi-
vidual generally does not have an underpayment of estimated tax
if he or she makes timely estimated tax payments at least equal
to: (1) 100 percent of the tax shown on the return of the individual
for the preceding year (the "100 percent of last year's liability safe
harbor") or (2) 90 percent of the tax shown on the return for the
current year. Income tax withholding from wages is considered to
be a payment of estimated taxes. For estimated tax purposes, some
trusts and estates are treated as individuals.

In addition, for taxable years beginning after 1991 and before
1997, a special rule provides the 100 percent of last year's liability
safe harbor generally is not available to a taxpayer that (1) has a
modified adjusted gross income (AGI) in the current year that ex-
ceeds the taxpayer's AGI in the preceding year by more than
$40,000 ($20,000 in the case of a separate return by a married indi-
vidual) and (2) has a modified AGI in excess of $75,000 in the cur-
rent year ($37,500 in the case of a separate return by a married
individual).

39These amounts may generally be capitalized into the basis of the underlying asset.
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Reasons for Change
The committee believes that the application of the special rule

that denies the use of the 100 percent of last year's liability safe
harbor is tunduly cumbersome. In order to simplify the calculation.
of estimated taxes for individuals, the special rule is replaced with
a new, permanent safe harbor that applies to individuals with a
preceding year AGI above a certain threshold.

Explanation of Provision
The special rule that denies the use of the 100 percent of last

year's liability safe harbor is repealed for taxable years beginning
after 1993. However, the 100 percent of last year's liability safe
harbor is modified to be a 110 percent of last year's liability safe
harbor for any individual with an AGI of more than $150,000
($75,000 in the case of a married individual filing a separate return
in the current year) as shown on the return for the preceding tax-
able year. For this purpose, the AGI of a trust or an estate is deter-
mined pursuant to rules similar to those in Code section 67(e).

For taxable years beginning after 1993, the bill does not change
the availability of (1) the 100 percent of last year's liability safe
harbor for an individual with a preceding year AGI of $150,000 or
less, or (2) the present-law rule that allows any individual to base
estimated tax payments on 90 percent of the tax shown on the re-
turn for the current year.

Effective Date
The provision is effective for estimated tax payments applicable

to taxable years beginning after December 31, 1993.
11. Increase taxable portion of Social Security and Railroad

Retirement Tier 1 benefits (sec. 8215 of the bill and sec.
86 of the Code)

Present Law
Under present law, a portion of Social Security and Railroad Re-

tirement Tier 1 benefits is includible in gross income for taxpayers
whose provisional incomes exceed a threshold amount. For pur-
poses of this computation, a taxpayer's provisional ificome includes
modified adjusted gross income (adjusted gross income plus tax-ex-
empt interest plus certain foreign source income) plus one-half of
the taxpayer's Social Security or Railroad Retirement Tier 1 bene-
fit. The threshold amount is $25,000 for unmarried taxpayers,
$32,000 for married taxpayers filing joint returns, and $0 for mar-
ried taxpayers filing separate returns. A taxpayer is required to in-
clude in gross income the lesser of: (1) 50 percent of the taxpayer's
Social Security or Railroad Retirement Tier 1 benefit, or (2) 50 per-
cent of the excess of the taxpayer's provisional income over the ap-
plicable threshold amount.

Proceeds from the income taxation of these benefits are credited
quarterly to the Old-Age and Survivors Insurance Trust Fund, the

disability Insurance Trust Fund, or the Social Security Equivalent
Benefit Account (of the Railroad Retirement system), as appro-
priate.

69--501 0 - 93 - 5
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Reasons for Change
The committee desires to more closely conform the income tax

treatment of Social Security benefits and private pension benefits
by increasing the amount of Social Security benefits included in
gross income for certain higher-income beneficiaries. Moreover, the
committee recognizes that reducing the exclusion of these benefits
would enhance both the horizontal and vertical equity of the indi-
vidual income tax system by treating all income in a more similar
manner. To limit the effect of this provision to taxpayers with a
greater ability to pay taxes, a second threshold would be created
at a level greater than the present-law threshold for Social Security
benefit inclusion. Further, the committee believes that revenues at-
tributable to the increased portion of Social Security benefits in-
cluded in gross income should be dedicated to the Medicare Hos-
pital Insurance (HI) Trust Fund because this fund is currently in
a weak financial position.

Explanation of Provision

The bill creates a second tier of Social Security benefit inclusion
in gross income. Present-law inclusion rules will apply to taxpayers
with provisional income below $32,000 for unmarried taxpayers or
$40,000 for married taxpayers filing joint returns.

For taxpayers with provisional incomes above- these higher
thresholds, gross income will include the lesser of:

(1) 85 percent of the taxpayer's Social Security benefit or
(2) the sum of:

(a) the smaller of (i) the amount included under present
law; or (ii) $3,500 (for unmarried taxpayers) or $4,000 (for
married taxpayers filing joint returns),*plus,(b) 85 percent of the excess of the taxpayer's provisional
income over the applicable new threshold amounts.

*These figures equal 50 percent of the difference between the present law thresh-
olds for 50 percent Social Security benefit inclusion and the proposed new thresh-
olds for 85 percent Social Security benefit inclusion.

For married taxpayers filing separate returns, gross income will
include the lesser of 85 percent of the taxpayer's Social Security
benefit or 85 percent of the taxpayer's provisional income.

For purposes of this computation, a taxpayer's provisional income
(modified adjusted gross income plus one-half of the taxpayer's So-
cial Security or Railroad Retirement Tier 1 benefit) is calculated
the same as under present law.

Revenues from the income taxation of Social Security and Rail-
road Retirement Tier 1 benefits attributable to the increased por-
tion of benefits included in gross income will be transferred to the
Medicare Hospital Insurance (HI) Trust Fund.

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

cember 31, 1993.
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B. Business Provisions

1. Increase corporate tax rate for taxable income over $10
million (sec. 8221 of the bill and sec. 11 of the Code)

Present Law

The highest marginal tax rate imposed on the taxable income of
corporations is 34 percent. The maximum rate of tax on corporate
net capital gain is also 34 percent. This rate applies to income in
excess of $75,000. A 15-percent rate applies to taxable income not
exceeding $50,000 and a 25-percent rate applies to taxable income
over $50,000 and not exceeding $75,000. A corporation with taxable
income in excess of $100,000 is required to increase its tax liability
by the lesser of 5 percent of the excess or $11,750. This increase
in tax phases out the benefits of the 15- and 25-percent rates for
corporations with taxable income between $100,000 and $335,000;
a corporation with taxable income in excess of $335,000, in effect,
pays tax at a flat 34-percent rate.

Reasons for Change

The committee believes that raising the top marginal tax rate for
profitable corporations by one percentage point is an appropriate
means to help reduce the budget deficits projected for the Federal
Government.

Explanation of Provision

The bill provides a new 35-percent marginal tax rate on cor-
porate taxable income in excess of $10 million. The maximum rate
of tax on corporate net capital gains is also 35 percent.

A corporation with taxable income in excess of $15 million is re-
quired to increase its tax liability by the lesser of 3 percent of the
excess or $100,000. This increase in tax recaptures the benefits of
the 34-percent rate in a manner analogous to the recapture of the
benefits of the 15- and 25-percent rates.

Effective Date

The 35-percent marginal rate is effective for taxable years begin-
ning on or after January 1, 1993. Under existing law provisions re-
garding changes in tax rates during a taxpayer's taxable year (sec-
tion 15 of the Code), a fiscal year corporation is required to use a
"blended rate" for its fiscal year that includes January 1, 1993. Ac-
cordingly, the corporation's tax liability will be a weighted average
of the tax resulting from applying the existing corporate rate
schedule and the tax resulting from applying the changes described
above, weighted by the number of days before and after January
1, 1993. Penalties for the underpayment of estimated taxes, how-
ever, are waived for underpayments of 1993 taxes attributable to
the changes in tax rates.
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2. Disallowance of deduction for lobbying expenditures (see.
8222 of the bill and see. 162(e) and new secs. 2801 and
60500 of the Code)

Present Law

Trade or business expenses
Taxpayers engaged in a trade or business generally are allowed

a deduction for all ordinary and necessary expenses paid or in-
curred during the taxable year in carrying on such trade or busi-
ness (sec. 162). Present-law section 162(e)(1) specifically provides a
deduction for certain so-called "direct lobbying" expenses (including
travel expenses, costs of preparing testimony, and a portion of
dues) paid in carrying on a trade or business if such expenses are
(1) in direct connection with appearances before, submissions of
statements to, or sending communications to, the committees, or in-
dividual members, of Congress or of any legislative body of a State,
a possession of the United States, or a political subdivision of any
of the foregoing with respect to legislation or proposed legislation
of direct interest to the taxpayer, or (2) in direct connection with
communication of information between the taxpayer and an organi-
zation of which he is a member with respect to legislation or pro-
posed legislation of direct interest to the taxpayer and to such orga-
nization. 40

Section 162(e)(2) provides, however, that no deduction is allowed
for any amount paid (whether by contribution, gift, or otherwise)
for participation or intervention in any political campaign (i.e., "po-
litical campaign" expenses) or if paid in connection with any at-
tempt to influence the general public, or segments thereof, with re-
spect to legislative matters, elections, or referendums (i.e., "grass
roots lobbying").

Treasury Department regulations further provide that if expendi-
tures for lobbying purposes do not meet the requirements of section
162(e)(1), then such expenditures are not deductible as ordinary
and necessary business expenses (Treas. Reg. sec. 1.162-20(c)(1)).41

The regulations provide, however, that expenditures for institu-
tional or "good will" advertising which keeps the taxpayer's name
before the public are generally deductible, provided such expendi-
tures are related to the patronage the taxpayer might reasonably
expect in the future (Treas. Reg. sec. 1.162-20(aX2)). 4z

"4°Prior to 1963. Treasury Department regulations (originally dating back to 1915) provided
that all expenditures for lobbying purposes, for the promotion or defeat of legislation, for politi-
cal campaign purposes, or for propaganda (including advertising) related to any such purposes,
were not deductible as "ordinary and necessary" business expenses. See Cammarano v. United
States, 358 U.S. 498 (1959Xupholding validity of regulation denying deduction for lobbying ex-
penses, even if expenses related to proposed legislation that affected the very survival of the
taxpayer's business). In response to the Cammarano decision, Congress enacted, as part of the
Revenue Act of 1962, the statutory rule contained in section 162(eXl) specifically allowing a de-
duction for certain "direct lobbying" expenses.4 1Thus, lobbying of foreign government officials is not a deductible business expense under
section 162.

42See also Proposed Treasury Regulation section 1.162-20(cX4) (propose November 25, 1980),
providing a three-part test to distinguish nondeductible "grass roots* lobbying from deductible
institutional advertising.



123

Rules governing lobbying by tax-exempt organizations
Non-charitable tax-exempt organizations.-Although most tax-ex-

empt organizations other than charitable organizations (e.g., social
welfare organizations and trade associations) generally may engage
in unlimited lobbying efforts, some restrictions do exist. If political
campaign or grass roots lobbying activities constitute a substantial
part of the activities of an organization, such as a labor union or
a trade association, the portion of dues or other payments to the
organization that is attributable to such activities cannot be de-
ducted by the payor under section 162.

Charitable organizations.-A charitable organization otherwise
described in section 501(c)(3) is not entitled to tax-exempt status
under that section if a substantial part of its activities is "carrying
on propaganda, or otherwise attempting, to influence legislation." 4
There is no statutory definition under section 501(cX3) of "propa-
ganda, or otherwise attempting, to influence legislation," but Treas-
ury regulations provide that an organization will be regarded as"attempting to influence legislation" if it (1) contacts, or urges the
public to contact, members of a legislative body for the purpose of
proposing, supporting, or opposing legislation, or (2) advocates the
adoption or rejection of legislation (meaning action by Congress or
another legislative body). Treas. Reg. sec. 1.501(c)(3)-1(c)(3). How-
ever, an organization will not fail to meet the requirements of sec-
tion 501(c)(3) merely because it advocates, as an insubstantial part
of its activities, the adoption or rejection of legislation. Id. More-
over, conducting nonpartisan research (while not advocating legis-
lative action) is not considered lobbying for purposes of the section
501(cX3) restriction, nor is seeking to protect the organization's
own existence or responding to a governmental request for testi-
mony. 44

For public charities making the section 501(h) election, permitted
lobbying expenditures are measured against a specific arithmetical
test.4 5 Under section 501(h), "lobbying expenditures" are defined as"expenditures for the purpose of influencing legislation (as defined
in section 4911(d))." Section 4911(d), in turn, defines the term "in-fluencing legislation" as-

"(A) any attempt to influence any legislation through an at-
tempt to affect the opinions of the general public or any seg-
ment thereof, and

43See Regan v. Taxation With Representation, 461 U S. 540 (1983Xupholding constitutionality
of section M0i(MX3) lobbying restriction on grounds that legislature is not required to subsidize
lobbying through a tax exemption or deduction)."44See Rev. Rul. 70-79, 1970-1 C.B. 127; Rev. Rul. 70-449, 1970-2 C.B. 111; Slee v. Commr,
42 F.2d 184 (2d Cir. 1930).4eFor organizationstmaking •the section 501(h) election, the allowable amount of all lobbying
expenditures for any tax year is the lesser of: (1) $1 million or (2) the sum of (a) 20 percentof the first $500,000 of the organization's exempt purpose expenditures for the year.plus (b)
15 percent of the next $500,000 of such expenditures, plus (c) 10 percent of the third $500,000
of such expenditures, plus (d) five percent of any additional such expenditures. "Grass roots"
lobbying expenditures are limited to 25 percent of the overall permissible lobbying amount (sec.
4911(c)). Certain affiliated organizations are treated as one organization for purposes of applying
the section 501(h) arithmetical test.

Under section 501(h), if lobbying expenditures (for either all lobbying or grass roots lobbying
in particular) made during a taxable year exceed the allowable amounts, an excise tax is im-
posed on the organization equal to 25 percent of the excess lobbying expenditures (sec. 4911(a)).
If the sum of the electing organization's lobbying expenditures during a four-year-penod exceeds
150 percent of the sum of the allowable amounts during that period, then the organization loses
its tax-exempt status under section 50M(cX3)(Treas. Reg. sec. 1.501(h)-3(b)).
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(B) any attempt to influence any legislation through commu-
nication with any member or employee of a legislative body,
or with any government official or employee who may partici-
pate in the formulation of the legislation." 47

However, section 4911(dX2) specifically excludes from the defini-
tion of "influencing legislation" the following activities:

"(A) making available the results of nonpartisan analysis,
study, or research. 4 s

(B) providing o# technical advice or assistance (where such
advice would otherwise constitute the influencing of legisla-
tion) to a governmental body or to a committee or other sub-
division thereof in response to a written request by such body
or subdivision, as the case may be; 49

(C) appearances before, or communications to, any legislative
body with respect to a possible decision of such body which
might affect the existence of the organization, its powers and
duties, tax-exempt status, or the deduction of contributions to
the organization;

(D) communications between the organization and its bona
fide members with respect to legislation or proposed legislation
of direct interest to the organization and such members, other
than communications which directly encourage members to
contact a legislative body in an attempt to influence legislation,
or which directly encourage members to urge persons other
than members to attempt to affect the opinions of the general
public or to contact a legislative body in an attempt to influ-
ence legislation; and

47 Forpurposes of section 4911, the term "legislation" includes action taken by a legislative
body, meaning the "introduction, amendment, enactment, defeat, or repeal of Acts, bills, resolu-
tions, or similar items" but does not include action taken by executive, judicial, or administra-tive bodies. See Treas. Reg. sec. 56.4911-2(d).

"40Under the section 4911 regulations, "nonpartisan analysis, study, or research" means an
independent and objective exposition of a particular subject matter, including any activity that
is "educational" within the meaning of Treasury Regulation section 1.501(cX3)-1(dX3). Thus,"nonpartisan analysis study, or research" may advocate a particular position or viewpoint so
long as there is a sufficiently full and fair exposition of the pertinent facts to enable the public
or an individual to form an independent opinion or conclusion. The mere presentation of unsup-
ported opinion, however, does not qualify as "nonpartisan analysis, study, or research." The de-
termination of whether a publication or broadcast qualifies as "nonpartisan analysis, study, or
research" generally is made on a presentation-by-presentation basis, but if a publication is pre-
pared as part of a series, the series as a whole will be judged against the standards determining
whether it is "nonpartisan analysis, study or research." Nonpartisan analysis may be made
available to the general public, a segment thereof, or governmental bodies. Communications may
not be limited to, or be directed toward, persons who are interested solely in one side of a par-
ticular issue. Tress. Reg. sec. 56.4911-2(cX1).

Furthermore, a Treasury regulation under section 4911 provides that examinationsos and dis-
cussions of broad social, economic, and similar problems are neither direct lobbying communica-
tions ... nor grass roots lobbying communications ... even if the problems are of the type with
which government would be expected to deal ultimately. Thus, ... lobbying communications do
not include public discussion, or communications with members of legislative bodies or govern-
mental employees, the general subject of which is also the subject of legislation before a legisla-
tive body, so long as such discussion does not address itself to the merits of a specific legislative
propsal and so long as such discussion does not directly encourage recipients to take action
with respect to legislation." Tress. Reg. sec. 56.4911-2(cX2)."49Under this exception, the request for assistance or advice must be made in the name of the
requesting governmental body, committee, or subdivision rather than an individual member
thereof; and the response to such request must be made available to every member of the re-
questing body, committee, or subdivision. Treasury regulations further provide that because
such assistance or advice may be given only at the express request of a governmental body, the
oral or written presentation of auch assistance or advice need not qualify as nonpartisan analy-
sis, study or research. The offering of opinions or recommendations will ordinarily qualify under
this exception only if such opinions or recommendations are specifically requested by the govern-
mental body or are directly related to the materials so requested (Treas. Reg. seca. 56.4911-
2(cX3) and 53.4945-2(dX2)).



125

(E) any communication with a government official or em-
ployee, other than-

(i) a communication with a member or employee of a leg-
islative body (where such communication would otherwise
constitute the influencing of legislation), or

(ii) a communication the principal purpose (of which is
to influence legislation.

Private foundations.-Private foundations (as distinguished from
public charities) generally are subject to penalty excise taxes under
section 4945 if they engage in any direct or grass roots lobbying,
even if not substantial. For purposes of section 4945, lobbying is
defined in a manner similar to the definition under section 4911(d).
Specifically, the section 4945 penalty excise taxes do not apply to
nonpartisan analysis, the provision of technical advice to a govern-
mental body in response to a written request, or lobbying before a
legislative body with respect to a possible decision of such body
which might affect the existence of the private foundation, its pow-
ers and duties, its tax-exempt status, or the deduction of contribu-
tions to such foundation (sec. 4945(e)).

Reasons for Change
The committee has determined that it is appropriate to deny a

business deduction for certain lobbying expenses.

Explanation of Provision
Under the bill, no deduction is allowed for amounts paid for cer-

tain lobbying activities before Congress and Federal agencies, as
well as State and local legislative-bodies. 46 The present-law rule
disallowing business deductions for expenses of grass roots lobby-
ing and participation in political campaigns will remain in effect.

General rule
The bill disallows a deduction for amounts paid or incurred for

any "lobbying contact," meaning (1) in the case of a "lobbyist" (as
defined below), any oral or written communication with a legisla-
tive branch official or employee or certain high-ranking Federal ex-
ecutive branch officials, 47 and (2) in the case of any other person

"4eThe provision applies to attempts to influence State and local legislation but not to attempts
to influence actions of State or local executive branch or administrative bodies. For purposes
of the provision, the term "legislation" has the same meaning as under present-law section
491(eK2), which defines "legislation" as including "action with respect to Acts, bills, resolutions,
or similar items by the Congress, any State legislature, any local council, or similar governing
body, or by the public in a referendum, initiative, constitutional amendment, or similar proce-
dure.

Treasury regulations provide that "legislation" for purposes of section 4911(eX2) includes ac-
tion by legislative bodies but does not include action by "executive, judicial, or administrative
bodies" (Tress. Reg. sec. 56.4911-2(dX3)). Treasury regulations furtherprovide that "administra-
tive bodies" includes school boards, housing authorities, sewer and water districts, zoning
boards, and other similar special purpose bodies, whether elective-or appointive (Treas. Reg. sec.
56.4911-2(dX4)). Thus, communications with, and attempts to influence, members of a local zon-
ing board (acting in their capacity as members of that board, regardless of whether or not such
members are elected to their position) will not be affected by the provision.4?The provision applies to the costs of communications with the following Federal executive
branch officials: (1) the President; (2) the Vice President; (3) any officer or employee of the Exec-
utive Office of the President other than a clerical or secretarial employee; (4) any officer or em-
ployee serving in an Executive level I, II, III, IV, or V position, as designated in statute or ExOc-
utive order (such as Secretaries, Deputy Secretaries and Assistant Secretaries, Directors, and

Continued
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(i.e., a non-lobbyist), any oral or written communication (a) with a
legislative branch official or employee in an attempt to influence
the formulation of legislation or (b) with certain high-ranking Fed-
eral executive branch officials in an attempt to influence legislation
or the formulation of a Federal rule, regulation, Executive order, or
any other program, policy, or position of United States, or-in at-
tempt to influence the administration or execution of a Federal pro-
gram or policy (with certain exceptions described below).
Exceptions to general rule'48

Exception for legislative lobbying.-The provision does not apply
to amounts incurred for contacting a legislative branch official or
employee if such contact is required by subpoena, civil investigative
demand, or otherwise compelled by statute or other action of Con-
gress or a State or local legislative body.

Exceptions for Federal executive branch lobbying.-Exceptions to
the provision's general disallowance rule for lobbying of certain
high-ranking Federal executive branch officials are provided for
contacts that are (1) compelled by statute, regulation, or other ac-
tion of a Federal agency, (2) communications with respect to the
administration or execution of Federal programs or policies (includ-
ing the award of a Federal contract, grant, or license) if such com-
munications are made to executive branch officials in the agency
responsible for taking such action who serve in the Senior Execu-
tive Service, or who are members of the uniformed services whose
pay grade is lower than 0-9 under 37 U.S.C. section 201,49 (3) writ-
ten comments filed in a public docket or other communications that
are made on the record in a public proceeding, (4) made in response
to a notice in the Federal Register, Commerce Business Daily, or
similar publication soliciting communications from the public and
directed to the agency official specifically designated in the notice
to receive such communications, (5) made to agency officials with
regard to judicial proceedings, criminal or civil law enforcement in-
quiries, investigations or proceedings, or filings required by statute
or regulation, (6) made in compliance with written agency proce-
dures regarding an adjudication conducted by the agency under 5
U.S.C. section 554 (or substantially similar provisions), or (7) made
on behalf of an individual with regard to such individual's benefits,
employment, other personal matters involving only that individual,
or disclosures by that individual pursuant to applicable whistle-
blower statutes.
Commissioners); (5) any officer or employee serving in a Senior Executive Service position as

defined under 5 U.S.C. section 3232(aX2); (6) any member of the uniformed services whose pay
prade is at or in excess of 0.7 under 37 ti.S.C. section 201; and (7) any officer or employee serv-
ing in a position of confidential or policy-deteriniing character under Schedule Co0 the ex-
cepted service pursuant to 5 U.S.C. section 7511. Under the Lobbying Disclosure Act of 1993
(S. 349), as passed by the Senate on May 6, 1993, such Federal executive branch officials are
referred to as "covered executive branch officials," communications to whom are subject to the
Act's reporting requirements.4 5These exceptions (along with others not included in the proposal) are included in the Lobby-
ing Disclosure Act of 1993 (S. 349), as passed by the Senate on May 6, 1993.

"4 This exception applies to communications with a high-ranking Federal executive branch offi-
cial with respect to the administration or execution of a Federal program or policy, but (as pro-
vided under the Lobbying Disclosure Act of 1993, as passed by the Senate on May 6, 1993) the
exception does not a pply to communications with respect to the formulation (or modification,
adoption, or repeal) of a Federal rule, regulation, Executive order, or any other program, policy,
or position of the United States.
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Definition of "lobbyist"
As described above, the bill provides for a presumption that com-

munications made by "lobbyists" to certain government officials are
nondeductible lobbying. In contrast, communications made by other
persons (i.e., non-lobbyists) to certain government officials are non-
deductible lobbying only if such communications are made in an at-
tempt to influence legislation or certain Federal executive branch
actions.W For purposes of the bill, the term "lobbyist" has a mean-
ing similar to the definition under the Lobbying Disclosure Act of
1993 (S. 349), as passed by the Senate on May 6, 1993, and in-
cludes any person who is employed or retained by another for fi-
nancial or other compensation to perform services that include any
attempt to influence the formulation of legislation or the formula-
tion or administration of Federal rules, regulations, programs, or
policies (with the exceptions described above).

The definition of "lobbyist" includes both "in-house" lobbyists who
are hired as employees and "outside" lobbyists who are hired as
independent contractors. The term "lobbyist" does not include a
person whose lobbying activities are only incidental to, and are not
a significant part of, the services provided by such person to the
client. Consistent with the legislative history of the Lobbying Dis-
closure Act of 1993, it is intended that a person who spends less
than 10 percent of his or her time for a particular client on lobby-
ing activities for that client would not be a "lobbyist" (with regard
to that client).

Under the bill, the determination of whether an individual is a
"lobbyist" is made on a client-by-client basis. That is, a person may
be a "lobbyist" for a particular client on the basis of the services
provided for that client, but the same person may not be a "lobby-
ist" with respect to a different client.
Activities in support of lobbying

The bill disallows the costs of activities in support of a "lobbying
contact" (as defined above), including (1) any preparation or plan-
ning activity relating to a lobbying contact (including, in the case
of a lobbyist, the formulation, review, and management of the lob-
bying contacts on behalf of a client), (2) any research or other back-
ground work relating to a lobbying contact, and (3) any activity co-
ordinating the lobbying activity of two or more persons.51

80The committee intends that, with respect to persons who are not lobbyists," the Secretary
of the Treasury will provide guidance for distinguishing (1) attempts to influence legislation or
certain Federal executive branch actions, from (2) mere monitoring of legislative or executive
branch activities where there is no attempt to influence the formulation of legislation or execu-
tive branch regulations or policies. In cases where an individual or organization monitors legis-
lative activities or Federal executive branch actions and subsequently attempts to influence the
outcome of the same (or similar) legislative or executive branch actions, it is intended that the
costs of the monitoring activities generally will be treated as nondeductible lobbying expenses.

SThebill contains a special provision to prevent a "cascadin& of the lobbying disallowancerule. The bill provides that in the case of any tapayer engaged in the trade or business of lob-
bying activities (e.g., a lobbying consultant hired by a client) or any taxpayer who is an em-
ployee and is reimbursed by his employer for lobbying expenses, the disallowance rule will not
apply to expenditures of the taxpayer in conducting lobbying activities on behalf of another per.
son or his employer (but shall apply to payments made by the client or employer to the tax-
payer).

The committee intends that the Secretary of the Treasury will permit taxpayers to adopt rea-
sonable methods for allocating expenses to their lobbying and other coordinating activities in
order to reduce taxpayer recordkeeping responsibilities.
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In addition, the bill provides for a per se rule that disallows a de-
duction for any amount paid or incurred in connection with the
providing of meals, entertainment, or travel to legislative officials
or employees or certain high-ranking Federal executive branch offi-
cials referred to above (or to an individual accompanying such offi-
cial or employee).

Dues paid to trade associations
The bill provides for a flow-through rule to disallow a deduction

for a portion of the membership dues (or other similar amounts)
paid by a person to a tax-exempt organization (other than a charity
eligible to receive tax-deductible contributions) if such dues are al-
locable to lobbying activities conducted by the organization. For
this purpose, lobbying expenditures incurred by an organization
are treated as paid first from dues (or other similar amounts) col-
lected by the organization.

Tax-exempt organizations are required by the bill to annually re-
port to their members (and the IRS) the portion of membership
dues allocable to lobbying activities. However, a de minimis excep-
tion is provided, so that flow-through reporting to members or the
IRS is not required if the lobbying expenditures of the organization
for the calendar year are less than $2,000.52 Penalties may be im-
posed under present-law section 6721 on organizations for failing
to make the required flow-through information reporting.

The Secretary of the Treasury is granted authority to provide by
regulation that the reporting requirement applicable to tax-exempt
organizations will not apply where unnecessary to effectuate the
purposes of the proposal (e.g., where the disallowed portion of such
expenditures will not materially affect the tax liability of dues-pay-
ing members, as, for example, where a tax-exempt organization de-
rives no more than an insubstantial portion of its dues income from
persons entitled to deduct the dues in determining their taxable in-
come).

Limited flow-through for charities
The bill provides for a targeted flow-through of the lobbying dis-

allowance rule when, under certain circumstances, a business
makes a contribution or other payment to a charity eligible to re-
ceive tax-deductible contributions under section 170.13 Such a pay-
ment to a charity will receive the same treatment as payments to
a trade association that are allocable to lobbying 54 if (1) the lobby-
ing activities of the charity are of direct financial interest to the
payor's (or a related person's) trade or business, and (2) the payor
makes total payments to the charity during the year exceeding

62For purposes of determining whether the $2,000 de minimis exception applies, an organiza-
tion rurd take into account direct expenses incurred for obbyi activities (i.e., labor
and materials costs and fees paid to outsiders for lobbying) but need not take into account indi-
rect expenses (i.e., a portion of general overhead) otherwise allocable to lobbying."The flow.through rule for charities does not apply to churches described in present-law sec-
tion 170(bX1XAXi).Thus, contributions to churches are not affected by the bill's lobbying provi-
sion.

" Lobbng expenses incurred by a charity (to the extent described in the text) are treated
as paid first from contributions, dues, or other amounts paid by contributors or members that
have a direct business interest in the outcome of the charity's lobbying activities.



129

$2,000. In such cases, a portion of a payment that otherwise may
be deductible under section 170 is disallowed.55

Effective Date
The provision is effective for amounts paid or incurred after De-

cember 31, 1993.22
3. Mark-to-market accounting method for dealers in securi-

ties (sec. 8223 of the bill and new sec. 475 of the Code)

Present Law

A taxpayer that is a dealer in securities is required for Federal
income tax purposes to maintain an inventory of securities held for
sale to customers. A dealer in securities is allowed for Federal in-
come tax purposes to determine (or value) the inventory of securi-
ties held for sale based on: (1) the cost of the securities; (2) the
lower of the cost or market (LCM) value of the securities; or (3) the
market value of the securities.

If the inventory of securities is determined based on cost, unreal-
ized gains and losses with respect to the securities are not taken
into account for Federal income tax purposes. If the inventory of
securities is determined based on the LCM value, unrealized losses
(but not unrealized gains) with respect to the securities are taken
into account for Federal income tax purposes. If the inventory of
securities is determined based on market value, both unrealized
gains and losses with respect to the securities are taken into ac-
count for Federal income tax purposes.

Under the so-called "wash sale rule," losses on the sale of securi-
ties are not allowed if the taxpayer acquires substantially identical
securities within 30 days of the loss transaction. The wash sale
rule does not apply to security dealers. Thus, a securities dealer
that determines its inventory based on the cost of its securities
may recognize losses on those securities that have built-in losses by
selling the securities at year end, even if identical securities are ac-
quired immediately to replenish the dealer's inventory.

Reasons for Change

Inventories of securities generally are easily valued at year end,
and, in fact, are currently valued at market by some securities
dealers in adjusting their inventory using the LCM method for
Federal income tax purposes. The committee believes that the cost
method and the LCM method generally understate the income of
securities dealers and that the mark-to-market method most clear-
ly reflects their income. Denial of the LCM method to securities

dealers would have little effect because of the dealers' exemption
from the wash sale rule. Consequently, the bill generally requires
securities dealers to mark their securities inventories to market for
Federal income tax purposes.

"The bill provides that no tax shall be imposed under present-law section 4911 with respect
to any amount as to which a deduction is disallowed under the bill's lobbying provision. Any
such amount, however, is to &e taken into account for purposes of determining under section
501(h) whether a charity normally makes lobbying expenditures in excess of its lobbying ceiling
amount and, therefore, is not entitled to tax-exempt status.
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The committee also believes that hedges of securities that are
subject to the bill should be treated in a manner similar to the
hedged securities. Thus, the bill provides that such hedges are to
be marked to market and any gain or loss with respect to such
hedges will be treated as ordinary gain or loss.

Explanation of Provision

In general
The bill provides two general rules (the "mark-to-market rules")

that apply to certain securities that are held by a dealer in securi-
ties. First, any such security that is inventory in the hands of the
dealer is required to be included in inventory at its fair market
value. Second, any such security that is not inventory in the hands
of the dealer and that is held as of the close of any taxable year
is treated as sold by the dealer for its fair market value on the last
business day of the taxable year and any gain or loss is required
to be taken into account by the dealer in determining gross income
for that taxable year."

If gain or loss is taken into account with respect to a security by
reason of the second mark-to-market rule, then the amount of gain
or loss subsequently realized as a result of a sale, exchange, or
other disposition of the security, or as a result of the application
of the mark-to-market rules, is to be appropriately adjusted to re-
flect such gain or loss. In addition, the bill authorizes the Treasury
Department to promulgate regulations that provide for the applica-
tion of the second mark-to-market rule at times other than the
close of a taxable year or the last business day of a taxable year.

The mark-to-market rules do not apply for purposes of determin-
ing the holding period of any security. In addition, the mark-to-
market rules do not apply in determining whether gain or loss is
recognized by any other taxpayer that may be a party to a contract
with a dealer in securities.

Character of gain or loss
Any gain or loss taken into account under the provision (or any

gain or loss recognized with respect to a security that would be
subject to the provision if held at the end of the year) generally is
treated as ordinary gain or loss. This special character rule does
not apply to any gain or loss allocable to any period during which
the security (1) is a hedge of a position, right to income, or a liabil-
ity that is not subject to a mark-to-market rule under the provi-
sion, or (2) is held by the taxpayer other than in its capacity as a
dealer in securities. In addition, the special character rule does not
apply to any security that is improperly identified (as described in
detail below) by the taxpayer.

No inference is intended as to the character of any gain or loss
recognized in taxable years prior to the enactment of this provision
or any gain or loss recognized with respect to any property to
which this special character rule does not apply.

" For purposes of this provision, a security is treated as sold to a person that is not related
to the dealer even if the security is itself a contract between the dealer and a related person.
Thus, for example, sections 267 and 707(b) of the Code are not to apply to any loss that is re-
quired to be taken into account under this provision.
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Definitions
A dealer in securities is defined as any taxpayer that either (1)

regularly purchases securities from, or sells securities to, customers
in the ordinary course of a trade or business, or (2) regularly offers
to enter into, assume, offset, assign, or otherwise terminate posi-
tions in securities with customers in the ordinary course of a trade
or business.

A security is defined as: (1) any share of stock in a corporation;
(2) any partnership or beneficial ownership interest in a widely-
held or publicly-traded partnership or trust; (3) any note, bond, de-
benture, or other evidence of indebtedness; (4) any interest rate,
currency, or equity notional principal contract (but not any other
notional principal contract such as a notional principal contract
that is based on the price of oil, wheat, or other commodity); and
(5) any evidence of an interest in, or any derivative financial in-
strument in, any currency or in a security described in (1) through
(4) above, including any option, forward contract, short position, or
any similar financial instrument in such a security or currency.
Such term includes an obligation to acquire a security.

In addition, a security is defined to include any position if: (1)
the position is not a security described in the preceding paragraph;
(2) the position is a hedge with respect to a security described in
the preceding paragraph; and (3) before the close of the day on
which the position was acquired or entered into (or such other time
as the Treasury Department may specify in regulations), the posi-
tion is clearly identified in the dealer's records as a hedge with re-
spect to a security described in the p receding paragraph.

A security, however, is not to include a contract to which section
1256(a) of the Code applies, unless such contract is a hedge of a
security to which the provision applies. The special character rule
of the bill (rather than the special character rule of section 17256(a))
will apply to any such contract that is a hedge of a security to
which the bill applies.

A hedge is defined as any position that reduces the dealer's risk
of interest rate or price changes or currency fluctuations, including
any position that is reasonably expected to become a hedge within
60 days after the acquisition of the position.
Exceptions to the mark-to-market rules

Notwithstanding the definition of security, the mark-to-market
rules generally do not apply to: (1) any security that is held for in-
vestment; 57 (2) any security which is a hedge with respect to a se-
curity that is not subject to the mark-to-market rules (i.e., any se-
curity that is a hedge with respect to a security held for invest-
ment); or (3) any security which is a hedge with respect to a posi-
tion, right to income, or a liability that is not a security in the
hands of the taxpayer. 58 Securities held for investment include
debt instruments acquired (included originated) by the taxpayer in

87 To the extent provided in regulations to be promulgated by the Treasury Department, the
exception to the mark-to-market rules for a security that is held for investment is not to apply
to any notional principal contract or any derivative financial instrument that is held by a dealer
in such securities.

8OFor purposes of the mark-to-market rules, debt issued by a taxpayer is not a security in
the hands of such taxpayer.
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the ordinary course of a trade or business of the taxpayer and not
held for sale. Whether or not a security is required to be marked-
to-market under the applicable financial accounting rules is not
dispositive for purposes of determining whether such security or
evidence of indebtedness is treated as held for investment under
the provision.

To the extent provided in regulations to be promulgated by the
Treasury Department, the exceptions to the mark-to-market rules
for certain hedges do not apply to any security that is held by a
taxpayer in its capacity as a dealer in securities. Thus, regulations
may provide that the exceptions to the mark-to-market rules for
certain hedges do not apply to securities that are entered into with
customers in the ordinary course of a trade or business. In addi-
tion, a dealer may not treat a security that is identified as a hedge
or as an investment as also held in its capacity as dealer. Thus,
securities identified as qualifying for one of the exceptions to the
mark-to-market rules may not be accounted for using the LCM or
other inventory method of accounting.

In addition, the exceptions to the mark-to-market rules do not
=pply unless, before the close of the day on which the security (in-
cluding any evidence of indebtedness) is acquired, originated, or en-
tered into (or such other time as the Treasury Department may
specify in regulations),5 9 the security is clearly identified in the
dealer's records as being described in one of the exceptions listed
above.16

It is anticipated that the identification rules with respect to
hedges will be applied in such a manner as to minimize the imposi-
tion of additional accounting burdens on dealers in securities. For
example, it is understood that certain taxpayers engage in risk
management strategies known as "global hedging." Under global
hedging, the positions of one business unit of the taxpayer may be
counter-balanced by positions of another separate business unit;
any remaining net risk of the enterprise may then be hedged by
entering into positions with unrelated third parties. It is under-
stood that taxpayers engaging in global hedging use accounting
systems that clearly identify and treat the transactions entered

691t is anticipated that the Treasury regulations will permit a financial institution that is
treated as a dealer under the provision and-that originates evidences of indebtedness in the or-
dinary course of a trade or business to identify such evidences of indebtedness as held for invest-
ment based on the accounting practices or the institution, but in no event later than the date
that is 30 days after the date that any such evidence of indebtedness is originated. Where appro-
priate, Treasury regulations may provide similar identification rules for similar debt that is ac-
quired, rather than originated, by a financial institution. Further, it is anticipated that the
Treasury regulations will permit a dealer that enters into commitments to acquire mortgages
to identify such commitments as being held for investment if the dealer acquires the mortgages
and holds the mortgages as investments. It is anticipated that this identification of commit-
ments to acquire mortgages will occur within an appropriate period after the acquisition of the
mortgages, but in no event later than the date that is 30 days after the date that the mortgages
are acquired.

'BA security is to be treated as clearly identified in a dealer's records as being described in
one of the exceptions listed above if all the securities of the taxpayer that are not so described
are clearly identified in the dealer's records as not being described in such exception.

For example, assume that, in the ordinary course of its trade or business, a bank originates
loans that are sold if the loans satisfy certain conditions. In addition, assume that (1) the bank
determines whether a loan satisfies the conditions within 30 days after the loan is made, and
(2) if a loan satisfies the conditions for sale, the bank records the loan in a separate account
on the date that the determination is made. For purposes of the bill, the bank is a dealer in
securities with respect to the loans that it holds for sale. In addition, by identifying these loans
as held for sale, the bank is considered to have identified all other loans as investment (and,
therefore, not subject to the mark-to-market rules).
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into between the separate business units as if such transactions
were entered into with unrelated third parties. It is anticipated
that, subject to Treasury regulations, such an accounting system
generally will provide adequate evidence for purposes of determin-
ing whether, and to what extent, a hedge with a third party is (1)
a hedge of a security that is subject to the mark-to-market rules
or (2) a hedge of a position, right to income, or a liability that is
not subject to a mark-to-market rule, for purposes of applying the
mark-to-market rules and the special character rule to a hedge
with a third party.

In addition to clearly identifying a security as qualifying for one
of the exceptions to the mark-to-market rules listed above, a dealer
must continue to hold the security in a capacity that qualifies the
security for one of the exceptions listed above. If at any time after
the close of the day on which the security was acquired, originated,
or entered into (or such other time as the Treasury Department
may specify in regulations), the security is not held in a capacity
that qualifies the security for one of the exceptions listed above,
then the mark-to-market rules are to apply to any changes in value
of such security that occur after the security no longer qualifies for
an exception.61

Improper identification
The bill provides that if (1) a dealer identifies a security as quali-

fying for an exception to the mark-to-market rules but the security
does not qualify for that exception, or (2) a dealer fails to identify
a position that is not a security as a hedge of a security but the
position is a hedge of a security, then the mark-to-market rules are
to apply to any such security or position, except that loss is to be
recognized under the mark-to-market rules prior to the disposition
of the security or position only to the extent of gain previously rec-
ognized under the mark-to-market rules (and not previously taken
into account under this provision) with respect to the security or
position.

61 Any gain or loss that is attributable to the period that the security was not subject to the
mark-to-market rules generally is to be taken into account at the time that the security is actu-
ally sold (rather than treated as sold by reason of the mark-to-market rules).

Conversely, different rules apply to a security that originally is held by the taxpayer in a ca-
pacity that subjects the security to the mark-to-market rules, but later becomes otherwise eligi-

le for an exception from the mark-to-market rules. For example, assume that a security to
which the mark-to-market rules apply is hedged (and thus the hedge is subject to the mark-
to-market rules) and the security (but not the hedge) is sold before year end. In such case, the"naked" hedge generally will be subject to the mark-to-market rules at the year end.

However, the Treasury Department has authority to issue regulations that would allow the
taxpayer to identify, on the date the security is sold, the "naked" hedge as a security to which
one of the exceptions to the mark-to-market rules (assuming the "naked" hedge otherwise quali-
fies for the exception). In making this identification, it is anticipated that the taxpayer would
be required to apply the mark-to-market rules to the "naked" hedge as of the date of the sale
of the security, take any resulting gain or loss into account for the taxable year of sale, and
treat the "naked" hedge as a security to which the exceptions to the mark-to-market rules apply.

Whether or not the taxpayer is allowed under regulations to make the identification described
above (and whether or not the taxpayer makes the identification), any gain or loss attributable
to the period after the date of sale of the security will not be subject to the special character
rule of the bill if the hedge is not held by the taxpayer in its capacity as a dealer during such
period. Thus, if the "naked" hedge is a capital asset in the hands of the taxpayer, any gain or
loss recognized with respect to the "naked" hedge that is attributable to the period after the
date of sale of the security will be capital gain or loss.
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Other rules
The bill provides that the uniform cost capitalization rules of sec-

tion 263A of the Code and the rules of section 263(g) of the Code
that require the capitalization of certain interest and carrying
charges in the case of straddles do not apply to any security to
which the mark-to-market rules apply because the fair market
value of a security should include the. costs that the dealer would
otherwise capitalize.

In addition, a security subject to the provision is not to be treat-
ed as sold and reacquired for purposes of section 1091 of the Code.
Section 1092 of the Code will apply to any loss recognized under
the mark-to-market rules (but will have no effect if all the offset-
ting positions that make up the straddle are subject to the mark-
to-market rules).

Furthermore, the bill provides that (1) the mark-to-market rules
do not apply to any section 988 transaction (generally, a foreign
currency transaction) that is part of a section 988 hedging trans-
action, and (2) the determination of whether a transaction is a sec-
tion 988 transaction is to be made without regard to whether the
transaction would otherwise be marked-to-market under the bill.

The bill also authorizes the Treasury Department to promulgate
regulations which provide for the treatment of a hedge that reduce
a dealer's risk of interest rate or price changes or currency fluctua-
tions with respect to securities that are subject to the mark-to-mar-
ket rules as well as with respect to securities, positions, rights to
income, or liabilities that are not subject to the mark-to-market
rules. It is anticipated that the Treasury regulations may allow
taxpayers to treat any such hedge as not subject to the mark-to-
market rules provided that such treatment is consistently followed
from year to year.

Finally, the bill authorizes the Treasury Department to promul-
gate such regulations as may be necessary or appropriate to carry
out the provisions of the bill, including rules to prevent the use of
year-end transfers, related persons, or other arrangements to avoid
the provisions of the bill. Such authority includes coordinating the
mark-to-market rules with the original issue discount rules.

Other hedging transactions
The special character rule generally does not apply to any gain

or loss with respect to any security allocable to any period during
which the security is held by the taxpayer other than in connection
with its activities as a dealer in securities. Thus, the special char-
acter rule generally applies to an instrument or position that is
held as a hedge of a security to which the special character rule
applies (so long as the hedge also meets the other requirements of
the special character rule.)

The committee understands that hedging transactions are also
important to the management of risks by businesses that are not
subject to these mark-to-market rules. The committee also under-
stands that there may be uncertainty concerning the tax treatment
of such hedging transactions following a decision by the United
States Supreme Court in 1988, Arkansas Best Corp. v. Commis-
sioner, 485 U.S. 212 (1988). Despite subsequent litigation, (e.g.,
Federal National Mortgage Association v. Commissioner, 100 T.C.
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No. 36 (June 17, 1993)), the scope of the United States Supreme
Court decision, and its effect on hedging transactions, may be un-
clear in some instances.

The level of uncertainty regarding the tax treatment of hedging
transactions is a matter of concern to the committee. Such uncer-
tainty may have a dampening effect on taxpayers entering into a
variety of desirable business hedging transactions. The committee
believes that this is a significant issue and hopes that appropriate
steps can be taken to address this matter.

Effective Date
In general

The provision applies to taxable years ending on or after Decem-
ber 31, 1993. A taxpayer that is required to change its method of
accounting to comply with the requirements of the provision is
treated as having initiated the change in method of accounting and
as having received the consent of the Treasury Department to
make such change. The net amount of the section 481(a) adjust-
ment is to be taken into account ratably over a 5-taxable year pe-
riod beginning, with the first taxable year ending on or after De-
cember 31, 1993.

The principles of section 8.03(1) and (2) of Rev. Proc. 92-20, 1992-
12 I.R.B. 10, are to apply to the section 481(a) adjustment. It is an-
ticipated that section 8.03(1) of Rev. Proc. 92-20 will be applied by
taking into account all securities of a dealer that are subject to the
mark-to-market rules (including those securities that are not inven-
tory in the hands of the dealer). In addition, it is anticipated that
net operating losses will be allowed to offset the section 481(a) ad-
justment, tax credit carryforwards will be allowed to offset any tax
attributable to the section 481(a) adjustment, and, for purposes of
determining liability for estimated taxes, the section 481(a) adjust-
ment will be taken into account ratably throughout the taxable
year in question.

In determining the amount of the section 481(a) adjustment for
taxable years beginning before the date of enactment of the mark-
to-market rules, the identification requirements are to be applied
in a reasonable manner. It is anticipated that any security that
was identified as being held for investment under section 1236(a)
of the Code as of the last day of the taxable year preceding the tax-
able year of change is to be treated as held for investment for pur-
poses of the mark-to-market rules. It is also anticipated that any
other security that was held as of the last day of the taxable year
preceding the taxable year of change is to be treated as properly
identified if the dealer's records as of such date support such iden-
tification.62

Special rule for certain floor specialists and market makers
To the extent that a ortion of the section 481(a) adjustment of

a taxpayer is attributable to the use of the LIFO inventory method
62 In addition, it is anticipated that in order for any security that is held on the date of enact-

ment of the mark-to-market rules to qualify for one of the exceptions to the mark-to-market
rules, the security must be identified as being described in one of the exceptions within a rea-
sonable period after the date of enactment but in no event later than the date that is 30 days
after the date of enactment.
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of accounting for at least five taxable years for any qualified secu-
rity, such portion of the adjustment is taken into account ratably
over a 15-taxable year period, beginning with the first taxable year
ending on or after December 31, 1993. For this purpose, "qualified
security" means any security acquired (1) by a floor specialist (as
defined in section 1236(d)(2))in connection with the specialist's du-
ties as a specialist on an exchange, but only if the security is one
in which the specialist is registered with the exchange or (2) by a
taxpayer who is a market maker in connection with the taxpayer's
duties as market maker, but only if (a) the security is included on
the National Association of Security Dealers Automated Quotation
System, (b) the taxpayer is registered as a market maker in such
security with the National Association of Security Dealers, and (c)
as of the last day of the taxable year preceding the taxpayer's first
taxable year ending on or after December 31, 1993, the taxpayer
(or a predecessor of the taxpayer) has been actively engaged as a
market maker in such security for a 2-year period ending on such
date (or, if shorter, the period beginning 61 days after the security
was listed in such quotation system and ending on such date.) The
portion of the section 481(a) adjustment that is attributable to the
use of the LIFO inventory method of accounting for any qualified
security is determined under the rules described in section
312(nX4) (without regard to the effective date of such section). In
addition, the portion of the section 481(a) adjustment that is eligi-
ble to be taken into account over the 15-year period may not exceed
the taxpayer's overall section 481(a) adjustment for all securities
under the proposal.
4. Tax treatment of certain FSLIC financial assistance (sec.

8224 of the bill and secs. 165, 166, 585, and 593 of the
Code)

Present Law and Background

A taxpayer may claim a deduction for a loss on the sale or other
disposition of property only to the extent that the taxpayer's ad-
justed basis for the property exceeds the amount realized on the
disposition and the loss is not compensated for by insurance or oth-
erwise (sec. 165 of the Code). In the case of a taxpayer on the spe-
cific charge-off method of accounting for bad debts, a deduction is
allowable for the debt only to the extent that the debt becomes
worthless and the taxpayer does not have a reasonable prospect of
being reimbursed for the loss. If the taxpayer accounts for bad
debts on the reserve method, the worthless portion of a debt is
charged against the taxpayer's reserve for bad debts, potentially in-
creasing the taxpayer's deduction for an addition to this reserve.

A special statutory tax rule, enacted in 1981, excluded from a
thrift institution's income financial assistance received from the
Federal Savings and Loan Insurance Corporation (FSLIC) 63 , and

63Until it was abolished by the Financial Institutions Reform, Recovery and Enforcement Act
of 1989 (FIRREA), FSLIC insured the deposits of its member savings and loan associations and
was responsible for insolvent member institutions. FIRREA abolished FSLIC and established
the FSLIC Resolution Fund (FRF) to assume all of the assets and liabilities of FSLIC (other
than those expressly assumed or transferred to the Resolution Trust Corporation (RTC)). FRF
is administered by the Federal Deposit Insurance Corporation (FDIC). The term "FSLIC" is used
hereafter to refer to FSLIC and any successor to FSLIC.
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prohibited a reduction in the tax basis of the thrift institution's as-
sets on account of the receipt of the assistance. Under the Tech-
nical and Miscellaneous Revenue Act of 1988 (TAMRA) taxpayers
generally were required to reduce certain tax attributes b one-half
the amount of financial assistance received from the FSLIC pursu-
ant to certain acquisitions of financially troubled thrift institutions
occurring after December 31, 1988. These special rules were re-
pealed by FIRREA, but still apply to transactions that occurred be-
fore May 10, 1989.

Prior to the enactment of FIRREA, the FSLIC entered into a
number of assistance agreements in which it agreed to provide loss
protection to acquirers of troubled thrift institutions by compensat-
mg them for the difference between the book value and sales pro-
ceeds of "covered assets." "Covered assets" typically are assets that
were classified as nonperforming or troubled at the time of the as-
sisted transaction but could include other assets as well. Many of
these covered assets are also subject to yield maintenance guaran-
tees, under which the FSLIC guaranteed the acquirer a minimum
return or yield on the value of the assets. The assistance agree-
ments also generally grant the FSLIC the right to purchase cov-
ered assets. In addition, many of the assistance agreements permit
the FSLIC to order assisted institutions to write down the value of
covered assets on their books to fair market value in exchange for
a payment in the amount of the write-down.

Under most assistance agreements, one or more Special Reserve
Accounts are established and maintained to account for the amount
of FSLIC assistance owed by the FSLIC to the acquired entity. The
assistance agreements generally specify the precise circumstances
under which amounts with respect to covered assets are debited to
an account. Under the assistance agreements, these debit entries
generally are made subject to prior FSLIC direction or approval.
When amounts are so debited, the FSLIC generally becomes obli-
gated to pay the debited balance in the account to the acquirer at
such times and subject to such offsets as are specified in the assist-
ance agreement.

In September 1990, the Resolution Trust Corporation (RTC), in
accordance with the requirements of FIRREA, issued a report to
Congress and the Oversight Board of the RTC on certain FSLIC-
assisted transactions (the "1988/89 FSLIC transactions"). The re-
port recommended further study of the covered loss and other tax
issues relating to these transactions. A March 4, 1991 Tneasury De-
partment report ("Treasury report") on tax issues relating to the
1988/89 FSLIC transactions concluded that deductions should not
be allowed for losses that are reimbursed with exempt FSLIC as-
sistance. The Treasury report states that the Treasury view is ex-
pected to be challenged in the courts and recommended that Con-
gress enact clarifying legislation disallowing these deductions.64

Reasons for Change
Allowing tax deductions for losses on covered assets that are

compensated for by FSLIC assistance gives thrift institutions a per-

"•Department of the Treasury, Report on Tax Issues Relating to the 1988/89 Federal Savings
and Loan Insurance Corporation Assisted Transactions, March, 1991 at pp. 16-17.
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verse incentive to minimize the value of these assets when sold.
The FSLIC, and not the institution, bears the economic burden cor-
responding to any reduction in value because it is required to reim-
burse the thrift institution for the loss. However, the tax benefit to
the thrift institution and its affiliates increases as tax losses are
enhanced. The thrift institution, therefore, has an incentive to min-
imize the value of covered assets in order to maximize its claimed
tax loss and the attendant tax savings.

It is desirable to clarify, as of the date of the Treasury Report,
that FSLIC assistance with respect to certain losses is taken into
account as compensation for purposes of the loss and bad debt de-
duction provisions of the Code.

Explanation of Provision
General rule

Any FSLIC assistance with respect to any loss of principal, cap-
ital, or similar amount upon the disposition of an asset shall be
taken into account as compensation for such loss for purposes of
section 165 of the Code. Any FSLIC assistance with respect to any
debt shall be taken into account for purposes of determining wheth-
er such debt is worthless (or the extent to which such debt is
worthless) and in determining the amount of any addition to a re-
serve for bad debts. For this purpose, FSLIC assistance means any
assistance or right to assistance with respect to a domestic building
and loan association (as defined in section 7701(a)(19) of the Code
without regard to subparagraph (C) thereof) under section 406(f) of
the National Housing Act or section 21A of the Federal Home Loan
Bank Act (or under any similar provision of law).6 5

Thus, if a taxpayer disposes of an asset entitled to FSLIC assist-
ance, no deduction is allowed under section 165 of the Code for a
loss (if any) on the disposition of the asset to the extent the assist-

Sance agreement contemplates a right to receive FSLIC assistance
with respect to the loss. Similarly, if a loan held by a taxpayer con-
stitutes an asset entitled to FSLIC assistance, the thrift institution
shall not charge off any amount of the loan covered by the assist-
ance agreement against the bad debt reserve and no charge-off will
be taken into account in computing an addition to the reserve
under the experience method, to the extent the assistance agree-
ment contemplates a right to receive FSLIC assistance on a write-
down of such asset under the agreement or on a disposition. The
institution also shall not be allowed to deduct such amount of the
loan under the specific charge-off method.66

It is intended that the right to FSLIC assistance for purposes of
this provision is to be determined by reference to the gross amount
of FSLIC assistance that is contemplated by the assistance agree-
ment with respect to the sale or other disposition, or write-down,
without taking into account any offsets that might reduce the net

65 FSLIC assistance for purposes of the provision does not include "net worth assistance". "Net
worth assistance" is generally computed at the time of an acquisition, without targetingloss cov-
erage to ultimate dispositions or write-downs with respect to particular assets.It is expected that, for purposes of the adjusted current earnings adjustment of the cor-porate alternative minimum tax, there will not be any net positive adjustment to the extent thatFSLIC assistance is taken into account as compensation for a loss or in determining worthless-
ness and there is, therefore, no deductible loss or bad debt charge-off.
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amount FSLIC is obligated to pay under the agreement. For exam-
ple, under an assistance agreement an institution's right to be re-
imbursed for a loss on the disposition or write-down of an asset
may be reflected as a debit to a Special Reserve Account, while cer-
tain other items that will reduce the ultimate amount of assistance
to be paid may be reflected as credits to the account. In such a
case, the gross amount of FSLIC assistance contemplated by the
agreement is the amount represented by the debit, without regard
to any offset.
Financial assistance to which the FIRREA amendments apply

The provision does not apply to any financial assistance to which
the amendments made by section 1401(a)(3) of FIRREA apply.
No inference

No inference is intended as to prior law or as to the treatment
of any item to which this provision does not apply.

Effective Date
In general

The provision applies to financial assistance credited on or after
March 4, 1991, with respect to (1) assets disposed of and charge-
offs made in taxable years ending on or after March 4, 1991; and
(2) assets disposed of and charge-offs made in taxable years ending
before March 4, 1991, but only for purposes of determining the
amount of any net operating loss carryover to a taxable year end-
ing on or after March 4, 1991.

For this purpose, financial assistance generally is considered to
be credited when the taxpayer makes an approved debit entry to
a Special Reserve Account required to be maintained under the as-
sistance agreement to reflect the asset disposition or write-down.
An amount will also be considered to be credited prior to March 4,
1991 if the asset was sold, with prior FSLIC approval, before that
date.

An amount is not deemed to be credited for purposes of the provi-
sion merely because the FSLIC has approved a management or
business plan or similar plan with respect to an asset or group of
assets, or has otherwise generally approved a value with respect to
an asset.

As an example of the application of the effective date of the pro-
vision, assume that a thrift institution is subject to a FSLIC assist-
ance agreement that, through the use of a Special Reserve Account,
operates to compensate the institution for the difference between
the book and fair market values of certain covered assets upon
their disposition or write-down. Further assume that on February
1, 1991 the thrift institution wrote down a covered asset that has
a book value and tax basis of $100 to $60, the asset's fair market
value. With FSLIC approval, the institution debited the Special Re-
serve Account prior to March 4, 1991, to reflect the write-down of
$40, and properly submitted to the FSLIC a summary of the ac-
count that reflected that debit, along with other debits for the
quarter ended March 31, 1991. The provision would not apply to
a loss claimed by the thrift institution with respect to the write-
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down of the covered asset on February 1, 1991. The same result
would apply if the institution had sold the asset for $60 on Feb-
rary I with prior FSLIC approval. In the sale case, the provision
would not apply even if there were no debit to the Special Reserve
Account prior to March 4, 1991, so long as the FSLIC approved the
amount of the reimbursable loss for purposes of providing assist-
ance under the agreement.
Application to certain net operating losses

The provision applies to the determination of any net operating
loss 6 7 carried into a taxable year ending on or after March 4, 1991,
to the extent that the net operating loss is attributable to a loss
or charge-off for which the taxpayer had a right to FSLIC assist-
ance which had not been credited before March 4, 1991.

For example, assume a calendar year thrift institution is a party
to a FSLIC assistance agreement that compensates the institution
for the amount that covered loans are written down or charged off

-pursuant to the agreement. The agreement provides that the insti-
tution must receive the prior approval of the FSLIC to write down
a loan for purposes of this compensation. Further assume that the
institution uses the experience method to account for bad debts for
tax purposes, and that in 1990 it charged off $100 with respect to
a covered loan. Assume that this charge-off initially reduced the
taxpayer's bad debt reserve balance by $100 and allowed the tax-
payer to increase its addition to its reserve by $100 to bring the
reserve to an appropriate balance. The taxpayer deducted this
amount and utilized $20 for the year ended in 1990 (i.e., the last
taxable year of the taxpayer ending before March 4, 1991). This
produced a net operating loss of $80 for the remainder. The net op-
erating loss is carried forward to 1991 (a taxable year of the tax-
payer ending on or after March 4, 1991). Assume that the taxpayer
did not debit the Special Reserve Account prior to March 4, 1991.
The net operating loss carried to 1991 would be redetermined tak-
ing into account the provision. Applying the provision to 1990
would result in disallowing the charge-off of the $100 loan against
the experience method reserve, in effect disallowing the $100 addi-
tion to the reserve. In such case, the taxpayer would continue to
owe no tax for 1990, but the $80 net operating loss would be dis-
allowed. However, the taxpayer's tax liability for 1990 would not be
redetermined under the provision.

As a further example, assume that the net operating loss de-
scribed in the example directly above were carriedback to, and ab-
sorbed in, an earlier year ending prior to March 4, 1991 (rather
than being carried forward). In that case, the provision would not
apply to reduce the net operating loss carryback.
Estimated taxes

Finally, in accordance with the general estimated tax penalty
provisions of the bill, no addition to tax is to be made under section
6654 or 6655 of the Code for any period before March 16, 1994 in
the case of a corporation (April 16, 1994 in the case of an individ-

67-FT--purposes of determining any alternative minimum tax net operating loss carryover to
periods ending on or after March 4, 1991, it is expected that the principles described in the pre-
ceding footnote will apply.
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ual). However, in providing this relief, no inference is intended as
to prior law, the effect of the provision on prior law, or the treat-
ment of any item to which this provision does not apply.
5. Modification of corporate estimated tax rules (sec. 8225 of

the bill and sec. 6655 of the Code)

Present Law
A corporation is subject to an addition to tax for any

underpayment of estimated tax. For taxable years beginning after
June3SO, 1992, and before 1997, a corporation does not have an
underpayment of estimated tax if it makes four equal timely esti-
mated tax payments that total at least 97 percent of the tax liabil-
ity shown on its return for the current taxable year. A corporation
may estimate its current year tax liability prior to year-end by
annualizing its income through the period ending with either the
month or the quarter ending prior to the estimated tax payment
due date. For taxable years beginning after 1996, the 97-percent re-
quirement becomes a 91-percent requirement.

A corporation that is not a "large corporation" generally may
avoid the addition to tax if it makes four timely estimated tax pay-
ments each equal to at least 25 percent of the tax liability shown
on its return for the preceding taxable year. A large corporation
may also use this rule with respect to its estimated tax payment
for the first quarter of its current taxable year. A large corporation
is one that had taxable income of $1 million or more for any of the
three preceding taxable years.

Reasons for Change
The committee believes that corporate estimated tax require-

ments should be increased to require corporations to remit more
timely their current year tax liabilities. In addition, the committee
believes that in order to rationalize the calculation of annualized
income for corporate estimated tax purposes, an additional set of
annualization periods should be provided and applied consistently.

Explanation of Provision

In general
For taxable years beginning after December 31, 1993, a corpora-

tion that does not use the 100 percent of last year's liability safe
harbor for its estimated tax payments is required to base its esti-
mated tax payments on 100 percent (rather than 97 percent or 91
percent) of the tax shown on its return for the current year, wheth-
er such tax is determined on an actual or annualized basis.

The bill does not change the present-law availability of the 100
percent of last year's liability safe harbor for large or small cor-
porations.
Annualization periods

In addition, the bill modifies the rules relating to income
annualization for corporate estimated tax purposes. In general, the
bill (1) adds a new, third set of periods over which corporations
may elect to annualize income and (2) requires corporations to an-



142

nually elect which of the three periods they will use to annualize
income for the year.

Specifically, under the bill, annualized income is to be deter-
mined based on the corporation's income for the first 3 months of
the taxable year (in the case of the first and second estimated tax
installments); the first 6 months of the taxable year (in the case
of the third estimated tax installment); and the first 9 months of
the taxable year (in the case of the fourth estimated tax install-
ment). Alternatively, a corporation may elect to determine its
annualized income based on the corporation's income for either: (1)
the first 2 months of the taxable year (in the case of the first esti-
mated tax installment); the first 4 months of the taxable year (in
the case of the second estimated tax installment); the first 7
months of the taxable year (in the case of the third estimated tax
installment); and the first 10 months of the taxable year (in the
case of the fourth estimated tax installment); or (2) the first 3
months of the taxable year (in the case of the first estimated tax
installment); the first 5 months of the taxable year (in the case of
the second estimated tax installment); the first 8 months of the
taxable year (in the case of the third estimated tax installment);
and the first 11 months of the taxable year' (in the case of the
fourth estimated tax installment). An election to use either of the
annualized income patterns described in (1) or (2) above must be
made on or before the due date of the first estimated tax install-
ment for the taxable year for which the election is to apply, in a
manner prescribed by the Secretary of the Treasury.

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

cember 31, 1993.
6. Repeal the stock-for-debt exception to cancellation of in-

debtedness income (sec. 8226(a) of the bill and sec. 108
of the Code)

Present Law
Gross income generally includes cancellation of indebtedness

(COD) income. Taxpayers in title 11 cases and insolvent taxpayers,
however, generally exclude COD income from gross income but re-
duce tax attributes by the amount of COD income. The amount of
COD income that an insolvent taxpayer excludes cannot exceed the
amount by which the taxpayer is insolvent.

The amount of COD income generally is the difference between
the adusted issue price of the debt being cancelled and the amount
of cas and the value of any property used to satisfy the debt.
Thus, for purposes of determining the amount of COD income of a
debtor corporation that transfers stock to a creditor in satisfaction
of its indebtedness, the corporation generally is treated as realizing
COD income equal to the excess of the adjusted issue price of the
debt over the fair market value of the stock. However, if the debtor
corporation is in a title 11 case or is insolvent, the excess of the
debt discharged over the fair market value of the transferred stock
generally does not constitute COD income (the "stock-for-debt ex-
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ception").6 Thus, a corporate debtor that qualifies for the stock-for-
debt exception is not required to reduce its tax attributes as a re-
sult of the debt discharge. The stock-for-debt exception does not
apply to the issuance of certain preferred stock, nominal or token
shares of stock, or stock to unsecured creditors on a relatively dis-
proportionate basis. In the case of an insolvent debtor not in a title
11 case, the exception applies only to the extent the debtor is insol-
vent.

Reasons for Change
The committee believes that the present-law stock-for-debt excep-

tion distorts the proper measurement of economic income. In addi-
tion, because the stock-for-debt exception results in the forgiveness
of tax related to COD income without a corresponding reduction in
tax attributes, a corporation emerging from bankruptcy may enjoy
a significant tax advantage not enjoyed by either a comparable sol-
vent firm that restructures its debt outside bankruptcy or a start-
up company. Finally, the ancillary rules surrounding the eligibility
for, and the mechanics of, the stock-for-debt exception are complex
and cumbersome.

Explanation of Provision

The provision repeals the stock-for-debt exception. Thus, regard-
less of whether a debtor corporation is insolvent or in bankruptcy,
the transfer of its stock in satisfaction of its indebtedness is treated
as if the corporation satisfied the indebtedness with an amount of
money equal to the fair market value of the stock that had been
transferred. Under the provision, a bankrupt or insolvent corpora-
tion may exclude from income all or a portion of the COD income
created by the transfer of its stock in satisfaction of indebtedness
by reducing tax attributes.

Effective Date

The provision is effective for stock transferred in satisfaction of
any indebtedness after June 17, 1993, unless (1) the transfer is in
a title 11 or similar case filed on or before June 17, 1993; (2) the
transfer occurs on or before December 31, 1993, and the transfer
is pursuant to a binding contract in effect on June 17, 1993; or (3)
the transfer occurs on or before December 31, 1993, and the tax-
payer had filed with the SEC on -r before June 17, 1993, a reg-
istration statement which proposed a stock-for-debt exchange with
respect to such indebtedness, and which discussed the possible ap-
plication of Lhe stock-for-debt exception to such- exchange.

"In addition, if the debtor corporation issues both stock and other consideration to a creditor
in satisfaction of indebtedness, the non-stock consideration is generally treated as satisfying an
amount of debt equal to the value of such consideration, with the stock being considered as sat-
isfying the remainder. Thus, if such transaction qualifies for the stock-for-debt exception, the
entire amount of COD income realized by the debtor corporation in the transaction generally
is excluded from gross income.
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7. Treatment of passive activity losses and credits and alter-
native minimum tax credits in certain discharges of in-
debtedness (sec. 8226(b) of the bill and sec. 108(b) of the
Code)

Present Law
The discharge of indebtedness generally gives rise to gross in-

come to the debtor taxpayer. Present law provides exceptions to
this general rule. Among the exceptions are rules providing that in-
come from the discharge of indebtedness of the taxpayer is ex-
cluded from income if the discharge occurs in a title 11 case, the
discharge occurs when the taxpayer is insolvent, or in the case of
certain farm indebtedness (sec. 108(a)(1)). The amount excluded
from income under these exceptions is applied to reduce tax at-
tributes of the taxpayer. The tax attributes reduced (in order) are
(1) net operating losses and carryovers, (2) general business credit
carryovers, (3) net capital losses and capital loss carryovers, (4) the
basis of certain property of the taxpayer, and (5) foreign tax credit
carryovers (sec. 108(b)). The amount of the reduction is generally
one dollar for each dollar excluded, except that the reduction in the
case of credits is 33-1/3 cents for each dollar excluded.

Under present law, the passive loss rules limit deductions and
credits from passive trade or business activities (sec. 469). Deduc-
tions attributable to passive activities, to the extent they exceed in-
come from passive activities, generally may not be deducted
against other income, such as wages, portfolio income, or business
income that is not derived from a passive activity. A similar rule
applies with respect to credits from passive activities. Deductions
and credits suspended under these rules are carried forward to the
next taxable year, and suspended losses are allowed in full when
the taxpayer disposes of his entire interest in the passive activity
to an unrelated person. Passive losses and credits are not tax at-
tributes that are reduced under the rule relating to exclusion of
discharge of indebtedness income.

Present law generally allows a minimum tax credit against a tax-
payer's regular tax for the taxable year, for taxpayers who paid al-
ternative minimum tax in a prior year (sec. 53). The minimum tax
credit generally is the excess of (1) the sum of the minimum tax
imposed for all prior taxable years following 1986, over (2) the
amount allowed as a minimum tax credit for those prior taxable
years. For purposes of determining this excess, in the case of a tax-
payer other than a corporation, the minimum tax imposed does not
include the minimum tax attributable to exclusion preferences (i.e.,
adjustments and items of tax preference in sec. 56(b)(1) and sec.
57(aX)1), (5) and (6)), and is determined without regard to sec.
59(a)(2) (relating to the alternative minimum tax foreign tax cred-
it). The minimum tax credit cannot exceed the taxpayer's regular
tax liability for the taxable year (reduced by certain credits allow-
able and reduced by the taxpayer's tentative minimum tax for the
taxable year). Minimum tax credits are not tax attributes that are
reduced under the rule relating to exclusion of discharge of indebt-
edness income.
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Reasons for Change
Reduction of tax attributes in lieu of current inclusion of certain

discharge of indebtedness income provides deferral rather than per-
manent exclusion of such discharge of indebtedness income. The
committee understands that the rationale for providing deferral of
discharge of indebtedness income if the taxpayer is insolvent, bank-
rupt, or in the case of certain farm debt is to provide that a debtor
comon out of bankruptcy (or an insolvent debtor outside bank-
ruptcy)is not burdened with an immediate tax liability. The
present-law rules were intended to carry out Congressional intent
of deferring, but eventually collecting within a reasonable period,
tax on ordinary income realized from debt discharge.69 The commit-
tee believes that adding passive losses and credits and minimum
tax credits to the attributes that are reduced in this circumstance
is fully consistent with the purpose and operation of this deferral
mechanism.

Explanation of Provision
The bill adds to the attributes that are reduced in the case of a

discharge of indebtedness of the taxpayer that is excludable from
income under section 108(a)(1). The attributes added are (1) mini-
mum tax credits as of the beginning of the taxable year imme-
diately after the taxable year of the discharge (following general
business credit carryovers (present-law sec. 108(b)(2)B))), and (2)
passive activity loss and credit carryovers from the taxable year of
the discharge (following basis of property (present-law sec.
108(b)(20D))). The amount of the reduction is generally one dollar
for each dollar excluded, except that the reduction in the case of
credits is 33-1/3 cents for each dollar excluded.

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

cember 31, 1993.
8. Limitation on section 936 credit (sec. 8227 of the bill and

secs. 56, 936 and 7652 of the Code)

Present Law
Section 936 credit

Certain domestic corporations with business operations in the
U.S. possessions 70 may elect the use of the section 936 credit
which generally eliminates the U.S. tax on certain income related
to their operations in the possessions. 71 Income exempt from U.S.
tax under this provision falls into two broad categories: active busi-
ness income, which in order to be exempt 'must be income treated

"6Bankruptcy Tax Act of 1980, Report of the Committee on Ways and Means of the House
of Reps. (Rpt. No. 96-833, 96th Cong., 2d Bess.) 9; Report of the Senate Committee on Finance
(Rpt. No.96-1035,96th Cong., 2d Sess.) 10.

ý°Poessions to which special tax rules presently apply include Puerto Rico, Guam, American
Samoa, the Commonwealth of the Northern Mariana Islands, and the U.S. Virgin Islands."I In contrast to the foreign tax credit, the possessions tax credit is a "tax sparing" credit. That
is, the credit is granted whether or not the electing corporation pays income tax to the posses-
sion.
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as foreign source income derived from the active conduct of a trade
or business within a U.S. possession or from the sale or exchange
of substantially all of the assets that were used in such a trade or
business; and investment income, which in order to be exempt
must be derived from certain investments in the possessions or in
certain Caribbean Basin countries. The investment income exempt-
ed under the provision is known as "qualified possession source in-
vestment income" (QPSII). For these and other purposes, income
derived within a possession is encompassed within the term "for-
eign source income."

In order to qualify for the section 936 credit, a domestic corpora-
tion must satisfy two requirements. Under one requirement, the
corporation must be treated as having derived at least 75 percent
of its gross income from the active conduct of a trade or business
within a possession over a three-year period. Under the other re-
quirement, the corporation must be treated as having derived at
least 80 percent of its gross income from sources within a posses-
sion during that same three-year period.

Three alternative rules are provided that relate to allocating in-
come from intangible property between a domestic corporation that
elects the section 936 credit (a "possession corporation") and its
U.S. shareholders. The general rule prohibits the possession cor-
poration from being allocated any return on intangible property. A
possession corporation can instead elect to subject itself to one of
two other allocation rules, if it satisfies certain conditions.

One such rule is referred to as the "cost sharing method." Use
of this method requires the possession corporation to pay to the ap-
propriate members of its affiliated group of corporations (including
foreign affiliates) an amount which represents its current share of
the costs of the research and development expenses of the group.
The Code determines that share to be the greater of (1) the total
amount of the group's research and development expenses concern-
ing the possession corporation's product area, multiplied by 110
percent of the proportion of the corporation's product area sales as
compared to total product area sales of the group; or (2) the
amount of the royalty payment or inclusion that would be required
under sections 367(d) and 482 with respect to intangible assets
which the corporation is treated as owning under the cost sharing
method, were the corporation a foreign corporation (whether or not
the intangible assets actually are transferred to the corporation).
By making this cost sharing payment, the possession corporation
becomes entitled to include in its income a return from certain in-
tangibles, primarily manufacturing intangibles, associated with the
products it manufactures in the possessions.

The alternative elective rule is referred to as the "profit split"
method. This method generally permits allocation to the possession
corporation of 50 percent of the affiliated group of U.S. corpora-
tions' combined taxable income derived from sales of products
which are manufactured in a possession. 72

Dividends said by a possession corporation to a U.S. shareholder
may qualify For the deduction for dividends received from a domes-

72 A special allocation of research and development expenses as required by section
936(hX5XC)XiiXII) can cause the proportion of the combined taxable income which is allocable
to the possession corporation to be less than 50 percent.
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tic corporation (sec. 243). In cases where at least 80 percent of the
stock of the possession corporation is owned by a single domestic
corporation, the possession corporation's possession source income
generally may be distributed without the parent corporation incur-
ring any resulting regular U.S. income tax.

Taxes paid or accrued by a possession corporation to foreign
countries or possessions on income which is taken into account in
determining the section 936 credit are neither deductible nor allow-
able for purposes of determining the foreign tax credit.

A possession corporation's income, the tax on which is allowed to
be offset by the section 936 credit, is not included in the alternative
minimum taxable income (AMTI) of the possession corporation.
Thus, a possession corporation generally is exempt not only from
the regular income tax but also from the alternative minimum tax
(AMT). Moreover, dividends received by a U.S. corporation from a
possession corporation generally do not constitute AMTI of the re-
cipient corporation since, as described above, they may be offset by
the dividends received deduction.

For purposes of determining a U.S. corporation's adjustment to
AMTI based on adjusted current earnings (ACE), a deduction is al-
lowed for certain dividends received. Specifically, a deduction is
available (to the extent allowed under section 243 or 245) for any
dividend that qualifies for the 100-percent deductions for dividends
received for regular tax purposes, or that is received from a 20-per-
cent owned corporation (as defined in section 243(c)(2)), but only to
the extent that the dividend is attributable to income of the paying
corporation which is subject to U.S. income tax determined after the
application of section 936. A dividend received by a U.S. corpora-
tion from its wholly-owned possession corporation subsidiary gen-
erally does not qualify for the dividends received deduction, and
thus increases the ACE of the recipient, because the income of the
possession corporation typically is not taxed by the United States
due to the section 936 credit.

For purposes of computing the foreign tax credit, the Code pro-
vides that dividends received from a possession corporation are
characterized as foreign source income. Unless an exception ap-
pliei, dividends are subject to the separate foreign tax credit limi-
tation for passive income. In computing the AMT foreign tax credit,
75 percent of any withholding or income tax paid to a possession
with respect to dividends received from a possession corporation
generally is treated as a creditable tax. 73 Moreover, for such com-
putation, taxes paid to a possession by a possession corporation are
deemed to be such a withholding tax for this purpose to the extent
they would be treated as taxes paid by the recipient of the dividend
under rules similar to the rules of the indirect foreign tax credit
secss. 78 and 902) if the possession corporation were a foreign cor-
poration.

Cover over of excise taxes
U.S. excise taxes generally do not apply within the possessions,

including Puerto Rico and the U.S. Virgin Islands. Articles that are
7SThe amount of tax allowable for purposes of the credit is limited to 75 percent of possessions

tax paid in order to correspond to the portion of a dividend from a possession corporation that
would be included in the recipient shareholder's AMTI as a result of thh 74'sv. aluffiti-t.
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manufactured in the possessions and brought into the United
States for use or consumption are taxed on entry into the United
States in the same manner as if the articles were imported from
a foreign country. Thus, general excise tax principles tax these arti-
cles at the same rate that applies to domestically produced like ar-
ticles.

In the case of excise taxes on certain articles brought into the
United States from Puerto Rico and the Virgin Islands, and in the
case of the distilled spirits excise tax on rum, a portion of the reve-
nues is transferred ("covered over") to the treasuries of Puerto Rico
and the Virgin Islands. This revenue cover over is significantly lim-
ited, both as to the taxes included and as to activities (e.g., manu-
facturing value added) that must occur in the possession from
which the article comes as a condition of payment.

For example, revenues equal to $10.50 (less an administrative
fee) per proof gallon of the $13.50 per proof gallon excise tax on
rum imported from any foreign country is covered over to Puerto
Rico and the Virgin Islands. On the other hand, cover over of to-
bacco excise tax revenues to Puerto Rico is limited to products
where significant manufacturing value is added in the possession
from which the product enters the United States, and no cover over
is allowed for taxes on distilled spirits other than rum. Further, no
cover over is permitted for many other excise taxes, e.g., the fuels
excise taxes currently included in the Code.

Reasons for Change

The committee recognizes the importance of the possession tax"
credit to the possessions generally, and to Puerto Rico in particu-
lar. Although the section 936 tax credit was enacted to foster eco-
nomic development in the U.S. possessions, studies have indicated
that a disproportionate share of the tax benefits attributable to sec-
tion 936 is realized by certain industries that create relatively few
jobs in the possessions. 74 These industries tend to be those for
which a large portion of taxable income is derived from the use of
intangible assets (e.g., exploitation of patents, tradenames, or se-
cret formulas). The committee is concerned, moreover, that a dis-
proportionate share of the cost that all U.S. taxpayers bear in order
to provide the section 936 credit may have inured to the benefit of
the stockholders of the possession corporations, as compared to the
U.S. citizens residing in the possessions. The committee is con-
cerned, however, that some reductions in the tax benefits available
to section 936 companies that have been proposed might have det-
rimental effects on the possessions and might influence the out-
come of the scheduled plebiscite relating to the political status of
Puerto Rico.

To address these concerns without causing economic dislocation
in the possessions, the committee believes that a targeted approach
is to limit the tax benefit available to a possession corporation
based on a measure of the possession-based economic activity at-
tributable to the corporation in the possession (e.g., a measurement

74 See, for example, Pharmaceutical Industry-Tax Benefits of Operating in Puerto Rico, Unit-
ed States General Accounting Office Briefing Report, to the Chairman, Special Committee on
Aging, U.S. Senate, GAO/GGD-92-72-BR, Appendix I, Tables 1.1 and 1.2, pp. 12-14.
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based on the corporation's employment of persons and investment
in business property in the possessions). The committee anticipates
that under the economic-activity-based limit established by the bill,
the section 936 credits of possession corporations will continue to
be substantial, and in many cases, will not be reduced relative to
present law. However, in recognition of those cases where a sub-
stantial reduction in possession corporations' section 936 credits
might result under this limit (for example, in the case of a posses-
sion corporation that reports high levels of profit in relation to its
levels of employment and investment in the possessions), the com-
mittee believes it appropriate to allow taxpayers the option to uti-
"lize an alternative credit limitation equal to a stated percentage of
the credit allowable under present law.

The committee is concerned that the changes made by the bill
may result in a temporary reduction in tax receipts by the govern-
ments of the possessions. In recognition of this possibility, the com-
mittee believes it appropriate to allow certain possession corpora-
tions to include a portion of income taxes paid to a possession in
the economic-activity credit limitation base. Similarly, the commit-
tee believes it appropriate to provide a temporary increase in the
level of cover over to the governments of Puerto Rico and the Vir-
gin Islands of rum excise taxes.

The committee also recognizes the importance to certain Carib-
bean countries and to the financial structure of Puerto Rico of the
QPSII funds that currently are held on deposit by possession cor-
Porations. As of year-end 1986, the Treasury Department reported
hat possession corporations held approximately $15 billion in
Puerto Rican financial assets.75 The committee is concerned that
reliance on an economic-activity-based limit on the portion of sec-
tion 936 credit attributable to QPSII might not provide sufficient
incentive to prevent taxpayers with possession corporation subsidi-
aries from liquidating their financial investments in Puerto Rico.
Thus, the bill places no limitation on the effective U.S. tax exemp-
tion for QPSII.

Explanation of Provision
Section 936 credit

In general, the bill provides that the section 936 credit allowed
to a possession corporation for a taxable year against U.S. tax on
its active business income (i.e., income derived from the active con-
duct of a possession-based business, or from the sale of assets used
in such a business) is determined as under present law, but is sub-
ject to either of two alternative limitations. One alternative limita-
tion is based on factors that reflect the corporation's economic ac-
tivity in the possessions (the "economic-activity limitation"), and
the other limitation is based on a statutorily defined percentage of
the section 936 credit that would be allowable under present-law
rules (the "percentage limitation").

The option of which alternative limitation to apply is left to the
taxpayer. In order to utilize the percentage limitation, however, a
corporation must elect use of that limitation for its first taxable

75The Operation and Effect of the Possessions Corporation System of Taxation -- Sixth Report,
March 1989, p. 3.
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year beginning after 1993 for which it claims a section 936 credit.
Once a possession corporation elects to use the percentage limita-
tion, it must continue to compute its section 936 credit under that
limitation for all subsequent taxable years unless the election is re-
voked.

The bill includes a consistency rule that requires all affiliated
possession corporations to utilize the same alternative limitation.
If, for example, a possession corporation that uses the percentage
limitation becomes a member of an affiliated group that contains
a second possession corporation that uses the economic-activity lim-
itation, then the first corporation will be deemed to have revoked
its election to use the percentage limitation. The determination
whether a possession corporation is part of an affiliated group gen-
erally is made by reference to the consolidated return rules, except
that stock owned by attribution under the rules of section 1563 is
treated as owned directly, and the exclusions from the definition of
"includible corporation" listed in section 1504(b) are disregarded.
The bill also grants authority to the Treasury Secretary to develop
rules that would treat 2 or more possession corporations as mem-
bers of the same affiliated group to prevent avoidance of the con-
sistency rule through deconsolidation or other means.

The bill does not limit the present-law section 936 credit against
U.S. tax on QPSII.

Economic-activity limitation

In general
Under the economic activity limitation, the credit allowed to a

possession corporation for a taxable year against U.S. tax on its
business income may not exceed the sum of the following three
components: (1) 95 percent of qualified compensation; (2) an appli-
cable percentage of depreciation deductions claimed for regular tax
purposes by the corporation for the taxable year with respect to
qualified tangible property-i.e., tangible property located in a pos-
session and used there by the corporation in the active conduct of
its trade or business; and (3) if the corporation does not elect the
profit-split method for computing its income, a portion of the pos-
session income taxes it incurs during the taxable year. In order to
compute the U.S. tax liability (if any) on the active business income
of a possession corporation under the economic-activity limitation,
the sum of the three components listed above is subtracted from an
amount of pre-credit U.S. tax that would be owed if taxable income
of the possession corporation were grossed up by qualified posses-
sion compensation and depreciation on qualified tangible property.

Compensation
For purposes of the economic-activity limitation, qualified com-

pensation generally is the sum of (1) the aggregate amount of the
possession corporation's qualified possession wages for the taxable
year, and (2) its allocable employee fringe benefit expenses for the
taxable year. The bill defines "qualified possession wages" as wages
paid or incurred by the possession corporation during the taxable
year to any employee for services performed in a possession, but
only if the services are performed while the principal place of em-
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ployment of the employee is within that possession. For example,
wages paid for services performed in Puerto Rico by a full-time em-
ployee of the possession corporation who resides in Puerto Rico
generally would be qualified possession wages. On the other hand,
wages paid by the same company to a U.S.-based employee who
provides only temporary services in Puerto Rico would not meet the
standard for inclusion in the wage base for determining the posses-
sion corporation's active business credit limitation.

For this purpose, the term wages refers to the Federal Unem-
ployment Tax Act (FUTA) definition of wages, and the cumulative
amount of wages for each employee that are taken into account for
a taxable year in computing the credit limitation may not exceed
85 percent of the maximum earnings subject to tax under the
OASDI portion of Social Security (currently $57,600). The bil
specifies that the Treasury Secretary will provide rules for making
appropriate adjustments to this limit in the cases of part-time em-
ployees and of employees whose principal place of employment is
not within a possession for the entire year. In addition, the bill
does not include in qualified possession wages amounts paid to em-
ployees who are assigned by the employer to perform services for
another person, unless the principal trade or business of the em-
ployer (and any related possession corporations) is to make employ-
ees available for temporary periods to other persons in return for
compensation.

Allocable employee fringe benefit expenses are equal to the ag-
gregate amount allowable to the possession corporation as a deduc-
tion for the taxable year of the fringe benefits listed below, multi-
plied by a fraction the numerator of which is the aggregate amount
of the corporation's qualified possession wages (as defined above)
for the year and the denominator of which is the aggregate amount
of the wages it pays or incurs during that year. In no event, how-
ever, may the corporation's allocable employee fringe benefit ex-
penses for a taxable year exceed 15 percent of the aggregate
amount of its qualified possession wages For that year.

Fringe benefit expenses that are taken into account for purposes
of determining the credit limitation are (1) employer contributions
under a stock bonus, pension, profit-sharing, or annuity plan, (2)
employer-provided coverage under any accident or health plan for
employees, and (3) the cost of life or disability insurance provided
to employees. Fringe benefit expenses do not include any amount
that is treated as wages.
Depreciation

Depreciation deductions taken into account in determining the
economic-activity limitation are as follows. With respect to short-
life qualified tangible property (i.e., qualified tangible property to
which section 16 applies and which is 3-year or 5-year property
as classified under section 168(e)), 50 percent of the depreciation
deductions allowable to the possession corporation for the taxable
year are taken into account. With respect to medium-life qualified
tangible property (i.e., qualified tangible property to which section
168 applies and which is classified as 7-year or 10-year property
under section 168(e)), 75 percent of such deductions are taken into
account. With respect to long-life qualified tangible property (i.e.,

69-501 0 - 93 - 6
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all other qualified tangible property to which section 168 applies),
100 percent of such deductions are taken into account.
Possesion income tax

As a general rule for possession corporations that do not elect the
profit-split method, taxes paid or accrued to a possession with re-
spect to taxable income whch is taken into account in computing
the section 936 credit are factored into the credit-limitation base.
However, possession income taxes paid in excess of a 9-percent ef-
fective rate of tax are not included for purposes of determining the
limitation. Moreover, only the portion of taxes satisfying the effec-
tive-rate requirement that are allocable (on a pro-rata basis taking
all possession income taxes into account) to nonsheltered income
are so included. The portion of possession income taxes allocated to
nonsheltered income is determined by computing the ratio of two
hypothetical U.S. tax amounts that are computed under the as-
sumption that no credit or deduction is allowed for possession in-
come taxes, and then multiplying that ratio by the taxable income
of the corporation, computed under the assumption that no credit
or deduction is allowed for possession income taxes, and that all
other deductions are allowed as under present law.

The numerator of the ratio described above is the U.S. tax liabil-
ity of the possession corporation that would arise under the bill by
virtue of the economic-activity limitation determined without re-
gard to any credit or deduction for possession income taxes. The de-
nominator of the ratio is the U.S. tax liability of the possession cor-
poration that would be imposed on the income of the corporation
(such income being computed under the rules that apply under cur-
rent section 936) without regard to any credit or deduction for pos-
session income taxes.

A possession corporation that utilizes the profit-s split method for
allocating any income from intangible property for the taxable year
is not permitted to include any taxes in its credit-limitation base.
Such a corporation, however, is allowed a deduction for a portion
of its possession income taxes paid or accrued during that taxable
year. The deductible portion of possession income taxes is the por-
tion that is allocable (on a pro-rata basis) to the corporation's tax-
able income (computed before taking into account any deduction for
such taxes), the U.S. tax on which is not offset by the section 936
credit as a result of the bill's limitation.

Denial of double benefit
For purposes of computing the pre-section 936 credit U.S. income

tax liability of a possession corporation that utilizes the economic-
activity limitation, the bill requires the corporation to compute tax-
able income by reducing its otherwise deductible amounts of com-
pensation and depreciation by the amounts that are included in its
credit-limitation base.
Election to treat affiliated corporations as one corporation

For purposes of computing the economic-activity limitation, the
bill allows an affiliated group of corporations (generally as defined
in sec. 1504, but treating possession corporations and foreign cor-
porations as includible corporations) to elect to treat all affiliated
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possession corporations as one corporation. For a group so electing,
the available consolidated credit amount is to be allocated among
the possession corporations of the group under rules prescribed by
the Treasury Secretary. Any election to consolidate applies to the
taxable year for which made and to all succeeding taxable years
unless revoked with the consent of the Treasury Secretary.
Example

To illustrate the operation of the economic-activity limitation,
consider a U.S. corporation that has elected the application of sec-
tion 936. Assume that the corporation has neither elected to use
the percentage limitation nor to use the profit-split method for
computing its income. Further assume that the corporation pays
cash wages of $18, of which $15 are qualified possession wages,
and the corporation makes pension, accident, health and life insur-
ance payments of $3 with respect to its employees for the taxable
year. Assume also that the corporation is entitled to $5 in deprecia-
tion deductions for short-life qualified tangible property and $2 for
long-life qualified tangible property and that it pays $6 in posses-
sion income taxes.

Assume that the corporation has $100 of taxable income for the
year, computed in accordance with the present-law rules for deter-
mining the taxable income of a possession corporation (that is, tak-
ing into account compensation and depreciation deductions other-
wise allowed by the Code, but no deduction for possession income
taxes). Assume that this $100 is comprised of $90 of active busi-
ness income, $5 of QPSII, and $5 of other taxable income, if it
claims compensation and depreciation deductions otherwise allowed
by the Code, but no deduction for possession income taxes. But for
the limitation imposed by the bill, the corporation's section 936
credit would be $33.25 (35% of $95), and it would have U.S. tax li-
ability equal $1.75 (($100 x 35%) - $33.25).

Under the bill, the section 936 credit on U.S. tax attributable to
QPSII remains at $1.75 (35% of $5). However, the remaining
$31.50 of the otherwise allowable credit is subject to the economic-
activity limitation.

As stated above, of the $18 of wages, $15 are qualified possession
wages (i.e., they are below 85% of the applicable limit and are paid
for services performed in a possession to employees whose principal
p lace of employment is in the possessionY. Therefore, $2.50 in
fringe benefit expenses (i.e., 15/18 of $3) potentially are includible

credit-limitation base. However, allocable fringe benefit ex-
penses are limited to 15% of qualified possession wages, which in
this case equals $2.25 (15% of $15). The total of qualified posses-
sion wages and allocable employee fringe benefit expenses therefore
is $17.25, and the compensation component of the credit-limitation
base thus is $16.39 (95% of $17.25).

The depreciation component of the credit-limitation base is
$4.50-i.e., the sum of (1) 50% of the $5 depreciation on the short-
life property, and (2) 100% of the $2 depreciation on the long-lifeproperty.The sum of the depreciation and compensation components of the

credit-limitation base therefore is $20.89.
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The $6 of possession income taxes paid by the corporation rep-
resents a 6-percent effective rate of possession tax. Thus, none of
these taxes are disqualified from inclusion in the credit-limitation
base as a result of the 9-percent-effective-tax-rate provision of the
bill. However, only the portion of the $6 that is allocated to
nonsheltered income is includible in the credit-limitation base. This
portion is determined by comparing the increase in tax attributable
to the compensation and depreciation components of the credit lim-
itation (as well as the associated denial of deductibility) to the tax
that the corporation would pay in the absence of the section 936
credit and the deductibility denial provision.

The increase in tax attributable to the compensation and depre-
ciation components of the credit limitation and the associated de-
nial of deductibility is determined as follows. Without the limita-
tion, the corporation's U.S. tax liability would be $1.75 as computed
above. With the limitation and the denial of deductions (not consid-
ering the possession income tax component of the credit limitation),
the corporation's U.S. tax liability would be calculated in the fol-
lowing manner. The corporation's taxable income would be $100,
plus qualified compensation ($17.25) and depreciation ($7.00),
yielding $124.25. The U.S. tax would be 35% of this amount, or
$43.49. That amount would be reduced by (1) the active-business
section 936 credit ($20.89) and (2) the QPSII credit ($1.75). There-
fore, net U.S. tax liability would be $20.85. Thus, the limitation re-
sults in an increase in the corporation's U.S. tax liability of $19.10.
This $19.10 must be compared to the U.S. tax which the corpora-
tion would pay in the absence of the credit and the deductibility
denial provision. That tax would be $35 (35% of $100). The amount
of possession income taxes which can be included in the credit limi-
tation thus is $3.27 ((19.10/35) x $6).

The total limitation on the active-business credit is $24.16 (i.e.,
compensation ($16.39) plus depreciation ($4.50) plus possession in-
come taxes ($3.27)). In addition, the corporation can also claim a
full credit of $1.75 against its U.S. tax on QPSII. Therefore, the
corporation's total section 936 credit for the year may not exceed
$25.91. After applying that credit, the corporation's net U.S. tax li-
ability is $17.58 ($43.49 - $25.91).

Percentage limitation
Under the percentage limitation, the section 936 credit allowed

to a possession corporation against U.S. tax on business income for
a taxable year is limited to an applicable percentage (40 percent
once fully phased in) of the credit that would be allowable under
present-law rules. Under a transition rule that provides a 5-year
phase in, the applicable percentage is as follows:

Taxable years beginning in Applicable per-
centage

1994 ................................................................................. 60%
1995 .............................................................................. 55
1996 .............................................................................. 50
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Taxable years beginning in -Applicable per-
centage

1997 ................................................................................ 45
1998 and thereafter .......................................- 40%

Thus, for example, if a possession corporation's section 936 credit
on business income for a taxable year beginning after 1997, as com-
puted under present law would be $1,000,000, the bill limits the al-
lowable credit for that year to $400,000.

A taxpayer that utilizes the percentage limitation is permitted a
deduction for a portion of its possession income taxes paid or ac-
crued during the taxable year. The portion of the taxes so deduct-
ible is the portion that is allocable (on a pro-rata basis) to the cor-
poration's taxable income (computed before taking into account any
deduction for possession tax), the U.S. tax on which is not offset
by the section 936 credit as a result of the limitation.

To illustrate the operation of this rule, assume that for a taxable
year beginning after 1997, a possession corporation that has elect-
ed the use of the percentage limitation has active business income
from its possession-based operations of $900,000 and QPSII of
$100,000, yielding pre-credit U.S. tax amounts of $315,000 and
$35,000, respectively. Further assume that the corporation incurs
possession taxes in the amount of $50,000 for that year. The cor-
poration's section 936 credit for the year would be limited to
161,000 (i.e., a full credit against tax on QPSII and a 40-percent

credit against tax on active business income). In this case, $27,0045
($50,000 x (189,000/350,000)) of possession tax may be deducted by
the possession corporation, thereby reducing its taxable income to
$973,000. Thus, its pre-section 936 credit U.S. tax liability is
$340,550, and its post-credit U.S. tax liability is $179,550.
Foreign tax credit limitation for dividends from possession corpora-

tions
The bill also creates a new separate foreign tax credit limitation

category for purposes of computing the AMT foreign tax credit. The
new category includes the portion of dividends received from a pos-
session corporation for which the dividends received deduction is
disallowed, and thus is included in alternative minimum taxable
income.

Excise tax cover over
The bill also temporarily increases the cover 6ver of rum excise

taxes to Puerto Rico and the Virgin Islands from $10.50 per proof
gallon to $11.30 per proof gallon. This increased cover over rate ap-
plies for excise taxes imposed in 1994 through 1998. This tem-
porary increase in cover over applies only to excise taxes on rum.
Further, it is not the committee's intent in increasing the rum ex-
cise tax cover over amount that this action be cited as precedent
for any future cover over of either other present excise taxes or
taxes that may be enacted as part of this bill or future legislation.
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Effective Date
The provision is effective for taxable years beginning after De-

cember 31, 1993.
9. Enhance earnings stripping rules (sec. 8228 of the bill and

see. 163(j) of the Code)

Present Law
Interest deductions in general

Interest expenses of a U.S. corporate taxpayer are generally de-
ductible, whether or not the interest is paidto a related party and
whether or not the interest income is subject to U.S. taxation in
the hands of the recipient. For example, interest income may be ex-
empt from U.S. tax if the recipient generally is exempt under Code
section 401 or section 501. As another example, the income may be
exempt from U.S. tax if the recipient is a foreign person and either
the Code imposes no tax or a treaty eliminates the U.S. tax that'
otherwise would apply under the Code.
Interest paid to certain related persons

In certain cases where interest is paid by a corporation to a re-
lated person, and no U.S. tax is imposed on the recipient's interest
income, the so-called "earnings stripping rules" in the Code provide
for denial of interest deductions by the debtor to the extent that
the corporation's net interest expense exceeds 50 percent of its ad-
justed taxable income (sec. 163(j)). The disallowance cannot exceed
the amount of tax-exempt interest paid to related persons; such in-
terest is known as "disqualified interest." The disallowance does
not apply to interest on debt with a fixed term that was issued on
or before July 10, 1989, or that was issued after that date pursuant
to certain written binding contracts in effect on that date.

For this purpose, a taxpayer's adjusted taxable income generally
is its taxable income computed without regard to net interest ex-
pense, net operating loss carryovers, or any deduction allowable for
depreciation, amortization, or depletion, and computed with such
other adjustments as are provided by regulations. An interest re-
cipient is considered to be related to the debtor if the recipient and
debtor would be treated as related under the rules of section 267(b)
or would be subject to the controlled partnership rules of section
707(b)(1).

A corporation's interest deductions for a taxable year are not lim-
ited under the earnings stripping provision unless the ratio of debt
to equity of the corporation as of the close of the taxable year (or
on such other days during the taxable year as regulations may pre-
scribe) exceeds 1.5 to 1. The ratio of debt to equity means the ratio
that the total indebtedness of the corporation bears to the sum of
its money and all other assets, reduced (but not below zero) by
such total indebtedness, taking into account such adjustments as
the Secretary may prescribe in regulations. For this purpose, the
amount taken into account with respect to any asset is that asset's
adjusted basis for purposes of determining gain.

Any amount of interest disallowed under the earnings stripping
provision is permitted to be carried forward as disqualified interest
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to a subsequent taxable year. In addition, a taxpayer is permitted
to carry forward any excess limitation from its three most recent
taxable years. The term excess limitation means the excess (if any)
of 50 percent of the debtor's adjusted taxable income over its net
interest expense. The excess limitation carried forward reduces the
disallowance that would otherwise occur in the year to which the
excess is carried.

If a treaty between the United States and any foreign country re-
duces, but does not eliminate, the 30-percent U.S. tax prescribed by
the Code with respect to interest that the taxpayer pays to a relat-
ed person, the interest is subject to disallowance in the same pro-
portion that the treaty's rate reduction (from the 30-percent statu-
tory rate) bears to 30 percent.

The question of whether a payment to a pass-through entity
(such as a partnership, regulated investment company, or real es-
tate investment trust) is treated as a payment to a person related
to the debtor generally is determined at the entity level. However,
if interest paid to a pass-through entity is treated as paid to a re-
lated person, the question of whether the recipient is tax-exempt
is determined at the partner (or other beneficial owner) level.

In the case of corporations that form part of a U.S. affiliated
group (whether or not such corporations file a consolidated return),
the earnings stripping limitation generally applies on a group
basis.

Interest paid to an unrelated person on debt guaranteed by a relat-
ed person

The Treasury is authorized to provide such regulations as may
be appropriate to prevent the avoidance of the purposes of the
earnings stripping rules, including regulations that disallow deduc-
tions ?or interest paid to unrelated creditors in certain cases: for
example, certain cases involving guarantees of the debt by parties
related to the debtor, and cases involving so-called "back-to-back
loans." The legislative history accompanying the bill enacting the
provision, however, indicates an intent that regulations generally
not subject third-part interest to disallowance whenever a guaran-
tee is given in the ordinary course. 76 The legislative history further
indicates an expectation that any regulations applying the earnings

76 The conference report on the Omnibus Budget Reconciliation Act of 1989, which added the
earnings stripping rules to the Code, includes the following language:

Some have argued that the House report's discussion of parent-guaranteed debt would poten-
tially have made ordinary third-party financing transactions subject to the disallowance rule,
in view of the common practice of having parents guarantee the debt of their subsidiaries in
order to reduce the cost of third-party borrowings. The conferees intend to clarify that the provi-
sion is not to be interpreted generally to subject third-party interest to disallowance under the
rule whenever such a guarantee is given in the ordinary course. On the other hand, the con-
ferees do not intend to preclude Treasury from disallowing interest on a guaranteed third-party
debt, in appropriate circumstances where the use of guaranteed third-party debt is a device for
avoiding the operation of the earnings stripping rules, just as Treasury is not precluded from
disallowing interest on a back-to-back loan.

House Rept. No. 101-386, 101st Cong., 1st Seas. 567 (1989). The conference report reference
to back-to-back loans echoes language in the House Report on the 1989 Act:

Under current law, back-to-back loans that have no substance are collapsed. See Rev. Rul.
84-152, 1984-2 C.B. 381, Rev. Rul. 84-153, 1984-2 C.B. 383, and Rev. Rul. 87-89, 1987-2 C.B.
195. The bill directs the Secretary to issue such regulations as may be appropriate to prevent
the avoidance of the purposes of the bill. The committee intends that such regulations will treat
back-to-back loans through third parties (whether related or unrelated), as well as similar ar-
rangements, like direct loans to related parties.

House Rept. No. 101-247, 101st Cong., 1st Seas. 1246 (1989).
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stripping rules to third-party debt guaranteed by a person related
to the debtor would not apply to debt outstanding prior to notice
of the rule (to the extent that the regulations depart from positions
the Service and Treasury might properly take under analogous
principles of law that would recharacterize guaranteed debt as eq-uity)).Kodate, Treasury has promulgated no proposed or final regula-

tions that interpret the application of the earnings stripping rules
to third-party debt that is guaranteed by a person related to the
debtor.

Reasons for Change

Guarantees and the erosion of the U.S. tax base
Where a group of related corporations earns income that is at

least in part subject to U.S. tax, the committee believes that it is
important to preserve for U.S. taxing jurisdiction an appropriate
share of the net income of the group. The committee is aware of
provisions in the Code that are designed specifically with this pur-
pose in mind. The committee considers the earnings stripping pro-
vision to be so designed.

The operative effect of the earnings stripping provision is to deny
deductions for interest expenses deemed to be excessive under the
criteria of the provision. Where the deductions are for interest paid
to tax-exempt related parties, net income is shifted from the payor
to the related party. The committee, like the Congress in 1989, is
aware that the earnings stripping provision can be fully effective
only to the extent that taxpayers are unable to circumvent its effect
through the device of borrowing on the credit of persons whose as-
sets are outside of U.S. taxing jurisdiction. The same "excess" inter-
est deductions, and the same resultant "shifting" of net income out
of U.S. taxing jurisdiction, is obtainable through borrowing by U.S.
corporations on such credit.

A U.S. corporation can borrow on such credit by borrowing from
an unrelated party and having the debt guaranteed by a related
party that is exempt from U.S. tax. Although the interest on guar-
anteed debt is paid to an unrelated lender, the debt serves as a
substitute for a direct related party loan to the extent that money
is fungible. An affiliated group requires funding for all of its activi-
ties and assets, and has flexibility as to the source and use of its
funds. Even money borrowed for a specific purpose frees up funds
for other purposes.

Had the U.S. corporation borrowed from the related tax-exempt
person, and the related tax-exempt person been funded in part by
Ioans from unrelated persons and in part by equity, the earnings
strippi. g provision by its terms might have applied. However, ab
sent the future issuance of regulations, that provision generally
does not now apply to interest paid on a guaranteed loan from the
unrelated person to the U.S. corporation. Yet the two alternative
funding methods are similar.

For example, assume that a foreign corporation with no U.S. op-
erations owns all the stock of a U.S. corporation that conducts a
U.S. business. Assume that, aside from its stock in the U.S. sub-
sidiary, the foreign parent has foreign operating assets that sub-
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stantially exceed the operating assets of the U.S. corporation. As-
sume that creditors are willing to lend to the group, and due to
various types of guarantees that will be provided by the parent, the
parties are indifferent (aside from tax considerations) as to the
identity of the corporation that is legally considered to be the pri-
mary obligor on an single obligation.

If the primary obligor on all the loans is the parent corporation,
and the parent lends to the U.S. subsidiary, then the earnings
stripping rules will be implicated if the related party interest is ex-
empt from gross basis tax and the amount of debt and interest in-
curred by the subsidiary is excessive under those rules. However,
because all parties are indifferent as to which corporation is the
primary obligor on any loan, the transactions can be structured so
that the same excessive level of debt and interest is owed directly
by the U.S. subsidiary to the unrelated creditors, and the earnings
stripping rules will not be implicated.

The committee is concerned abou, the extent to which the
amount of U.S. tax paid with respect to the U.S. operations of the
group depends on whether, on the one hand, the creditors all lend
to the parent which in turn lends to the subsidiary, or on the other
hand, the creditors lend to the subsidiary. In either case, the loans
from the unrelated creditors may be-viewed as supporting the in-
come- producing activities of the group as a whole. However, in each
case the financing could be structured so that an excessive amount
of interest deductions may be claimed against the only income of
the group that is subject to U.S. tax-namely, the amount earned
by the U.S. subsidiary-unless in each case a provision, such the
earnings stripping provision, applies so as to prevent an inappro-
priate U.S. deduction of expenses of earning income outside U.S.
taxing jurisdiction. 77

How should the law treat guarantees?
When a U.S. corporation borrows on the credit of a tax-exempt

person, it is the committee's view that, beyond some threshold, the
interest on such a loan is properly considered to be an expense of
holding the assets and generating the income of the tax-exempt
person. The committee notes that other provisions of present law
limit the deductions that may be taken for expenses, including in-
terest, in analogous circumstances. These provisions adopt ap-
proaches to the limitation of deductions that differ from the one ap-
plied under the earnings stripping rules. 78

7 Even in the absence of such a corrective provision, the same base erosion could not occur
if both corporations, and their assets and income, were solely domestic and fully subject to U.S.
tax. In that case, to the extent interest deductions offset income of the U.S. subsidiary, the de-
ductions become unavailable to offset income of the U.S. parent that is subject to U.S. tax. If
on the other hand one of the domestic corporations has income that is not subject to U.S. tax,
such a corrective provision is necessary to prevent base erosion. Present law provides one. A
U.S. affiliated group with foreign and domestic income that chooses the benefits of the foreign
tax credit, for example, is required to compute the foreign tax credit limitation by allocating and
apportioning interest expense as if the group were single corporation (sec. 864(e)).7

8 For example, assume that a foreign corration with substantial foreign operations conducts
a U.S. business in branch form. Assume further that the branch borrows money from a U.S.
lender. Under regulations, the interest on this loan (extended to the single corporation that en-
gages in worldwide operations) is not necessarily deductible in the United States. Rather, the
foreign corporation may claim a deduction for interest based on that portion of its worldwide
debt that corresponds to a ratio of its U.S. assets to its worldwide assets (Treas. Reg. sec. 1.882-
5).

Continued
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For reasons of administrability, certainty, and consistency with
existing tax treaties, Congress enacted section 163(j), and thereby
chose to address the erosion of the U.S. tax base through interest
deductions, in the case of a U.S. corporation owned by persons ex-
empt from U.S. tax, by limiting related party interest deductions
based on an apprommation of the cash flow of the corporation and
on the debt-to-equity ratio of the corporation. Because the commit-
tee is not willing to abandon that approach in favor of either a less
objective model or a fundamental departure from accepted practice,
the committee believes that this approach generally shouldlbe pre-
served. The committee also now believes, however, that whatever
objective standards apply to related party loans should also apply
to unrelated party loans guaranteed by related persons that are ex-
empt from US. tax. To the extent that lenders and borrowers are
indifferent (aside from tax considerations) between the two financ-
ing methods, the committee believes that the tax law should treat

e two methods with similar indifference. The committee sees lit-
tle u~purose in applying two different tax treatments to the two
cases, iftaxpayers can elect between them with little economic con-
sequence other than tax savings.
Treatment of guaranteed loans from U.S. lenders

As discussed above, the committee believes that the purpose of
the earnings stripping rules is to preserve for U.S. taxing jurisdic-
tion an appropriate share of the net income of a group of related
companies. W ether the unrelated party to whom the group mem-
ber pays interest is or is not a net basis U.S. taxpayer is not rel-
evant to the measurement of the group's U.S.-taxable income, in
the committee's view.79 Such treatment is consistent with the ap-
plication of section 163(j) under present law to a related party loan
m cases where the tax-exempt lender borrows from a U.S. tax-
payer, which is an appropriate result, in the committee's view.s°

The committee also notes other factors that may be taken into
account in considering the justification for applying the provision
to guaranteed loans from U.S. lenders. The committee is concerned

Similarly, where a U.S. corporation with foreign income borrows on the strength of its world-
wide assets and income, and a portion of its net income that is from foreign sources is effectively
exempt from U.S. tax due to foreign tax credits, some of the interest expense must be treated
reducing the foreign-source portion of net income. Such treatment increases the portion of
total net income that is ineligible for shelter from U.S. tax via the foreign tax credit (Treas.
Reg. sea 1.861-9T). The Code and the regulations contain rules to ensure that the same eco-
nomic result follows where the assets and liabilities of such an enterprise are split up into mul-
tiple domestic corporations (se. 864(e); Treas. Reg. sec. 1.861-1IT).7 1n other circumstances, the committee believes it appropriate that under present provisions
of the Code, a deduction is denied for interest expenses- that are considered to be incurred in
the production of tax exempt income, in order to ensure an appropriate measurement of the net
income that is not exempt from tax; and the committee further believes it to be appropriate that
under those Code provisions it is immaterial that the interest is paid to an unrelated U.S. tax-
payer. See Treas. Reg. sec. i.882-5; Code sec. 265(a) (a taxpayer is denied interest deductions
on indebtedness incurred or continued to purchase or carry tax-exempt municipal bonds, regard-
les of the fact that the taxpayer may pay that interest to another domestic taxpayer).

S°That is, a loan made by a U.S. lender will be subject to U.S. tax on a net basis whether
the loan is made to the foreign or the U.S. borrower. By contrast, a guaranteed loan from an
unrelated foreign lender to a U.S. corporation, the interest payments on which are subject to
grs basis U.S. tax, differs significantly from a loan by the foreign lender to the foreign parent
which then loans to the U.S. subsidiary. In the second case the interest payments received by
the unrelated lender are not subject to U.S. tax. Thus, it may be argued that it is appropriate
to view the gross basis tax imposed in the first case as additional US. tax incurred by reason
of the guaranteed loan, which in turn serves as an adequate substitute for interest deduction
disallowance to the U.S. borrower.
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that taxpayers not avoid the purposes of the provision through the
use of conduit arrangements, including transactions in which the
"conduit" is a U.S. taxpayer. Certain types of guarantees can be
used to achieve results similar to those achieved with back-to-back
loans. As a practical matter, it can be difficult for the IRS to iden-
tify and combat conduit arrangements on a case-by-case basis. Ap-
plying section 163(j) to all guaranteed debt avoids this difficulty.

In addition, it may be noted that a typical U.S.-taxpayingfinan-
cial intermediary that might engage in (guaranteed) lending differs
from other types of taxpayers in the extent to which it is itself le-veraged with debt. Because of this leverage, the "spread" that gen-
erally represents a bank's net taxable income from a loan is small
relative to the interest deduction that can be claimed by the debtor.
The bank's depositors, in turn, may include domestic or foreign tax-
exempt entities. The combined U.S. net basis tax paid by the finan-
cial intermediary and its depositors on a fixed amount of interest
income may thus be substantially less than the ta saved by the
taxable borrower by reason of an equal amount of interest deduc-
tions. Were that combined U.S. net basis tax to be relevant to the
operation of the bill, it would be very "difficult to ascertain the ap-disallowance interest

"t inginto account the high degree to which financial
intermediariesare leveraged with debt under the guarantee rules
is consistent with the treatment of financial intermediaries under
present law earnings stripping rules. Such leverage is taken into
account under present law in that disallowance is based on the ex-
cessiveness of net interest expenses of a taxpayer-which generally
has the effect of insulating financial intermediaries themselves
from exposure to interest disallowance.

Explanation of Provision
In general

Interest may be treated as disqualified interest under the earn-
ings stripping rules without regard to whether it is interest on a
fixed-term obligation issued before, on, or after July 10, 1989. In
addition, interest paid on a loan from an unrelatedparty generally
is treated as disqualified interest if no gross-basis U.S. income taxis p edfon the interest, a related person guaranteed the loan,
and related person is either exempt from U.S. Federal income
tax or is a foreign person. Thus, deductions may be disallowed for

interest described aboye to the extent that the other conditions for
disallowance under the earnings stripping rules apply.
Interest on guaranteed d airt

Taxes imposed on the interest
In order for the interest paid or accrued to an unrelated person

to be disqualified due to a guarantee, there must be no gross basis
U.S. income tax imposed on the interest. A "gross basis tax" is a
U.S. income tax that is imposed without regard to deductions. For
example, the 30 percent statutory tax on interest paid to a foreign
person under Code section 87t1(a) or 88a1(a) is a 'gross basis taxn
or this purpose. If a treaty reduces the statutory gross basis tax

without eliminating it, a ratable portion of this interest would be
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treated as having had no gross basis tax imposed on it. For exam-
ple, if the treaty-reduced rate were 15 percent, then, as under
present law in the case of a payment to a related person, half of
the interest would be treated as subject to the full 30 percent gross
basis tax, and the other half would be treated as subject to no gross
basis tax.

Interest may be disqualified, however, whether or not it is sub-
ject to net basis U.S. income tax. (A "net basis tax" is simply a U.S.
income tax that is not a gross basis tax.) For example, interest paid
to a U.S. bank and reported as gross income may be treated as dis-
qualified interest if the loan is guaranteed.

Taxes imposed on the guarantor
In order for the interest paid or accrued to an unrelated person

to be disqualified due to a guarantee, the guarantor must be an or-
ganization exempt from income taxation or a foreign person, and
the guarantor must not be described in either of two exceptions:
one that applies where the debtor owns a controlling interest in the
guarantor, and another that applies to cases, identified by regula-
tion, where the interest on the indebtedness would have been sub-
ject to net basis tax if the interest had been paid to the guarantor.

For purposes of the controlled guarantor exception, a controlling
interest in a corporation means direct or indirect ownership of at
least 80 percent of the total voting power, and 80 percent of the
value, of all classes of the corporation s stock. A controlling interest
in any other entity means direct or indirect ownership of at least
80 percent of the profit and capital interests in the entity.

With respect to the other exception regarding cases where net
basis tax hypothetically would have been imposed, the committee
anticipates that the Secretary would exercise its authority to treat
a foreign guarantor like a taxable U.S. person where the foreign
person conducts a trade or business within the United States, and
the Treasury is satisfied that income on a hypothetical loan by the
foreign person to the debtor, similar to the third- party guaranteed
loan, would have been effectively connected with the conduct of
that U.S. trade or business, and taxed in the United States for that
reason, after the application of any relevant treaty. The committee
is concerned, however, that the hypothetical nature of such a test,
if not designed properly, might tempt taxpayers to take aggressive
reporting positions. Therefore, the committee intends that the Sec-
retary have broad discretion to limit the scope of the exception to
cases where the Secretary is fully satisfied that taxpayers are pre-
vented from engagingin tax avoidance schemes, such as establish-
ing an insubstantial U.S. trade or business for the purpose of quali-
fying for the exception.

Definition of guarantee
Except as provided in regulations, a guarantee is defined to in-

clude any arrangement under which a person directly or indirectly
assures, on a conditional or unconditional basis, the payment of an-
other's obligation. The committee intends that the term be inter-
preted broadly enough to encompass any form of credit support.
This includes a commitment to make a capital contribution to the
debtor or otherwise maintain its financial viability. It includes an
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arrangement reflected in a "comfort letter," regardless whether the
arrangement gives rise to a legally enforceable obligation. If a
guarantee is contingent upon the occurrence of an event, the provi-
sion would apply as if the event had occurred.
Relationship to treaties

The committee understands that the impact of this provision
may fall heavily on foreign-based multinational enterprises. How-
ever, the provision generally applies to guarantees provided by all
tax-exempt U.S. persons and tax-exempt foreign persons. The com-
mittee does not believe that the impact of the provision on foreign-
owned entities conflicts with U.S. tax treaties.

The provision does not, for example, distinguish between pay-
ments to U.S. residents on the one hand and payments to residents
of other countries, on the other. In either case, deductions can be
denied or not depending on the presence or absence of a disqualify-
ing guarantee. Furthermore, the earnings stripping rules deny de-
ductions only in cases believed to satisfy an objective standard of
"thin capitalization." As set out more fully in the conference report
accompanying the 1989 Act, disallowance in such cases may be con-
sistent with treaties regardless of whether the disallowance applies
only to thinly capitalized foreign-owned companies.81 Moreover, the
committee believes that the provision does not inappropriately sub-
ject similarly situated persons to dissimilar treatment. Some U.S.
tax provisions under current law affect only foreign-owned U.S.
businesses, but these provisions are designed solely to provide com-
parable treatment for these and other U.S. taxpayers in areas
where the fact of foreign ownership interferes with the effective op-
eration of domestic tax rules. In short, the committee believes that
different but comparable tax treatment that reflects the different
circumstances of foreign-owned and domestic-owned businesses
does not necessarily constitute discrimination against foreign-
owned U.S. businesses.

Effective Date
The provision applies to any interest paid or accrued in taxable

years beginning after December 31, 1993.

s'H.R. Rep. No. 101-386, 101st Cong., lst Sews. 569-70 (1989).
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C. Foreign Tax Provisions
1. Require current taxation of certain earnings of controlled

foreign corporations (secs. 8231-8233 of the bill, and
secs. 951(a), 954(c), 956, 959, 960(b), 1296, 1297, and new
sec. 956A of the Code)

Present Law

In general
U.S. persons generally are taxed currently by the United States

on their worldwide income. U.S. tax on foreign source income may
be reduced by credits for foreign income taxes paid by the U.S. per-
son. Foreign income earned by a foreign corporation, the stock of
which is owned in whole or in part by U.S. persons, generally is
not taxed by the United States until the foreign corporation repa-
triates those earnings by payment of a dividend to its U.S. stock-
holders. If a foreign corporation pays a dividend to a domestic cor-
p oration that owns 10 percent or more of the voting stock of the
foreign corporation, the domestic corporation may receive credits

for foreign income taxes paid by the foreign corporation. This is
sometimes known as the "indirect" foreign tax credit.

The Code sets forth several regimes providing exceptions to the
general rule that defers U.S. tax on foreign income earned through
foreign corporations. One such regime applies only to certain sub-
stantial U.S. shareholders in U.S.-controlled foreign corporations.
Other regimes apply to other U.S. persons owning stock in pre-
dominantly "passive" foreign-corporations. Still other regimes are
primarily applicable to U.S. persons owning stock in domestic cor-
porations, but also can be applied to U.S. persons owning stock in
foreign corporations.
Controlled foreign corporations

General provisions
Under the controlled foreign corporation rules of subpart F secss.

951-964), a controlled foreign corporation is defined generally as
any foreign corporation if U.S. persons own more than 50 percent
of the corporation's stock, taking into account only so-called-"U.S.
shareholders": namely, those U.S. persons that own (directly, indi-
rectly or by attribution) at least 10 percent of its voting stock (sec.
957).

A "U.S. shareholder," so defined, may be taxed currently by the
United States on its proportionate share of the controlled foreign
corporation's "subpart F income." The U.S. shareholder may claim
an indirect foreign tax credit for its proportionate share of the for-
eign income taxes paid by the controlled foreign corporation on the
subpart F income (sec. 960). Subpart F income typically is foreign
income that is relatively movable from one taxing jurisdiction to
another and that is subject to low rates of foreign tax relative to
the U.S. rate. Subpart F income consists of foreign base company
income, insurance income, and certain income relating to inter-
national boycotts and other violations of public policy. Excluded
from the definition of subpart F income, among other things, are
certain dividends and interest received from a related corporation
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organized and operated in the same foreign country as the recipi-
ent.

Investment of earnings in U.S. property
In addition to taxation of subpart F income and taxation of ac-

tual repatriations of earnings not already taxed as subpart F in-
come, a U.S. shareholder may also be subject to U.S. taxation on
the controlled foreign corporation's current or accumulated earn-
ings (other than earnings that were previously taxed to the U.S.
shareholders as subpart F income), at the time of any increase for
the year in the amount of those earnings invested by the controlled
foreign corporation in certain U.S. property (as defined in section
956). Thus, for example, assume that a controlled foreign corpora-
tion has an active foreign manufacturing business. It earns no sub-
art F income and has no U.S. property. It has $100 of accumu-

lated earnings, all of which are invested in the foreign business.
Assume that in the current year the foreign corporation disposes
of $50 worth of foreign business assets and places the proceeds in
a U.S. real estate investment or lends them to its U.S. sharehold-
ers. In either case, the U.S. shareholders are required to include
$50 in gross income for the current year.

Receipt of previously taxed earnings and profits
Earnings and profits of a controlled foreign corporation that have

been included in the income of U.S. shareholders before actual re-
patriation are not included again in the shareholders' gross income
when such earnings are in fact distributed to the U.S. shareholders
(sec. 959(a)). Earnings actually distributed are treated as compris-
ing first amounts that were previously taxed as investments inU.S. property under section 956 (sec. 959(cX)1)), next amounts that
were previously taxed as subpart F income under section
951(aX1XA) (sec. 959(c)(2)), and last amounts of other earnings
(sec. 959(cX3)).

A U.S. shareholder is permitted to increase its foreign tax credit
limitation in the year of the distribution of previously taxed earn-
ings and profits (sec. 960(b)). The increase equals the excess of the
amount by which its foreign tax credit limitation for the year of the
income inclusion was increased as a result of that inclusion, over
the amount of foreign taxes which were allowable as a credit in
that year and which would not have been so allowable but for the
income inclusion. The increase in the foreign tax credit limitation
may not, however, exceed the amount of the foreign taxes actually
paid with respect to the distribution of previously taxed earnings
and profits. All such determinations are made separately for each
controlled foreign corporation, for each taxable year, and for each
foreign tax credit limitation category.-
Passive foreign investment companies

Definitions
If any foreign corporation (including a controlled foreign corpora-

tion) is a so-called "passive foreign investment company" (PFIC),
U.S. persons (including 10-percent "U.S. shareholders") that own
stock in the PFIC may be subject to one of two other sets of operat-
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ing rules that eliminate or reduce the benefits of deferral secss.
1291-1297). A PFIC generally is defined as any foreign corporation
if (1) 75 percent or more of its gross income for the taxable year
consists of passive income, or (2) 50 percent or more of its assets
consist of passive assets, defined as assets that produce, or are held
for the production of, passive income (sec. 1296(a)). Assets gen-
erally are measured by their fair market value; however, a foreign
corporation may elect (on a permanent basis) to have its assets
measured by their adjusted bases.

Passive income does not include any income derived in the active
conduct of a banking business by an institution licensed to do busi-
ness as a bank in the United States, or, to the extent provided in
regulations, by any other corporation (sec. 1296(b)(2)A)). According
to IRS Notice 89-81, 1989-2 C.B. 399, forthcoming Treasury regula-
tions will provide that income effectively connected with the active
conduct of a U.S. trade or business pursuant to a license to do busi-
ness as a bank in the United States, as well as income derived in
bona fide banking activities (as defined in Notice 89-81) conducted
abroad by a U.S. licensed bank, will be treated as income other
than passive income. In addition, a foreign corporation that is not
licensed to do business as a bank in the United States, but that
qualifies as an active foreign bank (or "qualified affiliate") under
conditions set forth in Notice 89-81, will be permitted to treat its
income derived in the performance of bona fide banking activities
as not passive income.

Look-through rules
In determining whether foreign corporations that own subsidi-

aries are PFICs, look-through treatment is provided in certain
cases (sec. 1296(c)). Under this look-through rule, a foreign corpora-
tion that owns, directly or indirectly, at least 25 percent of the
value of the stock of another corporation is treated as owning la
proportionate part of the other corporation's assets and income.
Thus, amounts such as interest and dividends received from foreign
or domestic subsidiaries are eliminated from the shareholder's in-
come in applying the income test, and the stock or debt investment
is eliminated from the shareholder's assets in applying the asset
test.

In addition to the look-through rule applicable to 25-percent-
owned subsidiaries, interest, dividends, rents, and royalties re-
ceived from related persons that are not subject to section 1296(c)
look-through treatment are excepted from treatment as passive in-
come to the extent that, under regulations prescribed by the Sec-
retary, those amounts are allocable to income of the payor that is
not passive income (sec. 1296(b)(2)(C)).S2 As a corollary, the charac-
terization of the assets that generate the income will follow the
characterization of the income so that, for example, a loan to a re-
lated person will be treated as a passive asset only if the interest
on the loan is treated as passive income.

8 2A related person is defined by reference to the related person definition applicable for pur-
poses of the controlled foreign corporation rules (that is, sec. 954(dX3)).
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Tax treatment of PFICs
Under the tax rules applicable at the election of a U.S. person

owning PFIC stock, the U.S. person includes currently in gross in-
come its' share of the PFIC's total earnings, with a separate elec-
tion to defer payment of tax, subject to an interest charge, on in-
come not currently received. As under the controlled foreign cor-
poration rules, the distribution of earnings and profits that were
previously included in the income of an electing shareholder under
these rules is not treated as a dividend to the shareholder (sec.
1293(c)). A nonelecting U.S. person owning PFIC stock pays no cur-
rent tax on the PFIC's undistributed income. However, when real-
izing income earned through ownership of PFIC stock (such as cer-
tain amounts distributed by the PFIC or capital gains from selling
PFIC stock), the nonelecting U.S. person may pay an additional in-
terest charge. This interest charge is related to the value of delay-
ing income realization, and therefore delaying tax, by investing irt-
directly in assets through a foreign corporation.

Accumulated earnings tax
In addition to the corporate income tax, the Code also imposes

a tax, at the rate of 28 percent, on the accumulated taxable income
of any corporation (with certain exceptions) formed or availed of for
the purpose of avoiding income tax with respect to its shareholders
(or the shareholders of any other corporation), by permitting its
earnings and profits to accumulate instead of being distributed
(secs. 531, 532(a)). The specified tax-avoidance purpose generally is
determined by the fact that the earnings and profits of the corpora-
tion are allowed to accumulate beyond the reasonable needs of the
business (sec. 533). The accumulated earnings tax acts as an ap-
proximation of the tax that would have been incurred by the share-
holders on dividends actually distributed by the corporation.

The accumulated earnings tax does not apply to certain specified
types of corporations, including PFICs (sec. 532(b)). The accumu-
lated earnings tax does apply, by its terms, to most other foreign
corporations including controlled foreign corporations. However,
foreign earnings and profits of foreign corporations generally are
not subject to the accumulated earnings tax (see Treas. reg. sec.
1.532-1(c)).

Reasons for Change

Inclusions based on excess passive assets
The committee is aware that the deferral of U.S. tax on income

of U.S. persons earned through foreign corporations may tend to
favor foreign investment over U.S. investment, and can provide an
incentive to engage in certain tax-haven activities. The committee
understands that prior enactments that permit deferral of U.S. tax
on most types of active business income derived through controlled
foreign corporations have been justified as enhancing the -competi-
tiveness of U.S.-owned business operations abroad. In fact, Con-
gress referred to such concerns in rejecting the President's proposal
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to eliminate all deferral in the Revenue Act of 1962.A8 The commit-
tee believes, however, that deferral of U.S. tax on accumulated ac-
tive business profits is not necessary to maintain the competitive-
ness of business activities conducted by controlled foreign corpora-
tions where such accumulated profits are held in the form of exces-
sive accumulations of passive assets.

The controlled foreign corporation rules impose current U.S. tax
on certain passive income earned by a controlled foreign corpora-
tion. The PFIC rules restrict the benefits of deferral in the case of
foreign corporations that allow undistributed earnings and profits
to accumulate in passive investments to such an extent that the
amount of the corporation's passive assets equals or exceeds the
amount of its active business assets. The committee believes that
neither of these regimes sufficiently restricts the benefits of defer-
ral in the case of controlled foreign corporations that accumulate
excessive quantities of earnings and profits, without reinvesting
them in active business assets, and without subjecting them to U.S.
income taxation (with proper allowance for foreign tax credits) in
the hands of the U.S. shareholders.

The committee understands that, although the accumulated
earnings tax nominally applies to controlled foreign corporations,
its application to foreign corporations (including controlled foreign
corporations) is limited. Moreover, the accumulated earnings tax of
present law employs a subjective analysis to determine the reason-
able business needs for accumulating earnings in the form of pas-
sive assets. The committee believes it appropriate to impose on con-
trolled foreign corporations a new type of limitation on accumulat-
ing deferred earnings that'turns on objective rather than subjective
criteria.

The committee is concerned that some limitations on accumulat-
ing deferred earnings that have been proposed might have had in-
appropriate application to earnings accumulated by controlled for-
eign corporations in past years. The committee believes that a bet-
ter approach is to impose a new limitation on deferral that applies
to amounts earned in future years.

Modifwation of section 956
The committee has carefully considered how best to structure the

bill's provisions as to ilicome inclusions of earnings invested in ex-
cess passive assets. The committee believes that the provisions of
present law applicable to income inclusions of earnings invested in
U.S. property under section 956 could be improved, and that those
provisions of present law are, in some ways, conceptually parallel
to the bill's excess passive assets provisions. The committee be-
lieves that the bill's structure and operating rules for the excess
passive assets provisions are also appropriate for inclusions of
earnings invested in U.S. property, and, accordingly, modifies the
latter provisions in the bill.

t'"Testimony in hearings before [the House Committee on Ways and Means] suggested ...
that to impose the U.S. tax currently on the U.S. shareholders of Amencan-owned businesses
operating abroad would place such firms at a disadvantage with other firms located in the same
areas not subject to U.S. tax." H.R. Rep. No. 1447, 87th Cong., 2d Seso. 57-58 (1962).
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Measurement of assets under the PFIC rules
The- committee understands that many foreign corporations that

are subject to the PFIC rules hold assets (such as tangible or intan-
gible business assets) the fair market value of which is difficult to
determine. This difficulty is faced primarily by those PFICs that
are also controlled foreign corporations, rather than those PFICs
that are foreign-controlled investment funds (which tend to hold
marketable assets). The committee is aware that the process of de-
termining the fair market value of such foreign assets is a source
of complexity and administrative burden for taxpayers, and is an
enforcement problem for the Internal Revenue Service.

The committee believes that measurement by adjusted basis is
well established in7 the case of-controlled foreign corporations' in-
vestments of earnings in U.S. property, and is highly appropriate
to the task of measuring the earnings of a controlled foreign cor-
poration that are invested in excess passive assets. The committee
is not persuaded that a different method should apply for purposes
of measuring assets when testing a controlled foreign corporation
for its status as a PFIC. The committee recognizes, however, that
when a controlled foreign corporation incurs research and experi-
mental expenditures, the practical effect may be to enhance the
corporation's ability to generate active business income over an ex-
tended period; yet b use such expenditures are commonly deduct-
ible under section 174, these types of expenditures ma affect the
corporation's adjusted tax basis in its assets differently than ex-
penditures to generate active business income over an extended pe-
nod that take the form of investment in tangible assets. Therefore
the committee believes that certain adjustments to tax basis should
be made to take account of this difference. In addition, the commit-
tee believes that in certain cases it is also appropriate to make ad-
justments that take into account either tangible or intangible as-
sets that are used by the corporation in its active business, but are
not owned by the company.
Foreign securities brokers and dealers

When the PFIC rules were enacted in 1986, Congress believed
that foreign corporations conducting an active business as dealers
in stocks, securities and derivative financial products generally
would be excluded from qualification as PFICs under both the asset
and income tests. Specifically, Congress expected that foreign secu-
rities dealers would not qualify as PFICs under the asset test, be-
cause more than 50 percent of their assets would consist of inven-
tory securities and other assets that produce income treated as not
passive under the dealer exception of section 954(c). Congress also
expected that foreign securities dealers would not qualify as PFICs
under the gross income test, inasmuch as a substantial portion of
their gross income would be commission income (not passive) from
underwriting issues of stocks and securities.84

The committee is informed, however, that foreign securities deal-
ers do not always earn sufficient gross income in the form of under-
writing commissions to avoid qualification as PFICs under the

"HR. Rep. No. 99-841, 99th Cong., 2d Sess. 11-644 (1986) (Conference Report to accompany
H.R. 3838, the Tax Reform Act of 1986).
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gross income test. For example, securities dealers may earn sub-
stantial amounts of interest and dividend income from securities
held as inventory for sale to customers. Securities dealers may also
earn substantial amounts of interest income from transactions inci-
dental to the business of dealing in securities, such as margin loans
and reverse repurchase transactions.

The committee is further informed that inventory securities held
by a foreign corporate securities dealer may not represent more
than 50 percent of the corporation's assets. As a result, a foreign
securities dealer may qualify as a PFIC under the asset test. In
most cases, moreover, the committee is informed that inventory se-
curities represent less than 75 percent of the assets of a foreign se-
curities dealer, so that most foreign securities dealers would be
considered to hold excess passive assets under the bill.

In contrast, existing provisions of the Code and IRS Notice 89-
81 ensure that income and assets attributable to bona fide banking
activities conducted by a foreign bank or a qualified affiliate are
not treated as passive income and assets, if certain conditions are
satisfied. The committee is informed, however, that there is consid-
erable overlap between the activities designated as bona fide bank-
ing activities under Notice 89-81 and the activities conducted by
foreign securities dealers. For example, foreign securities dealers
may regularly arrange and engage in foreign exchange trans-
actions, enter into interest rate and currency swaps and other
hedging transactions, and underwrite issues of stock, debt obliga-
tions and other securities. Each of these activities is designated in
Notice 89-81 as a bona fide banking activity.

The committee believes that it is appropriate to provide an ex-
ception, similar to that provided under section 1296(bbX2XA), for in-
come earned by foreign securities brokers and dealers in an active
securities business. The committee believes that the availability of
this exception should be restricted to U.S. shareholders of con-
trolled foreign corporations in order to ensure that the exception
cannot be used by U.S. portfolio investors to avoid the PFIC rules.
Effect on foreign tax credit limitation of distributions of previously

taxed earnings
The provisions that permit an indirect foreign tax credit to be

claimed in the event of a distribution of previously taxed earnings
are particularly difficult to administer. This difficulty arises be-
cause taxpayers must determine the amount of excess foreign tax
credit limitation associated with a distribution of previously taxed
earnings on a separate category by separate category basis, on a
foreign corporation by foreign corporation basis, as well as on a
year by year basis. Additional complexities arise because taxpayers
are required as a result of distributions to trace earnings and prof-
its up tiers of foreign corporations. The bill simplifies present law
by requiring taxpayers to establish excess limitation accounts only
on a separate category by separate category basis; the taxpayer will
not be required to track earnings! on a controlled foreign corpora-
tion by controlled foreign corporation or a year by year basis.

In addition, the Tax Reform Act 'of 1986 revised the indirect for-
eign tax credit by providing for a multi-year "pooling" mechanism.
This mechanism was designed to ameliorate the problems associ-
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ated with timing mismatches of earnings and profits and foreign
tax payments by placing all post-1986 earnings and profits anid for-
eign tax payments in respective pools, and by providing for averag-
ing of these respective amounts for purposes of claiming the indi-
rect credit. The committee believes that the rules of section 960(b)
that apply for purposes of determining adjustments to the foreign
tax credit limitation should also employ the multi-year pooling con-
cept. In addition, the committee believes it is appropriate to sub-
stitute the multi-year pooling concept for the current annual ac-
counting rules that apply to investments of earnings in U.S. prop-
erty; therefore, the bill adopts a pooling approach in its operating
rules for income inclusions based on excess passive assets and in-
come inclusions based on investments in U.S. property.

Explanation of Provision

In general
The bill limits the availability of deferral of U.S. tax on certain

earnings of controlled foreign corporations. As explained in detail
below, the bill generally requires current inclusions in the income
of U.S. shareholders of a controlled foreign corporation to the ex-
tent of the corporation's accumulated earnings invested in excess
passive assets. The bill also conforms the treatment of earnings of
controlled foreign corporations invested in U.S. property to the new
rules for earnings invested in excess passive assets, and makes re-
lated modifications to other rules applicable to controlled foreign
corporations and PFICs.

Inclusions based on excess passive assets
Amount included

The bill adds new section 956A to the Code, which measures the
amount of retained earnings of a controlled foreign corporation that
is potentially subject to inclusion in the income of a U.S. share-
holder of the foreign corporation as a result of the foreign corpora-
tion's investment in "excess passive assets." The amount deter-
mined under section 956A with respect to a U.S. shareholder of a
controlled foreign corporation is the lesser of two amounts.

The first amount is the excess (if any) of the U.S. shareholder's
pro rata share of the controlled foreign corporation's "excess pas-
sive assets," over that portion of the retained earnings of the for-
eign corporation that is treated as having been previously included
in the income of the U.S. shareholder on account of excess passive
assets.85 The second amount, defined as the "applicable earnings"
of the controlled foreign corporation, is the U.S. shareholder's pro
rata share of the controlled foreign corporation's total current earn-

"Under the previously taxed income rules of section 969, retained earnings of the foreign cor-
poration that are treated as having been previously included in the income of the U.S. share-
holder include retained earnings that were previously included in the income of another U.S.
person that is a proven predecessor in interest to the U.S. shareholder. In addition, as discussed
below under "Coordnaton and ordering provisions,* under the bill's rules for the treatment of
previously taxed income the amount of earnings treated as having been previously included in
the income of the shareholder on account of excess passive assets (i.e., the amount of earnings
described in section 959(cXIXB)) includes not only earnings that actually resulted in an inclu-
sion of income under section 951(aXIXC), but also earnings that would have resulted in such
an inclusion but for being attributable to earnings that had been previously taxed as subpart
F income under section 961(aXIXA).
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ings and profits (but not reduced by a deficit in accumulated earn-
ings and profits) and earnings and profits to the extent accumu-
lated in taxable years beginning after September 30, 1993,8M re-
duced by the portion of such post-1993 retained earnings of the for-
eign corporation that was previously included in the income of the
U.S. shareholder on account of either investments in U.S. property
or investments in excess passive assets. Under this definition, a
controlled foreign corporation can never have a deficit in applicable
earnings.

The income inclusion for a U.S. shareholder of the controlled for-
eign corporation is the amount determined as above under new sec-
tion 956A; less retained earnings of the controlled foreign corpora-
tion that are treated as having been previously taxed to the U.S.
shareholder as subpart F income of the controlled foreign corpora-
tion under section 951(a)(1)(A), to the extent that such previously
taxed earnings were accumulated in taxable years beginning after
September 30, 1993 (new sec. 951(a)(1XC)). (See the discussion of
the bill's rules for the treatment of previously taxed income under
"Coordination and ordering provisions," below.)

Excess passive assets
"Excess passive assets" are defined as the excess (if any) for the

taxable year of the average amount of passive assets held by the
controlled foreign corporation as of the close of each quarter of its
taxable year, over 25 percent of the average amount of total assets
held by the controlled foreign corporation as of the close of each
quarter of its t% table year. For this purpose, an asset is measured
generally by its adjusted basis as determined for purposes of com-
puting earnings and profits.8 7 The bill provides a special rule to
take into account research and experimental expenditures, and to
take into account assets leased or licensed to the foreign corpora-
tion, in computing adjusted basis (see description below of certain
modifications to the PFIC rules). The committee intends that the
measurement of assets as of the close of each quarter of the taxable
year shall disregard short-term loans or other temporary arrange-
ments with regard to the corporations's assets, where one of the
principal purposes of such an arrangement was to avoid taking
passive assets into account for purposes of this provision.

Passive assets are defined generally as under the PFIC rules, i.e.,
assets held brthe controlled foreign corporation that produce pas-
sive income (as defined in sec. 1296(b)) or that are held for the pro-
duction of passive income. The PFIC look-through rules applicable
to 25-percent-owned subsidiaries and certain payments received
from related persons apply for this purpose. The bill modifies cer-
tain definitions of assets and income for purposes of the PFIC rules
(see description below of certain modifications of the PFIC rules).

eEarnings and profits generally are computed in the foreign corporation's functional cur-
rency, in accordance with the rules of sections 986 and 964. Earnings and profits with respect
to pre-1987 taxable years are initially computed in U.S. dollars in accordance with the rules
of Treas. reg. sec. 1.964-1, and are then translated into the foreign corporation's functional cur-
renc at the "spot" rate that prevailed on the first day of the foreign corporation's first taxable
year beginning after December 31, 1986 as provided in IRS Notice 88-70, 1988-2 C.B. 369.Unlike the PFJC rules of present law, the bill offers no option to measure assets by fair
market value.
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These modifications are also applicable for purposes of determining
excess passive assets under section 956A.

Coordination and ordering provisions
Passive assets for purposes of the excess passive assets provi-

sions do not include any assets that are treated as U.S. property
for poses of section 956.

The bill provides that actual distributions during the taxable
year. and their effects on the determination of earnings and profits,
previously taxed amounts, or any other item are taken into account
prior to the determination of amounts under section 956 that are
subject to income inclusion under section 951(aX1XB), and amounts
under section 956A that are subject to income inclusion under sec-
tion 951(aX1XC).ss

The bill further provides that all amounts of assets, earnings in-
cluded in income, previously taxed amounts, and any other item
determined for purposes of the excess passive assets rovisions are
to be determined after the application of section 951f (and income
inclusions thereunder) for the-taxable year.

Previous income inclusions under section 956A are treated simi-
larly to previous income inclusions under section 956 for purposes
of the ordering rules applicable to the different categories of pre-
viously taxed income under section 959(c). Thus, when the con-
trolled foreign corration makes an actual distribution of its earn-
ings to its shareholders, the earnings distributed are treated as
first attributable to the retained earnings that were required in
prior years to be included in income as investments in excess pas-
sive assets under section 956A (amounts of earnings described in
sec. 959(cX1XB)), together with the retained earnings that were re-
uired in prior years to be included in income as investments in
.S. property under section 956 (amounts of earnings described in

sec. 959(cX1XA)). The attribution between the two categories is
made on a pro rata basis. As under present law, distributed earn-
ings are treated as next attributable to the retained earnings that
were required in prior years to be included in income as subpart
F income under section 951(aXlXA) (amounts of earnings described
in sec. 959(cX2)), and last attributable to other earnings and profits
(amounts of earnings described'in sec. 959(cX3)). As under present
law, distributions of earnings described in section 959(cX2) are
treated as attributable to more recent years first. The same
present-law rule also applies to earnings described in section
959(cX3).

Amounts that would be included in income as investments in
U.S. property under section 956 are treated as first attributable to
the retained earnings that were required to be included in income
as subpart F income under section 951(aX1XA) (amounts of earn-
ings described in sec. 959(cX2)), and then attributable to other
earnings and profits. Amounts that would be included in income as
investments in excess passive assets under section 956A are treat-
ed as first attributable to the retained earnings that were required
to be included in income as subpart F income under section

"SAs under current law, actual distributions are taken into account after the application of
section 951(aXIXA).
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951(aX1XA) (amounts of earnings described in sec. 959(c)(2)) to the
extent that such earnings were accumulated in taxable years begin-
ning after September 30, 1993, then attributable to earnings and
profits that were not required to be included in income as subpart
F income (amounts of earnings described in sec. 959(c)(3)).

As under present law in the case of investments in U.S. property,
to the extent that an amount would be included in income as either
an investment in U.S. property or an investment in excess passive
assets, but for being attributable to earnings that had been pre-
viously taxed as subpart F income under section 951(aX1)(A), that
amount of earnings is converted from an amount treated as pre-
viously taxed under section 951(aX)(1A) (amounts of earnings de-
scribed in sec. 959(c)(2)), to an amount treated as previously taxed
under subparara h (B) or (C) of section 951(aXl) (amounts of
earnings describedin subparagraph (A) or (B) of sec. 959(c)(1)), as
the case may be. Therefore, for example, the amount of earnings
treated as having been previously included in the income of the
shareholder on account of excess passive assets (i.e., the amount of
earnings described in section 959(cX1)(B)) includes not only earn-
ings that actually resulted in an inclusion of income under section
951(a)(1XC), but also earnings that would have resulted in such an
inclusion but for being attributable to earnings that had been pre-
viously taxed as subpart F income under section 951(aX1XA).

Example
The above rules are illustrated by the following multi-year exam-

ple: 89

Year 1.-Assume that a U.S. corporation owns all the stock of a
controlled foreign corporation, which is not (and has never been) a
PFIC. The 'foreign corporation holds an average of 100 of assets, of
which 35 are passive, and no U.S. property. Further assume thatthe foreign corration has accumulated earnings and profits of 25
at the close of year 1, none of which is subpart F income or has
otherwise previously been included in the income of a U.S. share-
holder under subpart F, and 15 of which was earned in taxable
years beginning after September 30, 1993. Under the bill, the for-
eign corporation is treated as having excess passive assets of 10.
The amount determined under section 956A is also 10: that is, the
lesser of the 10 of excess passive assets or the 15 of post-1993 accu-
mulated earnings. Therefore, for year 1, 10 is included in the U.S.
corporation's income as earnings invested in excess passive assets
under section 951(a)(1)(C). Also, 10 of the foreign corporation's
earnings is treated as previously taxed and described in subsection
(cX1XB) of section 959 (as income previously taxed under section
951(a)(1XC)), attributable to taxable years beginning after Septem-
ber 30, 1993. The controlled foreign corporation's accumulated
earnings of 25 are unchanged by the inclusion in income under sec-
tion 951(aX)(1C).

Year 2.-Next assume that in year 2, the controlled foreign cor-
poration still has average total assets of 100, but now 40 (rather
than 35) of these assets are passive. Also assume that the foreign

"SThis example assumes that all years at issue begin after the effective date of the bill, i.e.,
after September 30, 1993.
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corporation earns 5 of subpart F interest income in year 2, and
makes no actual distributions of earnings and profits. (For simplic-
ity, assume for this purpose that the new earnings have been taken
into account in arriving at the figure of 100 for average assets.) As
a result, the foreign corporation holds accumulated earnings and
profits of 30 at the close of year 2, 20 of which was earned in tax-
able years beginning after September 30, 1993. The interest income
of 5 is include in the U.S. corporation's income as subpart F in-
come under sec. 951(aXlXA).

Under the bill, before computing whether there is an additional
income inclusion on account of excess passive assets, the 5 of sub-
part F earnings is treated as previously taxed and described in sub-
section (c)(2) of section 959 (as income previously taxed under sec-
tion 951(aX1XA)), attributable to taxable years beginning after Sep-
tember 30, 1993. The year 2 amount determined under section
956A is 5. It is the lesser of two amounts. The first amount is 5,
or the difference between the 15 of excess passive assets in year
2 and the 10 of previous inclusions of earnings invested in excess
passive assets. The second amount is 10, or the difference between
the 20 of post-1993 accumulated earnings and the 10 of previous
inclusions of excess passive assets. The amount included in the
U.S. corporation's year 2 income on account of its (increased) in-
vestment in excess passive assets, however, is zero. This results
from the 5 of subpart F income under section 951(aX1XA) that the
foreign corporation earned in year 2, and the ordering rules of sec-
tion 959 as modified by the bill. Under the bill, there is no excess.
of the amount determined under section 956A (5, as noted above)
over the amount of the foreign corporation's retained earnings that
have been included in the U.S. corporation's income under section
951(a)(1)(A), attributable to taxable years beginning after Septem-
ber 30, 1993 (also 5). The bill also provides, in this case, that the
earnings in the amount of 5 that would have been included in in-
come under section 951(a)(1)(C) but for the previously taxed sub-
part F income are to be treated as described in section 959(cX1XB)
i.e., as earnings previously taxed as investments in excess passive

assets) rather than in section 959(c)(2) (i.e., as earnings previously
taxed as subpart F income under section 951(aX(1)(A)). Therefore,
at the end of year 2, 15 is the total amount of earnings (10 from
year 1 plus 5 from year 2) treated as described in section 959(c)(1),
and the accumulated earnings of 30 are unaffected by the income
inclusions.

Year 3.-Assume that, as in year 2, the foreign corporation has
an average of 40 of passive assets and 100 of total assets. Assume
further that the foreign corporation earns another 5 of subpart F
interest income, earns 10 of other income, and makes an actual dis-
tribution of 20 to the U.S. corporation. (Again, for simplicity, as-
sume that the new earnings and the distribution have been taken
into account in arriving at the figure of 100 for total assets.) The
foreign corporation thus holds accumulated earnings and profits of
45 at year end, before taking the current-year distribution into ac-
count, of which 35 are attributable to taxable years beginning after
September 30, 1993.

As in year 2, the year 3 subpart F interest income of 5 is in-
cluded in the U.S. corporation's income (under sec. 951(a)(1)(A)).
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Also as in year 2, under the bill, before computing whether there
is an income inclusion for year 3 on account of excess passive as-
sets, the subpart F earnings of 5 are treated as previously taxed
and described in section 959(cX2) (as income previously taxed
under section 951(aX1XA)), attributable to taxable years beginning
after September 30, 1993.

The bill provides that the actual distribution of 20 is accounted
for next. The distribution of earnings is treated as attributable first
to the cumulative earnings described in section 959(cX1) (15, in
this case all described in section 959(cXIXB), and all attributable
to taxable years beginning after September 30, 1993), and next to
the cumulative earnings described in section 959(cX2) (5, in this
case all from year 3, all attributable to taxable years beginning
after September 30, 1993). Thus, the distribution of 20 is treated
as fully attributable to previously taxed earnings, and, after the
distribution, no portion of the foreign corporation's retained earn-
ings is treated as previously taxed income described by subsection
(cXl) or (cX2) of section 959.

Next, if the foreign corporation had invested any of its earnings
in U.S. property under section 956, the amount of the income inclu-
sion under section 951(aX1XB) would be determined. In this case,
there is none.

Last, the income inclusion (if any) under section 956A is deter-
mined. The amount determined under section 956A is 15. This is
the lesser of 15 (the amount of excess passive assets, unreduced be-
cause no portion of the foreign corporation's retained earnings is
treated as previously taxed under section 951(aX1XC)), and 15 (the
amount of post-1993 accumulated earnings, unreduced because no
portion of the foreign corporation's retained earnings is treated as
previously taxed under subparagraph (B) or (C) of section
951(a)(1)). The amount included in the U.S. corporation's income
for year 3 under section 951(aX(1XC) is the 15 determined under
section 956A, again unreduced because no portion of the foreign
corporation's retained earnings is treated as previously taxed under
section 951(aX1XA). The U.S. corporation has a total income inclu-
sion under subpart F of 20 for year 3: 5 under section 951(aX1XA)
plus 15 under section 951(aX1XC). As of the end of year 3, the tax-
payer treats 15 of earnings as described in section 959(cXlXB) (i.e.,
as earnings previously taxed as investments in excess passive as-
sets), and has accumulated earnings of 25, of which 15 are attrib-
utable to taxable years beginning after September 30, 1993.

Special rules for decontrolled foreign corporations
Proper adjustments are to be made to the measurement of assets

and earnings in the case of any foreign corporation that ceases to
be U.S.-controlled during the taxable year. The determination of
the pro rata share held in such a corporation by any U.S. share-
holder is to be made on the basis of stock ownership on the last
day during the taxable year on which the foreign corporation is a
controlled foreign corporation. The determination of excess passive
assets for such a taxable year is made by taking into account only
those quarters of the taxable year that end prior to such day, and
averaging only over such reduced number of quarters. The deter-
mination of current earnings and profits for such a taxable year is
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made by taking into account only a pro rata portion of the corpora-
tion's current earnings and profits for that entire year, based on
the part of that year during which the foreign corporation is a con-
trolled foreign corporation.

Aggregation and anti-abuse rules
The bill provides an aggregation rule applicable to any chain of

controlled foreign corporations that are connected through stock
ownership, where more than 50 percent, by vote or value, of the
stock of each member of the chain (other than the top-tier con-
trolled foreign corporation) is owned, directly or indirectly, by one
or more other controlled foreign corporations that are members of
the chain ("CFC chain"). Under this rule, the amount of excess pas-
sive assets for the CFC chain would be determined on the basis of
the sum of the assets of each controlled foreign corporation in the
CFC chain and the sum of the passive assets of each controlled for-
eign corporation in the CFC chain. The total applicable earnings
for the WFC chain would be determined as the sum of the applica-
ble ea ngs of each controlled foreign corporation in the CFC
chain.9 ' Each controlled foreign corporation in the CFC chain
would be treated as holding its pro rata share of the excess passive
assets of the CFC chain, on the basis of that controlled foreign cor-
poration's percentage share of the total applicable earnings of the
CFC chain.

The bill provides regulatory authority under which the Treasury
is instructed to prescribe such regulations as may be necessary to
carry out the purposes of the excess passive assets provisions, and
to prevent their avoidance. Within this authority, the committee in-
tends that the Treasury prescribe regulations under which the
earnings and assets of two or more controlled foreign corporations
that are related but are not part of the same CFC chain mar be
treated as if they were part of the same CFC chain, if one o the
principal purposes for separately organizing, acquiring, or main-
taining such multiple corporations is to avoid an inclusion under
the excess passive assets provision. In making the determination as
to purpose, the committee expects that the regulations may take
into account various presumptions, including (but not limited to)
those set forth in temporary Treas. reg. sec. 1.954-IT(bX4).

Modification of section 956
The bill treats earnings invested by a controlled foreign corpora-

tion in U.S. property under revised rules that parallel those that
govern the treatment of excess passive assets, as described above.
under the revised rules, the amount determined under section 956
with respect to a U.S. shareholder of a controlled foreign corpora-
tion is the lesser of two amounts.

The first amount is the excess (if an ) of the U.S. shareholder's
pro rata share of the U.S. property olthe controlled foreign cor-
poration, over that portion of the retained earnings of the foreign
corporation that is treated as having been previously included in

"90 Inasmuch as the amount of a controlled foreign corporation's applicable earnings can never
be less than zero, a corporation with no current earnings and an accumulated deficit is not
taken into account in determining the sum of the applicable earnings of all controlled foreign
corporations in the CPC chain.
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the income of the U.S. shareholder on account of earnings invested
in U.S. property. 9 1 The second amount is the U.S. shareholder's pro
rata share of the controlled foreign corporation's current and accu-
mulated earnings and profits (but not reduced by a deficit in accu-
mulated earnings and profits), reduced by the portion of the re-
tained earnings of the foreign corporation that was previously in-
cluded in the income of the U.S. shareholder on account of either
investments in U.S. property or investments in excess passive as-
sets.

The income inclusion for a U.S. shareholder of the controlled for-
eign corporation is the amount determined as above under section
956, less retained earnings of the controlled foreign corporation
that are treated as having been previously taxed to the U.S. share-
holder as subpart F income of the controlled foreign corporation
under section 951(aX1XA) (see sec. 951(aX1XB), as modified by the
bill). (See the discussion of the bill's rules for the treatment ofpre-
viously taxed income under "Coordination and ordering provisions,"
above.)

As noted above, the bill provides that actual distributions during
the taxable year and their effects on the determination of earnings
and profits, previously taxed amounts, or any other item, are taken
into account prior to the determination of amounts under section
956 that are subject to income inclusion under section 951(aXIXB),
and amounts under section 956A that are subject to income inclu-
sion under section 951(aXIXC).

The controlled forei corration's U.S. property is measured as
the average of the adjusted basis (as determined for purposes of
calculating earnings and profits) of such property held (directly or
indirectly) by the controlled foreign corporation as of the close of
each quarter of its taxable year, less any liability to which the
property is subject (as under present law). The committee intends
that the measurement of assets as of the close of each quarter of
the taxable year shall disregard short-term loans or other tem-
porary arrangements with regard to the corporations's assets,
where one of the principal purposes of such an arrangement was
to avoid taking assets into account for purposes of this provision.
Examples of what the IRS views as such arrangements are dis-
cussed in Rev. Rul. 89-73 (1989-1 C.B. 258), interpreting present
law.

The bill is not intended to change the measurement of U.S. prop-
erty that may apply, for example, in the case of certain short-term
obligations, as provided in IRS Notice 88-108 (1988-2 C.B. 445), in-
terpreting present law. Obligations subject to the special treatment
of IRS Notice 88-108 are those that are collected within 30 days of
their issuance, but the exclusion of such short-term obligations

"9' As noted above, under the previously taxed income rules of section 969, retained earnings
of the foreign corporation that are treated as having been previously included in the income of
the U.S. shareholder include retained earnings that were previously included in the income of
another U.S. person that is a proven predecessor in interest to the US. shareholder. In addition,
as discussed above under "Coordination and ordering provisions," under the bill's rules for the
treatment of previously taxed income, the amount of earnings treated as having been previously
included in the income of the shareholder on account of investments of earnings in U.S. property
(i.e., the amount of earnings described in section 969(cXiXA)) includes not only earnings that
actually resulted in an inclusion of income under section 951(aX1XB), but also earnings that
would have resulted in such an inclusion but for being attributable to earnings that hid been
previously taxed as subpart F income under section 951(aXIXA).
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does not apply if the controlled foreign corporation holds obliga-
tions that would constitute U.S. property if held by the controlled
foreign corporation on the date of measurement (determined with-
out regard to this 30-day rule) for aggregate periods totalling at
least 60 days in the taxable year, without regard to whether any
such obligations are held on the date of measurement.

Same-country dividend rule
The bill limits the application of the same-country exception to

the determination of subpart F income in the case of certain divi-
dends received by controlled foreign corporations. Amounts distrib-
uted with respect to stock owned by the controlled foreign corpora-
tion do not qualify for the same-country exception to the extent
that the distributed earnings and profits were accumulated by the
distributing corporation during periods when the controlled foreign
corporation did not hold the stock. The bill's limitation applies, and
thus the same-country exception does not apply, even in cases
where the controlled foreign corporation receiving the distribution
did not exist at the time the distributed earnings and profits were
accumulated, but the stock of the distributing corporation was held
by the shareholders of the receiving corporation at such time.

The committee intends that no inference be drawn from the bill
as to the proper interpretation of temporary Treas. reg. sec. 1.954-
2T(b)3Xiii) (which also imposes limitations on the same-country
exception from the treatment of dividends as subpart F income).
Effect on foreign tax credit limitation of distributions of previously

taxed earnings
Under the bill, receipt of a distribution of previously taxed in-

come by a U.S. shareholder of one or more controlled foreign cor-
porations increases the U.S. shareholder's foreign tax credit limita-
tion to the extent of the aggregate amount in a single "excess limi-
tation account" maintained by that U.S. shareholder for each of its
separate foreign tax credit limitation categories. That account re-
flects the cumulative amount by which the U.S. shareholder's for-
eign tax credit limitation had been increased on account of subpart
F income inclusions (in excess of the foreign taxes allowed as a
credit on account of such inclusions) in taxable years beginning
after September 30, 1993, less the total amount by which the ac-
count was used to increase the U.S. shareholder's foreign tax credit
limitation upon prior distributions of previously taxed earnings and
profits.

The treatment described in the paragraph above applies to a tax-
payer that (1) chose to have the benefits of the foreign tax credit
for a taxable year beginning after September 30, 1993, in which
that taxpayer had an inclusion of subpart F income (if there were
creditable foreign taxes paid or accrued for that year); (2) chooses
to have the benefits of the foreign tax credit for any taxable year
in which earnings that were so included are actually distributed
and treated as previously taxed; and (3) pays, is deemed to pay, or
accrues creditable foreign taxes for the year in which the distribu-
tion is received. The committee intends that any distribution in a
taxable year beginning after September 30, 1993, be treated as
comprising earnings attributable to taxable years beginning after
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September 30, 1993, to the extent of such earnings, then earnings
attributable to taxable years beginning prior to October 1, 1993.
The committee anticipates that Treasury regulations will provide
guidance as to the application of these provisions in the case of tax-
payers that choose to have the benefits of the foreign tax credit in
some but not all years.

In the case of a foreign tax credit carryback to a taxable year be-
ginning after September 30, 1993, the increase in the excess limita-
tion account resulting from subpart F income inclusions for that
taxable year is reduced by the amount of foreign taxes allowed as
a credit by reason of the carryback, if such foreign taxes would not
have been allowed as a credit for that year but for the subpart F
income inclusions for that year.
Modification of certain PFIC rules in the case of U.S. shareholders

of controlled foreign corporations

Measurement of assets
The bill modifies the present-law rules for applying the PFIC

asset test in the case of U.S. shareholders of controlled foreign cor-
porations. In testing a controlled foreign corporation for PFIC sta-
tus with respect to its "U.S. shareholders," under the bill, assets
generally are measured by adjusted basis as determined for pur-
poses of calculating earnings and profits, with no option to use fair
market value.

Adjusted basis for this purpose is modified to take into account
certain research and experimental expenditures and certain pay-
ments for the use of intangible property that is licensed to the con-
trolled foreign corporation. First, the aggregate adjusted basis of
the total assets of the controlled foreign corporation is increased by
the total amount of research and development expenditures made
by the controlled foreign corporation, for qualified research or ex-
perimental expenditures (as defined for purposes of Code section
174 and the Treasury regulations thereunder), taking into account
payments and expenditures (including cost-sharing payments)
made in the current taxable year and the two most recent preced-
ing taxable years. In addition, the aggregate adjusted basis of the
total assets of the controlled foreign corporation is increased by the
amount of three times the total payments made during the taxable
year to unrelated persons and related U.S. persons for the use of
intangible property with respect to which the controlled foreign cor-
poration is a licensee, and which the controlled foreign corporation
uses in the active conduct of its trade or business. Payments made
to related foreign persons are not taken into account. For purposes
of this rule, intangible property is defined as under section
936(hX3XB) of the Code.

Treatment of certain securities dealers
The bill excludes from the definition of passive income under the

PFIC rules income derived in the active conduct of a securities
business by certain corporations registered in the United States as
brokers or dealers in securities, and, to the extent provided in
Treasury regulations, income so derived by any other corporation
engaged in the active conduct of a trade or business as a broker
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or dealer in securities. As with the asset-valuation rule above, this
exclusion applies only to a controlled foreign corporation, and only
for purposes of the treatment of its U.S. shareholders. The bill pro-
vides that similar rules apply in determining whether the income
of a related person is passive (whether or not the related person
is a corporation), solely for purposes of classifying amounts paid to
a controlled foreign corporation as passive or not pursuant to the
PFIC related-person rule (sec. 1296(bX2XC)).92

The commit anticipates that Treasury regulations will provide
guidance as to what constitutes the active conduct of a trade or
business as a broker or dealer in securities. The committee further
anticipates that such regulations will provide that income derived
from the performance of bona fide securities-related activities in
the course of the active conduct of such a business generally will
be treated as income other than passive income.

The committee intends that, in practice the effect of this provi-
sion shall be only to mitigate the effect of the PFIC rules and the
excess passive assets rules on a company insofar as it is actively
engaged in the business of providing the services of a financial
intermediary to unrelated parties, rater than used as a vehicle for
investment in stock, securities, or other financial products on be-
half of its shareholders or other related parties. There are other in-
stances i the Code and regulations where it is necessary to draw
similar distinctions, and the Treasury is invited to consider wheth-
er any tests employed in those provisions are suitable in light of
the purposes of this provision.

For example, the controlled foreign corporation rules may require
a determination as to whether a foreign corporation is a regular
dealer (within the mea of section 954(c)1XB)) in stocks, securi-
ties, or derivative financial products during its taxable year. As an-
other example, the PFIC rules exempt a foreign corporation, to the
extent provided in regulations, from passive characterization of its
income from the active conduct of a banking business. Guidance
has been issued under that provision analogous to the guidance
that might be issued under this provision of the bill. As a third ex-
am.ple, guidance has been issued under the foreign tax credit limi-
tation regulations for identifying financial services entities.

As in the cases of the PFIC bank rules and the foreign tax credit
limitation rules on financial services entities, the committee be-
lieves that the Treasury could consider a variety of activities that
may indicate the existence of an active securities business.93

"For example, in the can of U.S. shareholders of a controlled foreign corporation that is en-
gaged in the active conduct of a trade or business as a broker or dealer in securities, and that
receives interest dividends, rent, or royalties from a related person (which may or may not be
a corporation), the determination of the amount of such income that is allocable to income of
the related person other than passive income is made by applyi the exception for certain in-
come of securities brokers and dealers to the income of the rlated person, whether or not the
related person is a corporation, solely for purpoes of apple yig the PFIC income test to income
earned by the controlled fore corration through the relatpern.

"Such activities might include: (a) purchasing or selling inventory securities such as stock,
debt obligations, commodity futures or other securities or derivative financial products (includ-
ing notional principal contracts) from or to unrelated persons, arranng such purchases or sales
on behalf of unrelated persons who are customers in the course of a business as a securities
broker, and holding stock, debt obligations and other securities as inventory for sale to such cus-
tomers; (b) arranging notional principal contracts and other hedging transactions for, or entering
into such transactions or any other derivative financial products with, unrelated persons who
are customers; (c) arranging foreign exchange transactions for, or engaging in foreign exchange

Continued
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In addition, in appropriate circumstances, the Treasury might
consider it relevant that a foreign corporation is or is not registered
or authorized in the country in which it conducts its principal secu-
rities broker or dealer operations to conduct the bona fide securities
activities that it performs in that country, and is subject to the ap-
propriate securities regulatory authorities of that jurisdiction."'

The foregoinm list of possible approaches and factors to take into
account is not .tendedto be exclusive of other approaches or fac-
tors not mentioned. Nor is it intended to suggest that the presence
of any of the factors mentioned above, or the passing or failing of
any test existing under present law, must be used by Treasury to
determine the outcome of the question whether a foreign corpora-
tion is engaged in the active conduct of a trade or business as a
broker or dealer in securities. The committee does not intend to
limit the Treasury's discretion to fashion rules suitable to the pur-
poses of the provision. The committee does- intend, however, that
Treasury clarify the issue of what income qualifies as derived in
the active conduct of a trade or business as a broker or dealer in
securities, by issuing guidance in time for taxpayers to file returns

transactions with, unrelated persons who are customers; (d) underwriting issues of stocks, debt
obligations or other securities under best-efforts or firm-commitment agreements with unrelated
persons; (e) purchasing, selling, discounting, or negotiating on a regular basis for unrelated per-
sons notes, drafts, checks, bilhi of exchange, acceptances or other evidences of indebtedness; (M)
lending inventory stocks or securities to unrelated persons; (g) engaging in hedofing activities
directly related to bona fide securities activities described in toms (a)thriughe Mn of this list;
(h) servicing mortgages; (i) investment banking activities; (j) providing financial or investment
advisory services, investment management services, fiduciary services, trust services, or custo-
dial services to unrelated persons; (k) providing margin or other financing for unrelated persons
who are customers, secured by securities or money market instruments, including repurchase
agreements, or financing in connection with any of the bona fide securities activities described
in items (a) through () of this list; (I) disposing of any property (whether tangible or intangible,
personal or real) that was used or acquired in the active conduct of the securities business, but
only to the extent that the property was held in connection with a bona fide securities activity;
and (in) any other activity that the Secretary may determine to be a bona fide securities activity
that is commonly conducted by active foreign securities dealers in the ordinary course of their
securities business.

"One approach that the Treasury may wish to consider in drafting regulations under this
provision would be to treat a controlled foreign corporation as an active foreign securities broker
or dealer for a taxable year if it satisfies a securities-related activity test, a gross income test
and a licensing requirement. To satisfy the securities-related activity test, the foreign corpora-
tion could be required to qualify as (i) a regular dealer" in stocks, securities and derivative fi-
nancial products within the meaning of section 954(c) and the regulations thereunder, (ii) a
"qualified affiliate" or (iii) to the extent provided in the regulations, a qualified foreign securities
broker. Under the _gross income test of the regulations the foreign corporation could be required
to derive at least 60 percent of its total gross income ?or the taxable year from bona fide securi-
ties-related activities. The PFIC look-through rules of sections 1296(bX2XC) and 1296(c) would
not apply for purposes of this test. Under the licensing requirement of the regulations, a con-
trolled foreign corporation (other than a qualified affiliate) that is not registered as a securities
broker or dealer under the Securities Exchange Act of 1934 could be required to be licensed or
authorized in the country in which it conducts its principal securities dealer operations (or, in
the case of a qualified foreign securities broker, its principal securities broker operations) to con-
duct the bona fide securities-related activities that it performs in that country. These activities
would be required to be subject to the appropriate securities regulatory authorities of that coun-
try.

A "qualified affiliate" could be defined as a foreign corporation that regularly performs in the
ordinary course of its trade or business at least one bona fide securities-related activity, and
that is a a member of an affiliated group that (1) derives 50 percent or more of its total gros
income for the year from bona fide secuities-related activities, and (2) includes a corporation
that either actively conducts business in the United States as a registered securities broker or
dealer or qualifies as a "regular dealer" in stock, securities and derivative financial products
under section 954(c) and the regulations thereunder or (to the extent provided in regulations)
as a qualified foreign securities broker. The regulations could also require that the gross income
of the registered securities broker or dealer, "regular dealer" or qualified foreign securities
broker represent at least 20 percent of the total gross income of the affiliated group for the year.
It might be necessary for Treasury regulations to modify the definition of affiliated group pro-
vided in section 1504 in order to carry out the purposes of this provision such as to accommo-
date the inclusion of foreign corporations and the ownership of stock by US.. shareholders that
are U.S. partnerships.
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reporting subpart F income inclusions on account of excess passive
assets.

As under the exceptions for active banking and insurance income
of Code section 1296(bX2), the committee intends that the Sec-
retary's regulatory authority under the bill be exercised so as to
apply the PFIC provisions to any income derived by persons en-
gaged in bona fide securities-related activities where necessary to
prevent individuals from-earning -what is essentially tax-deferred
portfolio investment income through a foreign corporation. Also, as
under section 1296(bX2), the committee intends that income de-
rived by persons engaged in bona fide securities-related activities
that are basically widely-held incorporated investment vehicles will
be treated as passive for purposes of the PFIC definition. Under ex-
isting law, any allocation of passive income earned by, or passive
assets held by, a foreign corporation to stock held by particular
shareholders of the corporation (e.g., to foreign shareholders that
are not subject to the PFIC provisions) is not respected for pur-
poses of the application of the PFIC provisions to that foreign cor-
poration and its shareholders. Accordingly, in the case of a con-
trolled foreign corporation that is eligible for the securities excep-
tion, the committee intends that any allocation of particular items
of income or assets to stock held by particular shareholders of the
foreign copration not be respect or purposes of the application
of the PFI C and excess passive asset provisions to that foreign cor-
poration and its shareholders.

Treatment of certain income inclusions as distributions
Under the bill, inclusions of income on account of investments of

earnings of a controlled foreign corporation in U.S. property, or
ownership of excess passive assets, are treated as distributions for
purposes of computing the interest charge on excess distributions
to the U.S. shareholders of PFICs that are controlled foreign cor-
porations. Accordingly, such inclusions of income are subject to
treatment as excess distributions under section 1291(b) of the PFIC
rules. Such inclusions of income are taken into account as amounts
received with respect to the PFIC stock (e.g., in prior years) in the
determination of whether or not there is an excess distribution for
the taxable year.

Treatment of certain leased assets for PFIC purposes
The bill treats certain leased property as assets held by the for-

eign corporation for purposes of the PFIC asset test. This rule ap-
plies to tangible personal property with respect to which the for-
eign corporation is the lessee under a lease with a term of at least
12 months. Under the bill, the measure of leased property for pur-
poses of applying the asset test is the unamortized portion of the
present value of the payments under the lease. The committee in-
tends that regulations provide guidance for determining the
unamortized portion of the present value of the payments. Present
value is to be determined, under regulations, as of the beginning
of the lease term, and, except as provided in regulations, by using
a discount rate equal to the applicable Federal rate determined
under the rules applicable to original discount instruments (sec.
1274(d)), substituting under those rules the term of the lease for

69-501 0 - 93 - 7
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the term of the debt instrument. In applying those rules, options
to renew or extend the lease are not to be taken into account. Also,
the special rule to be .applied under section 1274(dX2) in the case
of a sale or exchange is disregarded. Property leased by a corpora-
tion is not taken into account in testing for PFIC status under the
asset test either if the lessor is a related person (as that term is
defined under the foreign base company rules) with respect to the
lessee, or if a principal purpose of leasing the property was to avoid
the PFIC provisions.

Effective Date
The provision generally is effective for taxable years of foreign

corporations beginning after September 30, 1993, and for taxable
years of domestic shareholders in which or with which such taxable
years end.

The provision modifying the rules for increasing the foreign tax
credit limitation upon distributions of previously taxed income is
effective for actual distributions of earnings that are included
under subpart F in taxable years of U.S. shareholders beginning
after September 30, 1993. In the case of any distributions of earn-
ings that were included under subpart F in taxable years of U.S.
shareholders beginning prior to October 1, 1993, the rules of
present law will continue to apply.
2. Allocation and apportionment of research and experi-

mental expenditures (see. 8234 of the bill and see. 864(f)
of the Code)

Present Law

Foreign tax credit and source rules
Under the Code, each item of income is assigned either a U.S.

source or a foreign source. The foreign tax credit for foreign taxes
paid on foreign source income is limited to the amount of U.S. tax
otherwise payable on foreign source income. The foreign tax credit
is not available against ULS. tax on U.S. source income. (This is
known as the foreign tax credit limitation.) A shift in the source
of income from foreign to U.S. may increase net U.S. tax for some
taxpayers by reducing the foreign tax credit limitation.

In determining foreign source taxable income for purposes of
computing the foreign tax credit limitation, and for other tax pur-
pses, taxpayers are required to allocate and apportion expenses

ween foreign source income and U.S. source income (Code secs.
861-864). A shift in the allocation and apportionment of expenses
from U.S. source to foreign source gross income decreases foreign
source taxable income, and may increase U.S. tax by reducing the
foreign tax credit limitation.
Research and experimental expense allocation regulation

Treasury regulation section 1.861-8 (promulgated in 1977) sets
forth detailed rules for allocating and apportioning several cat-
egories of expenses, including deductible research and experimental
expenditures ("research expense"). The regulation provides that re-
search expense is ordinarily considered definitely related to all
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gross income reasonably connected with one or more of 32 product
categories based on two-digit classifications of the Standard Indus-
trial Classification ("SIC") system. Research expense is not traced
solely to the income generated by the particular product which ben-
efitted from the- research activity. Instead, it is associated with all
the income within the SIC product group in which the product is
classified.

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

After research expense incurred to meet legal requirements is al-
located under the above rule, any remaining research expense gen-
erally is apportioned to foreign source income based on the ratio of
total foreign source sales receipts in the SIC product group with
which the expense is identified to the total worldwide sales receipts
in that product group (the "sales" or "gross receipts" method). In
computing this fraction, sales by a party controlled or uncontrolled
by the taxpayer may be taken into account if the party can reason-
ably be expected to benefit from the research expense. However
the regulation provides that a taxpayer using the sales method
may first apportion at least 30 percent of research expense remain-
ing after allocation to meet legal requirements exclusively to in-
come from the geographic source where over half of the taxpayer's
research and development is performed.

Thus, for example, a taxpayer that performs more than 50 per-
cent of its research and development in the United States may
automatically apportion at least 30 percent of its remaining re-
search expense to U.S. source income. A taxpayer can choose to ap-
portion to the geographic source where more than 50 percent of its
research and development is performed a percentage of research
expense significantly greater than 30 percent if the taxpayer estab-
lishes that the higher percentage is warranted because the re-
search and development is reasonably expected to have a very lim-
ited or long-delayed application outside that geographic source.

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

The basic limitation on the use of the optional gross income
methods is that the respective portions of a taxpayer's research ex-
pense apportioned to U.S. and foreign source income using these
methods can not be less than 50 percent of the respective portions
that would be apportioned to each income grouping using sales
method (including the place-of-performance apportionment).
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If this 50-percent limitation is satisfied with respect to both in-
comeagroupingshthe taxpayer may apportion the amount of its re-
search expense that remains after allocation under the legal re-
quirements test ratably on the basis of foreign and U.S. gross in-
come. If the 50-percent limitation is not satisfied with respect to
one of the income groupings, then the taxpayer must apportion to
that income grouping 50 percent of the amount of its research ex-
pense which would have been apportioned to that income grouping
under the sales/place-of-performance method. A taxpayer electing
an optional gross income method may be able then to reduce the
amount of its research expense apportioned to foreign source in-
come to as little as one-half of the amount that would be appor-
tioned to foreign source income under the sales method.

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

Statutory allocation of research and experimental expense
The Economic Recovery Tax Act of 1981 (ERTA) provided that,

for a taxpayer's first two taxable years beginning within two years
after the date of its enactment (August 13, 1981) all research and
experimental expenditures (within the meaning of sec. 174) paid or
incurred in those years for research activities conducted in the
United States were to be allocated or apportioned to income from
sources within the United States (sec. 223 of ERTA).

This two-year moratorium on the research expense allocation
regulation was effectively extended for two additional years by* the
Tax Reform Act of 1984 (the "1984 Act"). Under section 126 of the
1984 Act for taxable years beginning generally after August 13,
1983, and on or before August 1, 1985, all of a taxpayer's research
and experimental expenditures (within the meaning of sec. 174) at-
tributable to research activities conducted in the United States
were to be allocated to income from sources within the United
States.

One reason Congress cited for enacting the original two-year
moratorium was that some foreign countries do not allow deduc-
tions under their tax laws for expenses of research activities con-
ducted in the United States. Taxpayers argued that this disallow-
ance caused U.S.-based research to be disadvantaged. First, U.S.-
based research expense is deemed to be allocated to income from
a foreign country which may not recognize that such amount is de-
ductible. The allocation of this U.S.-based research expense to for-
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eign source income had the effect of reducing the foreign tax credit
of U.S. taxpayers. Because those taxpayers could take their deduc-
tions if the research occurred in the foreign country, taxpayers ar-
gued that there was an incentive to shift their research expendi-
tures to those foreign countries whose laws disallow tax deductions
for research activities conducted in the United States but allow tax
deductions for research undertaken locally.

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

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

The Consolidated Omnibus Budget Reconciliation Act of 1985
(the "1985 Act") extended the moratorium on the application of the
research expense allocation regulation generally for one additional
taxable year beginning after August 1, 1985, and on or before Au-
gust 1, 1986.

The Tax Reform Act of 1986 (the "1986 Act") permitted the mora-
torium on application of the research expense allocation regulation
to expire .However, for taxable years beginning after August 1,
1986 and on or before August 1, 1987, application of the regulation
was liberalized by the 1986 Act in three respects, which were in-
tended by Congress to provide an additional tax incentive to con-
duct research in the United States while Congress analyzed wheth-
er any additional permanent incentive was necessary.

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

The 1986 Act further provided that, for the specified one-year pe-
riod, the portion of those amounts allowable as a deduction for
qualified research and experimental expenditures that remained
after any legal requirements allocation and the 50 percent auto-
matic place-of-performance apportionment were apportioned either
on the basis of sales or gross income. Thus, the 1986 Act's second
effective liberalization of the regulation was to allow the automatic
place-of-performance apportionment temporarily to taxpayers who
elected to apportion research expense using the optional gross in-
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come method, rather than only to taxpayers that used the standard
sales method of apportionment.

Third, the 1986 Act had the effect of temporarily suspending the
regulatory rule that prohibits taxpayers from using the optional
gross income method to reduce allocation of research expense to
foreign source income by more than 50 percent of the amount that
would be allocated to foreign source income under the sales meth-
od.

The temporary modifications made by the 1986 Act to the re-
search allocation regulation applied for purposes of computing tax-
able income from U.S. sources and taxable income from sources
outside the United States. The modifications applied only to the al-
location of expenditures for research and experimental activities
conducted in the United States, and only for the purposes of geo-
graphic sourcing of income; the modifications did not apply for
other purposes such as the computation of combined taxable in-
come of a FSC (or DISC) and its related supplier. Also, the modi-
fications did not a pply to any expenditure for the acquisition or im-
provement of land, or for the acquisition or improvement of depre-
ciable or depletable property to be used-in-connection with research
or experimentation.

The Technical and Miscellaneous Revenue Act of 1988 (the "1988
Act") further modified, again on a temporary basis, the rules for
sourcing research expense. These modifications were effective only
for the first four months of a taxpayer's first taxable year begin-
ning after August 1, 1987 (treating all applicable expenditures in
that taxable year as if they were incurred ratably over the year).
Generally, for the remainder of a taxpayer's first taxable year be-
ginning after Auggst 1, 1987, (and for subsequent taxable years),
te research expense allocation regulation was applicable. Under
the 1988 Act, the treatment of research expense incurred to meet
certain legal requirements was unchanged. After applying the legal
requirements rule, however, the 1988 Act modifications provided
that 64 percent of the remaining U.S.-based research expense was
allocated to U.S. source income and 64 percent of the remaining
foreign-based research expense was allocated to foreign source in-
come. Following that allocation, the remaining research expense
was allocated and apportioned either on the basis of sales or gross
income. However, if the gross income method of apportionment was
utilized, the amount apportioned to foreign source income could be
no less than 30 percent of the amount that would have been appor-
tioned to foreign source income had the sales method been used.

The Omnibus Budget Reconciliation Act of 1989 (the "1989 Act")
extended, again on a temporary basis, the rules for sourcing re-
search expenditures that were contained in the 1988 Act. The 1989
Act also codified these rules in section 864(f) of the Internal Reve-
nue Code. As codified in 1989, these rules were effective only for
the first nine months of a taxpayer's first taxable year beginning
after August 1, 1989, and before August 2, 1990 (treating all appli-
cable expenditures in that taxable year as if they were incurred
ratably over the year). Under the 1989 Act, for the remainder of
a taxpayer's first taxable year beginning after August 1, 1989, and
before August 2, 1990 (and for subsequent taxable years), the re-
search expense allocation regulation was to apply.
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The Omnibus Budget Reconciliation Act of 1990 (the "1990 Act")
further extended the statutory allocation rules that were codified in
the 1989 Act. Under the 1990 Act, the rules of section 864(f) ap-
plied to the taxpayer's first two taxable years beginning after Au-
gust 1, 1989, and on or before August 1, 1991.

The most recent statutory extension of the rules of section 864(0)
was included in the Tax Extension.Act of 1991, which was applica,-
ble generally for the first six months of the first taxable year begin-
ning after August 1, 1991. For this purpose total research expenses
for the year were deemed to be incurred evenly throughout the
year. For expenses deemed paid or incurred during the remainder
of the year, the research expense allocation regulation applied.

On June 24, 1992, it was announced that the Treasury Depart-
ment and the IRS had undertaken a review of the research expense
allocation regulation, and that in light of this review, the IRS tem-
porarily would not require that taxpayers apply the regulation
(Rev. Proc. 92-56, 1992-28 I.R.B. 7, amplified by v. Proc. 92-69,
1992-36 I.R.B. 18). According to these Revenue Procedures, tax-
payers .would not be required to apply the regulation with respect
to research expenses incurred during what would ordinarily be an
18-month transition period-that is, the last six months of the tax-
payer's first taxable year beginning after August 1, 1991 and the
immediately succeeding t ble year-provided that such expense
was allocated and apportioned in accordance with a method based
on the temporary statutory provision, described above, applicable
generally through the first six months of the first taxable year be-

"ginning after August 1, 1991. The Revenue Procedures stated that
this transition method was not intended to suggest any views about
the proper allocation and apportionment of research expense, and
that it was intended solely to provide taxpayers with transition re-
lief and to minimize audit controversy and facilitate business plan-
ning during the conduct of the regulatory review.

Reasons for Change
In the 12 years since the first temporary moratorium on the 1977

regulation was enacted, Congress, the Treasury Department, and
representatives of affected industries have intensely scrutinized the
effects of the research expense allocation rules on research activi-
ties.95 That scrutiny has not resulted in an unambiguous rec-
ommendation regarding the appropriatenesus of allocating U.S.-
based research expense to U.S. source income under either the
1977 regulation, the complete moratorium, or the partial moratoria
of the 1986 and subsequent Acts. On the one hand, there are those
who argue that the moratorium and the partial moratoria had a
beneficial effect on U.S. research activity and on U.S. competitive-
ness in world-wide markets. On the other hand, there are those
whose studies prompt them to conclude otherwise. Furthermore,
the tax costs of both the total and the partial moratoria have been
significant, and the tax benefits they have bestowed are distributed
somewhat arbitrarily among taxpayers. At the same time, these

95 See, e.g., Interaction Between U.S. Tax Policy and Domestic Research and Development:
Hearing on S.58 and S 716 Before the Subcomm. on Taxation and Debt Management ofthe Sen-ate Comm. on Finance, 100th Cong., lot Seas. (1987).
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taxpayers have faced a prolonged period of uncertainty as to the re---
search expense allocation rules that will a pply in the coming years
making it more difficult for them to predict the after-tax costs of
the research in which they generally must engage, if at all, over
extended future periods.

The committee continues to believe that settling-the rules for al-
location of research expense would enhance the research activities
of U.S. companies. However, the committee has chosen not to settle
the rules permanently at this time. In the interim, the committee
is persuaded that it is appropriate to continue to apply the sub-
stantive rules temporarily applicable under section 864(f) for an-
other year.

Explanation of Provision
The bill temporarily extends the research allocation rules set

forth in Code section 864(f), except that the portion of research ex-
pense automatically allocated and apportioned to income sourced in
the place of performance of the research is 50 percent, rather than
64 percent. Thus, for research expense other than amounts in-
curred to meet certain legal requirements, and thus allocable to
one geographical source, 50 percent of U.S.-incurred research ex-
pense is allocated and apportioned to U.S. source income, and 50
percent of foreign-incurred research expense is allocated and appor-
tioned to foreign source income. The remaining research expense is
allocated and apportioned either on the basis of sales or gross in-
come, but subject to the condition that if income-based apportion-
ment is used, the amount apportioned to foreign source income can
be no less than 30 percent of the amount that would have been ap-
portioned to foreign source income had the sales method been used.

The bill provides regulatory authority for the implementation of
certain adjustments regarding section 936 companies. In addition,
the bill authorizes the Treasury to prescribe such regulations as
may be appropriate to carry out the purposes of this provision, in-
cluding regulations relating to the determination of whether re-
search activities are conducted inside or outside the United States
and making such adjustments as may be appropriate in the case
of cost sharing arrangements and contract research.

Effective Date
The provision applies to the first taxable year (beginning before

August 1, 1994) that commences immediately following the tax-
payer's last taxable year to which Rev. Proc. 92-56 applies, or
would have applied had the taxpayer been in existence and elected
the benefits of that Revenue Procedure.
3. Eliminate working capital exception for foreign oil and

g•as and shipping income (sec. 8235 of the bill and secs.
90(d), 907, and 954 of the Code)

Present Law

Foreign tax credit separate limitations
Foreign tax credit limitations are computed separately for certain

categories of foreign source income, including passive income, high
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withholding tax interest, financial services income, shipping in-
come, dividends from each noncontrolled section 902 corporation,
certain distributions from DISCs and FSCs, certaintyps of income
earned by a FSC and all other (i.e., "overall basketeor "general
basket") income. massive income generally includes income which is
of a kind that would be foreign personal holding company 'income
as defined under Code section 964(c) (e.g., interest and dividends)
and typically is not subject to high level of foreign tax. The sepa-
rate limitation for passive income generally prevents the cross-
crediting of high foreign taxes on income which falls in the general
basket against the residual U.S-tax on passive income.

The separate foreign tax credit limitation for passive income was
enacted in 1986 and replaced the prior law separate foreign tax
credit limitation for passive interest income. 6 Prior law excluded
from the passive interest separate limitation category interest de-
rived from any transaction which is directly related to the active
conduct by the taxpayer of a trade or business in a foreign country.
Regulations under prior law expressly treated certain types of in-
terest on working capital as interest derived from a transaction
which is directly related to the active conduct of a trade or busi-
ness.97 No such general working capital exception exists under the
passive income definition as established in 1986. As a result of the
interaction of the Code and Treasury regulations originally devel-
oped prior to 1987, however, the working capital exception has
been retained for the oil and gas and shipping industries.i8

Special limitation on credits for foreign extraction taxes and taxes
on foreign oil related income

In addition to the foreign tax credit limitations that apply to all
foreign tax credits, a special limitation is placed on the creditability
of foreign income taxes on foreign oil and gas extraction income
(FOGED. Under this social limitation, amounts claimed as taxes
paid on FOGEI of a U.s. corporation qualify as creditable taxes (if
they otherwise so qualify) only to the extent they do not exceed the

"P.L. 99-514, sec. 1201(a) (1986).
07 Former Tress. Reg. sec. 1.904-4(b).
*5Section 904(dX2XAXiiiXMV) provides that the separate foreign tax credit limitation for

sive income does not include foreign oil and gas extraction income as defined in section 907(c).
Regulations promulgated under section 907 include in the definition of foreign oil and gas ex-
traction income certain interest earned on working capital (i.e., interest on bank deposits or on
any other temporary investment which is not in excess of funds reasonably necessary to meetthe taxpayer's working capital requirements and specifically anticipated business needs) that is
related to activities with respect o which the taxpayer derives fOreign oil and gas extraction
income (Tress. Reg. sec. 1.907(c)1(O(3)).

Treasury Reg. sec. 1.907(c)-I(fX3) also includes certain interest on working capital within the
definition of foreign oil related income if the working capital is required for the taxpayer's busi-
ness operations which generate foreign oil related income. Section 954(bX8) provides that income
which is foreign bass company oil related income (defined under sec. 954(g) to include foreign
oil related income) is not considered foreign personal holding company income. .Oly interest
that is of a kind which would be foreign personal holding company income is passive for foreign
tax credit limitation purposes (sec. 90•dX2XA)). Like interest on working capital related to for-
eign oil and gas extraction income, therefore, interest on working capital related to foreign oil
related income is excluded from the separate foreign tax credit limitation for passive income.

Similarly, income which is treated as foreign base company shippi income under section
954(f) is not considered foreign personal holding company income (sec. 954(bX6)), and interest
income on working capital associated with a taxpayer's foreign base company shipping oper-
ations is treated as foreign base company shipping income under regulations (Tress. Reg. secs.
1.954.O(eXs2Xii) and 1.956A-2(bX2Xi)). Moreover, the statutory foreign tax credit separate limita-
tion provisions contain a special overlap rule under which income described in any other sepa-
rate limitation category (inthis case, the separate limitation for shipping income) is not consid-
ered passive income-(sec. 904(dX2XAXiiiXI) and 904(dX2XD)).
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product of the highest marginal U.S. tax rate on corporations (pres-
ently 34 percent) multiplied by such extraction income. Foreign
taxes paid in excess of that amount on such income are, in general,
neither creditable nor deductible (unless a credit carryover provi-
sion applies).

A similar special limitation may apply to foreign taxes paid on
foreign oil related income (FOR!) in certain cases where that type
of income is subjected to a materially greater level of tax by a for-
eign jurisdiction than non oil and gas income generally would be.
Under this limitation, a portion of the foreign taxes on FOR! may
be deductible, but not creditable.

As previously described, regulations define FOGEI and FOR! to
include interest on working capital related to oil and gas extraction
or oil related activities, as the case may be.9 Thus, under current
regulations, FOGEI and FOR! include what generally would be
considered as passive income for foreign tax credit limitation pur-
poses.

Reasons for Change
The committee understands that for taxpayers not engaged in oil

and gas or shipping operations, present law treats interest income
on working capital as subject to the separate foreign tax credit lim-
itation for passive income. For the reasons stated in connection
with the adoption of the separate foreign tax credit limitation for
passive income in 1986, the committee believes that this treatment
is appropriate. 10° The committee also believes that the foreign tax
credit rules should operate fairly and uniformly to all taxpayers.
Thus, the committee believes it is appropriate to conform the rules
that apply to the treatment of passive income earned by taxpayers
with oil and gas and shipping operations with the rules that apply
to similar income earned by other taxpayers.

Similarly, as a general principle, the statutory FOGEI and FOR!
rules are intended to prevent the crediting of high foreign taxes on
FOGEI and FOR!/against the residual U.S. tax on other types of
lower-taxed foreign source income. However, for example, if' a tax-
payer has both high-taxed FOGE!, and also FOGEI which bears lit-
tle or no foreign income tax, such as interest income on working
capital, the current rules permit high FOGEI taxes to be credited
against the residual U.S. tax on that interest income. The commit-
tee believes that this result is inappropriate.

Explanation of Provision
In general

The bill prevents the cross-crediting of foreign taxes on FOGEI,
FORI, and shipping income by placing certain passive income relat-
ed to oil and gas and shipping operations in the passive category
for foreign tax credit limitation purposes. In addition, the bill ex-
cludes certain passive income related to foreign oil and gas extrac-

"Treas. Reg. sec. 1.907(c)-I(f)(3). The current version of this regulation, adopted in 1991 (see
T.D. 833M), was preceded by Treas. Reg. sec. 1.907(c)-IA(eX3) (see T.D. 7961; T.D, 8160).

0°See, eg. Staff of the Joint Committee on Taxation, 100th Cong., 1st Seas., General /&pla.
naoton ofhe *azN Reform Act of 1986, at 863 (1987).



193

tion or other foreign oil related activities from the computation of
the FOGEI andFORI foreign tax credit limitations.
Foreign tax credit separate limitations

With respect to the separate foreign tax credit limitation for pas-
sive income, the bill eliminates the present-law exclusion of FOGEI
from the definition of passive income. Thus, if a taxpayer has gross
income that falls within the definition of passive income under sec-
tion 904, and also satisfies the definition of FOGEI under section
907, the income would be treated as passive income in determining
the taxpayer's foreign tax credit.

In addition, the bill amends the present-law rule applicable to in-
come which by definition qualifies both as foreign personal holding
company income under section 954(c) and as foreign base company
oil related income under section 954(g). The bill provides that such

income is to be treated as foreign personal hoM company in-
come. As such, the income generally would be passive income for
foreign tax credit purposes.

Likewise, the bill specifies that dividend or interest income that
by definition qualifies as both foreign personal holding company in-
come and foreign base company shipping income is to be treated as
foreign personal holding company income. Thus, for foreign tax
credit purposes, the income would fall in the passive basket rather
than in the separate basket for shipping income.
Special FOGEI and FORI limitations

The bill provides that the term "foreign oil and gas extraction in-
come" does not include any dividend or interest income which is
passive income as defined for foreign tax credit limitation purposes.
Since, as discussed above, the bill treats gross interest income on
working capital related to.foreign oil and gas extraction activities
for example, as passive income, such income is not considered
FOGEI for purposes of computing the special limitation for foreign
taxes paid on FOGEI.

In addition, the bill specifies that the term "foreign oil related in-
come" does not include any dividend or interest income which is
passive income as defined under the foreign tax credit provisions.
As a result, for example, gross interest income on working capital
related to activities which generate foreign oil related income
would not be treated as FORI for purposes of computing the special
limitation for foreign taxes paid on FORI.

Effective Date
The provision applies to income earned in taxable years begin-

ning after December 31, 1992.
4. Transfer pricing initiative (sec. 8236 of the bill and sec.6662 of the Code)

Present Law

Penalties for valuation misstatements
Valuation questions are frequently central to disputes between

taxpayers and the IRS. Certain types of valuation misstatements
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are subject to penalty. A "substantial" valuation misstatement may
result in a penalty of 20 percent of the underpayment of tax attrib-
utable to the misstatement (sec. 6662(a) and (bX2)). The penalty for
a "gross" valuation misstatement is 40 percent of the tax
underpayment (sec. 6662(h)).

As in the case of accuracy-related penalties generally under sec-
tion 6662, no valuation misstatement penalty is imposed if it is
shown that there was reasonable cause for the underpayment of
tax and that the taxpayer acted in good faith (see sec. 6664(c)). No
valuation misstatement penalty is imposed if the portion of the
underpayment for the taxable year attributable to substantial valu-
ation misstatements does not exceed $5,000 ($10,000 in the case of
a corporation other than an S corporation or a personal holding
company).

The term "substantial valuation misstatement" includes three
types of misstatement (sec. 6662(e)). It includes claiming on a tax
return that the value of any property is 200 percent or more of the
amount determined to be correct. The term "gross valuation
misstatement" refers to three similar, but more extreme, forms of
misstatement (sec. 6662(h)). It includes claiming on a tax return
that the value of an property is 400-percent or more of the
amount determined to be correct.
Misstatement penalties and section 482 adjustments

The two other types of substantial valuation misstatement and
gross valuation misstatement are defined by provisions enacted in
the Omnibus Budget Reconciliation Act of 1990 (the "1990 Act").
These provisions address certain cases involving transactions be-
tween persons under common ownership or control, as those terms
are used in section 482. The IRS Commissioner has the authority
in such cases to distribute, apportion, or allocate income, deduc-
tions, credits, or allowances between or among such persons where
the Commissioner determines it to be necessary in order to prevent
evasion of taxes or clearly to reflect income.

Under the 1990 Act, a substantial valuation misstatement in-
cludes claiming a price for any property or services (or use of prop-
erty), in connection with any transaction between persons de-
scribed in section 482, that is 200 percent or more (or 50 percent
or less) of the amount determined under section 482 to be the cor-
rect amount of the price.1'1 In addition, under the 1990 Act there
is a substantial valuation misstatement if the net section 482
transfer price adjustment for the taxable year exceeds $10 mil-lion.102 The net section 482 transfer price adjustment is the net in-
crease in taxable income for a taxable year resulting from adjust-
ments under section 482 in the price for any property or services
(or use of property).

Certain increases in taxable income resulting from section 482
adjustments are disregarded in determining whether a taxpayer's
net section 482 transfer price adjustment exceeds the $10 million
or $20 million thresholds. A net increase in taxable income attrib-

10, The aialoqouN "gross valuation misstatement" is defined in the same terms, except for re-
placing "200" with "460" and replacing 50 percent" with "26 percent.*

.. The analogous "gross valuation misstatement" involves a net section 482 transfer price ad-
justment of $20 million.
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utable to a price redetermination is disregarded, for example, if it
is shown that there was a reasonable cause for the taxpayer's de-
termination of the price, and that the taxpayer acted in good faith
with respect to the price (sec. 6662(eX3XBXi)). 103

Regulations under sections 482, 6662, and 6664: Final, temporary,
and proposed

Current penalty regulations
There are no temporary or final regulations specifically ad-

dressed to the 1990 Act valuation misstatement penalties relating
to section 482 adjustments. There is a final regulation under the
reasonable cause/good faith exception that applies generally to all
valuation misstatement penalties and other accuracy-related pen-
alties under Code section 6662 (Treas. Reg. sec. 1.6664-4). Under
this regulation, the determination of whether a taxpayer acted with
reasonable cause and in good faith is made on a case-by-case basis,
taking into account all pertinent facts and circumstances. The most
important factor in making the determination is the extent of the
taxpayer's effort to assess its proper tax liability. Circumstances
that may or may not indicate reasonable cause and good faith are
described in the regulation.

Proposed penalty regulations on net section 482 transfer price
adjustments

In January 1993 the Treasury Department published a proposed
regulation specifically addressed to the 1990 Act valuation
misstatement penalty provisions (58 Fed. Reg. 5304 (Jan. 21,
1993)). The proposed regulation would provide exclusive rules for
determining-the circumstances in which reasonable cause and good
faith would and would not reduce or eliminate penalties that would
otherwise apply to net section 482 transfer price adjustments in ex-
cess of $10 million or $20 million.10 4 By its terms, the proposed
regulation would apply to taxable years beginning after April 21,
1993.

Under the proposed regulation, there are two elements to the
reasonable cause and good faith exclusion from the definition of a
net section 482 transfer price adjustment. 10 5 Both elements must
be satisfied by the taxpayer to prevent imposition of the penalty.

The proposed regulations state that the first element is a reason-
able effort by the taxpayer to accurately determine its proper tax

10s In addition, any portion of the net increase in taxable income attributable to a transaction
solely between foreign corporations is disregarded (unless the treatment of that transaction af-
fects the determination of any such foreign corporation's income from sources within the United
States or taxable income effectively connected with the conduct of a trade or business in the
United States).

'°These exclusive rules are contained in proposed Reg. sec. 1.6662-5(QX). According to the
preamble to the proposed regulation, a net section 482 transfer price adjustment for which the
rules of sec. 1.6662-1 X5) are not satisfied will also not satisfy the general reasonable cause and
good faith exception under section 6664(c). 58 Fed. Reg. at 5306.

By contrast, the preamble indicates that a valuation misstatement involving a related party
transfer price 200 percent or more (or 50 percent or loes) of the amount determined under sec-
tion 482 to be the correct price is subject to the general reasonable cause/goe faith regulations
under section 6664(c). In addition according to the preamble, if such a valuation misstatement
satisfies the reasonable cause and good faith exclusion provisions under proposed sec. 1.6662-5(6XM), then the taxpayer wili be considered to have acted with reasonable cause and good faith
for purposes of the general rules.

10r lop. Reg. sec. 1.6662-5(jX5), 58 Fed. Reg. at 5308.
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liability. This determination must be made no later than the time
the return is filed for the tax year, and documentation must be con-
temporaneous with that determination. The documentation must
include an analysis indicating that the result was an arm's length
result within the meaning of the regulations promulgated under
section 482. It is presumed that the taxpayer did not make a rea-
sonable effort to accurately determine its proper tax liability if it
possesses contemporaneous documentation 6f how a transfer price
was determined, but does not provide the documentation to the IRS
within 30 days of an IRS request.

The second element of the reasonable cause and good faith exclu-
sion is whether the taxpayer reasonably believed that its transfer
pricing methodology produced an arm's length result. The proposed
regulation states that the determination of whether the taxpayer
has such a reasonable belief is made in light of the experience and
knowledge of the taxpayer. Various factors are discussed that may
be taken into account in making that determination.

Section 482 regulations
Final regulations under section 482 are in force, and have not

been amended since 1988. In January 1993, however, the Treasury
Department promulgated temporary regulations under section 482,
generally effective for taxable years beginning after April 21, 1993.
These temporary regulations amend aspects of the existing final
section 482 regulations.

The temporary regulations would, for example, revise the cir-
cumstances under which taxpayers may use a method not specified
in these regulations, in order to establish the arm's length consid-
eration for a "controlled transaction"-a transaction between mem-
bers of a commonly controlled group of taxpayers-involving the
transfer of tangible or intangible property. (Any method not speci-
fied in the section 482 relations has popularly been referred to
in the past as a "fourth method," in light of the fact that many
cases involve transactions for which the final regulations specify
only three methods.)

Under the temporary section 482 regulations, a taxpayer may
use such an unspecified method only if three conditions are satis-
fied (Treas. Reg. secs. 1.482-3T(e=2) and 1.482-4T(dX2)). First, the
taxpayer must disclose the use of the method by attaching an ap-
propriate disclosure statement to the timely filed U.S. income tax
return for the taxable year of the controlled transaction. Second,
the taxpayer must prepare contemporaneous supporting docu-
mentation setting forth (a) the specific analysis adopted, (b) an
analysis of why the method used provides the most accurate meas-
ure of an arm's length price, and (c) the data supporting its appli-
cation. Third, within 30 days of a written request, the taxpayer
must furnish this documentation to the IRS district director.

Reasons for Change
The committee is aware that section 482 disputes between tax-

payers and the IRS continue to impose significant administrative
burdens on the parties; and the committee continues to be con-
cerned about the amount of revenue that is potentially lost by the
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Treasury due to difficulties in exercising the Secretary's authority
to adjust income under section 482.

The committee is concerned, for example, about any case where
a taxpayer uses related paIty transfer prices or other arrangements
with no apparent consideration as to whether the taxable income
reported, and the tax paid, conforms with the standards made ap-
plicable by section 482. The committee believes that the threat of
penalties for substantial and gross valuation misstatements, as
amended in 1990, might discourage such behavior, so long as the
conditions under which the penties may be imposed are suffi-
ciently broad and well-defined.

The committee believes that current law is deficient in this re-
spect, however. According to the Administration, the IRS has not
attempted to apply the transfer pricing related penalties since their
enactment inM 1990.106 Moreover, the minimum amount of net sec-
tion 482 transfer price adjustment necessary before a penalty can
apply is too great in the committee's view. In addition, the commit-
tee questions the usefulness of the debate that ensues upon audit
as the IRS examiner seeks to determine a reasonable intercompany
price and the taxpayer and its representatives attempt to create
post hoc arguments to justify a tax return position that was taken
with little or no regard whether it could be justified under section
482 standards. The committee is instead inclined to agree with the
view, expressed in the past, that administration of, and compliance
with, section 482 will be improved by encouraging taxpayers "to
document the methodology used in establishing intercompany
transfer prices prior to filing the tax return" and to provide such
documentation within a reasonable time after request.' 0 7 The com-
mittee does not believe that a section 482 adjustment that exceeds
the threshold generally should escape the penalty unless the tax-
payer can show that the return position was arrived at after be-
stowing a reasonable amount of attention to the issue.

Explanation of Provision
In general

The bill creates new thresholds based on gross receipts for impos-
ing the substantial valuation and gross valuation misstatement
penalties in the case of a net section 482 transfer price adjustment.
t also lowers the fixed dollar threshold for imposing the substan-

tial valuation misstatement penalty in the case of a net section 482
transfer price adjustment. Finally, the provision replaces the statu-
tory reasonable cause/good faith exception to the definition of the
term (net section 482 transfer price adjustment" with a more objec-
tive exception that can be met by taxpayers that attend to potential
section 482 issues at the time they file their tax returns. Taxpayers
that do not meet the standard may not escape the penalties at-
tached to a net section 482 transfer price adjustment by recourse

'sDepartment of the Treasury, Summary of the Administration's Revenue Proposals 55 (Feb-
ruary 1993).10 Notice 88-123 ("A Study of Intercompany Pricing under Section 482 of the Code"), 1988-
2 C.B. 458, 462; Tax Underpayments by U.S Subsidiaries of Foreign Companies- Hearings Be-
fore the Subcomm. on Oversight of the House Comm. on Ways and Means, 101st Cong., 2d Seas
124, 125 (1990) (testimony of Edward Romoff, IRS).
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to the general reasonable cause/good faith exception from the accu-
racy and fraud-related penalties.

Penalty thresholds
The threshold amount of net section 482 transfer price adjust-

ment that generally triggers a substantial valuation misstatement
penalty is lowered from $10,000,000 to $5,000,000. In addition, the
term substantial valuation misstatement is expanded to include a
case where the net section 482 transfer price adjustment for the
taxable year exceeds 10 percent of the taxpayer s gross receipts.
Under the bill the term gross valuation misstatement includes a
case where the net section 482 transfer price adjustment exceeds
20 percent of gross receipts.

Definition of a net section 482 transfer price adjustment
In measuring the amount of a taxpayer's net section 482 transfer

price adjustment, a net increase in taxable income attributable to
a section 482 adjustment is to be disregarded only if the taxpayer
satisfies one of two sets of statutory requirements. One such pen-
alty "safe harbor" applies where the taxpayer determined a trans-
fer price using a method specified in regulations; the other penalty
safe harbor applies where the method used was not specific in the
regulations. Satisfying the conditions for such a safe harbor does
not affect the Commissioner's authority to make a section 482 ad-
justment.

Use of a specified method
The taxpayer meets the first set of requirements if it establishes

that each of three criteria were met.
First, the taxpayer must establish that the price it used was de-

termined under a pricing method specified in the section 482 regu-
lations. For example, in a year governed by the temporary regula-
tions under section 482 published in January 1993, a controlled
transfer of tangible property could be subject to one of four "speci-
fied methods": the comparable uncontrolled price method, the re-
sale price method, the cost plus method, or the comparable profits
method (Treas. Reg. sec. 1.482-3T(aX1)-(4)). Any other method
would not be a "specified" method for purposes of this penalty pro-
vision. The committee is aware that there are various other types
of transactions, such as the performance of services which are an
integral part of the business activity of the renderer, as described
in Treas. Reg. sec. 1.482-2A(b)(7), that generally are not the subject
of any pricing methods specified in the present section 482 regula-
tions. In these cases, the Committee understands that it will not
be possible for the taxpayer to avoid the penalty by establishing
that it had met the criteria for using the safe harbor applicable to
prices determined under a specified method, unless such regula-
tions are subsequently revised to incorporate specific pricing meth-
ods.

Second, the taxpayer must establish that it applied the specified
method reasonably. In order for the application of the method to
have been reasonable, the committee intends that any procedural
or other requirements imposed under the regulations must have
been observed. For example, if adjustments required under a par-
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ticular method were not made, the application of that method
would not be reasonable. In addition, if more than one method is
potentially applicable, the committee intends that in order to be ap-
plied reasonably, the method applied must be chosen under appro-
priate criteria (currently, the so-called "best method rule" set forth
in Treas. Reg. sec. 1.482-1T(bX2)).

Third, the taxpayer must establish that it had documentation, in
existence as of the time of filing its original return, setting forth
the reasonable determination of the price as described above. Upon
an IRS request for the documentation, the taxpayer is required to
provide it to the IRS within 30 days.

Use of an unspecified method
A taxpayer that did not apply a specified method in accordance

with the above criteria may nevertheless have its net increase in
taxable income attributable to a section 482 adjustment dis-
regarded in determining the amount of its net section 482 transfer
price adjustment. In order to do so, the taxpayer must meet each
of three criteria.

First, the taxpayer must establish that none of the methods spec-
ified in the section 482 regulations was likely to result in a price
that would clearly reflect income. With respect to those various
types of transactions, such as the performance of services which
are an integral part of the business activity of the renderer, as de-
scribed in Treas. Reg. sec. 1.482-2A(b)(7), that generally are not the
subject of any pricing methods specified in the section 482 regula-
tions, it will be unnecessary to establish that no specified method
would be likely to lead to a clear reflection of income; rather, it will
be necessary to establish that no specified methods potentiallyapply.Second, the taxpayer must establish that it used another method

that was likely to result in a price that would clearly reflect in-
come. Third, the taxpayer must establish that it had documenta-
tion, in existence as of the time of filing its original return, setting
forth the determination of the price, establishing that the specified
methods were not likely to result in a price that would clearly re-
flect income, and establishing that the method used was likely to
result in a price that would clearly reflect income. Upon an IRS re-
quest for the documentation, the taxpayer is required to provide it
within 30 days.

In establishing that no specified method was likely to result in
a clear reflection of income, and that an unspecified method was
likely to so result, the committee anticipates that it will be nec-
essary for the taxpayer to set forth good and sufficient reasons why
it reached these conclusions. For example, one reason that a par-
ticular specified method would not be likely to result in a clear re-
flection of income might be the unavailability of data relating to
comparable uncontrolled transactions that would be necessary in
order to apply that method. One reason that a particular unspec-
ified method would be likely to result in a clear reflection of income
might be that it properly took into account the significant factors
which unrelated parties engaged in transactions at arm's length
would have considered, and accorded appropriate weight to such
factors.
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Another reason that might be relevant in some cases would be
the prior development by the IRS and the taxpayer, after a thor-
oug•l review of the factors that account for a clear reflection of in-
come under the particular circumstances that pertain to a particu-
lar taxpayer, of a particular agreed unspecified method. Such a
method may be embodied, for example, in an advance pricing
agreement. If the taxpayer's documentation establishes the prior
agreement of the IRS, establishes that the taxpayer applied the
agreed method reasonably and consistently with its prior applica-
tion, and establishes that the facts and circumstances surrounding
the use of the method have not materially changed since the timeof the agreement, the committee anticipates that, for purposes of
applying the penalty, the taxpayer generally will be treated as hav-
ing established adequate justification for failure to use a specified
method and its use instead of the unspecified method.

Rules applicable to uses of either a specified or unspecified
method

In the case of a valuation misstatement due to a net section 482
transfer price adjustment, no penalty would be excused for reason-
able cause and good faith unless the above requirements are met.

The committee intends that the application of any method would
not be considered reasonable if the taxpayer became aware prior to
filing its tax return that such application more likely than not did
not result in a clear reflection of income.

Since the transfer pricing method that the taxpayer selects is to
be applied prior to filing the tax return for the current taxable

year, m some cases it only will be possible to apply such method
asked on data from a preceding year oryears. Sole reliance on such

data is acceptable (solely for purposes of section 6662(e)) unless
more current reliable data becomes available prior to filing the tax
return.

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

cember 31, 1993.
5. Deny portfolio interest exemption for contingent interest

(sec. 8237 of the bill and secs. 871(h) and 881(c) of the
Code)

Present Law
Deductibility of interest

As a general rule, a deduction is allowed for all interest paid or
accrued on indebtedness. Whether a financial instrument is treated
as debt for Federal income tax purposes depends on the facts of the
particular case. Under existing law, an instrument may qualify as
debt even if it provides the holder with significant equity participa-
tion rights. For example, the IRS has ruled that in certain cases,
contingent interest paid on a shared appreciation mortgage loan
used to finance the purchase of a personal residence may be de-
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ductible by a cash basis payor.108 As another example, contingent
interest based on a share of the borrower's profits has been deter-
mined to be deductible in certain cases.109

Interest received by foreign persons
The Internal Revenue Code provides that U.S. source interest in-

come earned by a nonresident alien individual or a foreign corpora-
tion that is not effectively connected with the conduct of a U.S.
trade or business generally is subject to a gross-basis 30-percent
withholding tax. A significant statutory exemption from that tax
applies to so-called "portfolio interest" received by foreign persons.

Portfolio interest generally is defined as any U.S. source interest
(including original issue discount) that is not effectively connected
with the conduct of a trade or business and (1) is paid on an obliga-
tion that satisfies certain registration requirements or specified ex-
ceptions thereto, and (2) is not received by a 10-percent owner of
the issuer of the obligation, taking into account shares owned by
attribution. 110

Foreign investment in U.S. real property---shared appreciatio; debt
A foreign person's gain on the disposition of a U.S. real property

interest (USRPI) is treated as income that is effectively connected
with the conduct of a U.S. trade or business, and thus is subject
to net-basis tax at ordinary U.S. income tax rates pursuant to the
Foreign Investment in Real Property Tax Act of 1980 (FIRPTA).
USRPIs include interests (other than solely as a creditor) in (1)
real property, and (2) domestic corrations that are U.S. real
property holding corporations (USRPHCs).

Whether a financial instrument is considered debt under any
provisions of the Code is not determinative of whether it con-
stitutes an "interest solely as a creditor" for purposes of FIRPTA.
Regulations provide that an interest in real property other than an
interest solely as a creditor includes any right to share in the ap-
preciation in the value of, or in the gross or net proceeds or profits
generated by, the real property. Similarly, an interest in an entity
(such as a USRPHC) other than an interest solely as a creditor in-
cludes any right to share in the appreciation in the value of an in-
terest in, or the assets of, the entity, or a right to share in the
gross or net proceeds or profits derived by, the entity.

Regulations further .provide that amounts otherwise treated for
tax purposes as principal and interest payments on debt obligationsof all kinds (including obligations that are interests other than
solely as a creditor) do not give rise to gain or loss that is subject
to U.S. tax under FIRPTA."' 1 Thus, a foreign owner of a note that
pays interest contingent on appreciation in U.S. real property in-

108Rev. Rul. 83-51, 1983-1 C.B. 48.
110See, e.g., Dorzbadk v. Collumn, 195 F.2d 69 (3d Cir. 1962).iOCer~tain additional exceptions to this general rule apply only in the case of a corporate re-

cipient of interest. In such a case, the term portfolio interest generally excludes (1) interest re-
ceived by a bank on a loan extended in the ordinary course of its business (except in the case
of interest paid on an obligation of the United States), and (2) interest received by a controlled
foreign corporation from a related rson.r-

"Tress. Reg. sec. 1.897-1(h). FPA applies in the case of a "disposition" of a USRPI.
ITrasury Reg. sec. 1.897-1(h) generally defines a disposition as a transaction that gives rise to
gainunder section 1001 of the Code. Section 1001 does not apply to interest received on indebt-
edX"s.
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curs U.S. income tax if he disposes of the note, but may not incur
U.S. income tax if he holds the note and receives interest payments
under its terms.

Reasons for Change
The committee is concerned that the complete exemption from

U.S. tax granted by the portfolio interest rules may give foreign in-
vestors a strong incentive to structure their U.S. investments
which provide equity participation rights so that the returns there-
from will be characterized as interest income as opposed to other,
taxable forms of income. The committee believes that such struc-
turing of investments results in a significant erosion of the U.S. tax
base, and that in such cases, allowance of the tax exemption is not
appropriate. For example, the committee believes that the tax ex-
emption should not apply in cases where a debt instrument held
by a foreign investor pays interest that is contingent on profits gen-
erated from the disposition of U.S. real property held by the bor-
rower.

Congress enacted the tax exemption for portfolio interest earned
by foreign persons in 1984.112 The exemption was enacted because
Congress believed it important that U.S. businesses have direct ac-
cess to the Eurobond market as a source of capital. In addition,
Congress did not want withholding taxes on interest paid on port-
folio debt or the necessity for U.S. borrowers to create uneconomic
corporate structures in order to make the interest exempt from
U.Stxto impair borrowers' ability to utilize that market. 113 The
committee believes that the limits placed on the scope of the port-
folio interest exemption by the bill do not depart from the original
purposes of the exemption.

EWplanation of Provision
The bill makes the portfolio interest exemption inapplicable to

certain contingent interest income received by foreign persons. In
the case of an instrument on which a foreign holder earns both con-
tingent and non-contingent interest, denial of the portfolio interest
exemption applies only to the portion of the interest which is con-
tingent interest.

Under the bill, contingent interest includes interest determined
by reference to any of the following attributes of the debtor or any
related person: receipts, sales, or other cash flow; income or profits;
or changes in the value of property. 114 Thus, for example, the re-
ceipt by a foreign person of interest that is computed as a percent-
age of the borrower's profits would not be entitled to the tax ex-
emption for portfolio interest. The bill does not treat interest as
contingent merely because its payment can be impaired by a de-
fault on the debt obligation by the borrower.

"'1Sec. 127 of P.L. 98-369.
"I' Staff of the Joint Committee on Taxation, General Explanation of the Revenue Provisions

of the Deficit Reduction Act of 1984,(JC8-41-84), Ddcember 31, 1984.,pp. 391-392.
"'14For purposes of determining whether interest is contingent interest under the bill, the

term related person means any person who is related to the borrower under Code section 267(b)
or 707(bMl). In addition, a related person, for this purpose, includes a party to an arrangement
undertaken for a purpose of avoiding the application of this provision of the bill.
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In addition, contingent interest includes interest determined by
reference to any dividend, partnership distribution, or similar pay-
ment made by the debtor or a related person. For example, interest
is contingent under the bill where its receipt by the foreign inves-
tor is contingent upon the payment of a dividend to the sharehold-
ers of the corporate borrower.

The bill provides a number of exceptions to the general definition
of contingent interest as detailed above. Under one such exception,
interest is not considered contingent solely because the timing of
the interest or any related principal payment is subject to a contin-
gency. For example, assume that a debt obligation accrues fixed in-
terest at a competitive market rate. If in any period prior to the
instrument's maturity date the debtor has insufficient cash to
make an interest payment, the debt agreement allows the borrower
to defer the payment, but does not eliminate the borrower's liability
for the deferred amount (or for interest that accrues on that
amount). In this case, the interest is not considered contingent in-
terest under the bill.

As another example, assume a debt obligation that is a regular
interest in a Real Estate Mortgage Interest Conduit (REMIC) pays
fixed interest at a competitive market rate. However, the period
during which the debt obligation is to remain outstanding depends
on the extent to which the qualified mortgages held by the REMIC
are prepaid (and on other contingencies related to the income
earned or expenses incurred by the REMIC). The interest received
from the REMIC would not, because of this feature, be treated as
contingent interest.

Portfolio interest treatment is not denied under the bill solely be-
cause the interest is paid witherespect to nonrecourse or limited re-
course indebtedness. For example, this exception would apply
where a corporation issues a limited recourse debt instrument that
pays fixed interest at a competitive market rate and is secured by
trade receivables of the corporation.

Interest also is not denied portfolio treatment under the bill if all
or substantially all of it is determined by reference to certain other
amounts of interest that is not described as contingent above (or
by reference to the principal amount of indebtedness on which such
other interest is paid). An example of what is intended to be cov-
ered by this exception is a regular interest in a REMIC which pays
annual amounts of interest equal to a percentage of the interest
earned by the REMIC on qualified mortgages, where the interest
earned by the REMIC is not considered contingent interest under
the rules of the provision.

In determining whether all or substantially all of an amount of
interest payable on a debt obligation is computed by reference to
another amount of interest that is not contingent interest, other
factors that affect the amount of interest payable on the debt obli-
gation, but which are not contingencies as contemplated by the bill,
are not taken into account. For example, assume a regular interest
in a REMIC pays annual amounts o/'interest equal to the interest
received by the REMIC on qualified mortgages in excess of an es-
tablished threshold-the outstanding principal amounts on the
qualified mortgages multiplied by a variable rate based on
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LIBOR 115 that is subject to a cap. Under the bill, the fact that the
amount of interest paid by the REMIC varies inversely with
LIBOR does not cause the interest to be treated as contingent in-
terest.

Another of the bill's exceptions provides that interest is not de-
nied portfolio treatment solely because the debtor or a related per-
son enters into a hedging transaction to reduce the risk of interest
rate or currency fluctuations with respect to such interest. Interest
also is not denied portfolio treatment under the bill if it is deter-
mined by reference to changes in the value of (or any index of the
value of)actively traded property other than a USRPI. For this
purpose, the term "property" includes stock, and the term "actively
traded" has the meaning given to that term under section 1092(d)
of the Code. In general, portfolio treatment also is not denied if the
interest is determined by reference to the yield (or any index of the
yield) on such actively traded property. However, this exception for
interest contingent on the yield of actively traded property does not
apply if the property is a debt instrument that itself pays contin-
gent interest as described above, or the actively traded property is
stock or other property that represents a beneficial interest in the
debtor or a related person.

By adding this set of exceptions, the committee intends to clarify
that, for example, portfolio treatment is not denied in the case of
a debt instrument that pays interest in an amount determined by
reference to the value of a commodities index merely because the
debtor hedges its interest rate risk on the debt by acquiring an off-
setting position in commodities which produces a cash flow that
correlates with the interest payments. As another example, port-
folio treatment is not denied in the case of a debt instrument that
pays interest in an amount determined by reference to the value
of a stock market index merely due to the fact that an affiliate of
the debtor holds stock which is publicly traded on that market.

The committee intends that the exceptions to the provision not
be utilized by taxpayers to inappropriately avoid its application.
For example, assume a corporation issues a nonrecourse debt obli-
gation that accrues interest at a rate significantly in excess of the
market rate. Pursuant to the provisions of that instrument, if in
any period prior to the date of maturity of the obligation the debtor
has insufficient cash flow to pay the interest, the obligation to pay
the interest is deferred, but not eliminated. However, at the time
of issuance of the obligation, the debtor and creditor reasonably ex-
pect that a significant portion of the accrued interest will be de-
ferred, and ultimately will never be paid. In such a case, the com-
mittee intends that the exceptions to the application of the provi-
sion for nonrecourse indebtedness and for the timing of principal
or interest payments should not apply. Thus, the interest received
on the obligation would not qualify for portfolio treatment.

The bill provides that application of the provision may be ex-
tended to any type of contingent interest not specifically described
in the bill, if identified bythe Treasury Secretary in regulations.
The Secretary is granted authority under the bill to issue such reg-
ulations to supplement the statutory description of contingent in-

"15 The London Inter-Bank Offered Rate.
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terest in order to address cases where a denial of the portfolio in-terest exemption is necessary or appropriate to prevent avoidanceof U.S. income tax. The bill additionally provides that the Secretary

may b regulation exempt any type of interest from denial, under
the bill, of portfolio treatment.

The committee intends that the provision not override existing
treaties that reduce or eliminate U.S. withholding tax on interest
paid to foreign persons.

Effective Date
The provision applies to interest received after December 31,

1993. It does not apply, however, to any interest paid or accrued
with respect to any indebtedness with a fixed term that was issued
on or before April 7, 1993, or was issued after such date pursuant
to a written binding contract in effect on such date and at all times
thereafter before such indebtedness was issued.

6. Regulatory authority to address multiple-party financing
arrangements (sec. 8238 of the bill and new see. 7701(1)
of the Code)

Present Law
The tax treatment of a transaction may depend on the identity

of the parties to the transaction. For example, a loan by a con-
trolled foreign corporation to a related U.S. borrower is treated as
an investment in U.S. property under Code section 956, and as
such, may result in an inclusion of income to U.S. shareholders of
the foreign corporation. On the other hand, an income inclusion to
the U.S. shareholders of the foreign corporation would not have re-
sulted had the loan been made by the same foreign corporation to
an unrelated foreign borrower.

Under the Code, payments of interest by U.S. persons to related
foreign persons ma be subject to 30-percent gross-basis withhold-
ing tax. On the other hand, no such tax applies to payments by
U.S. persons to unrelated foreign persons ofso-called portfolio in-
terest. Under treaties, payments of interest by U.S. persons to re-
lated foreign persons who are resident in the treaty country may
be subject to little or no U.S. gross-basis tax. By contrast, if the re-
lated recipient of interest is resident in a country with respect to
which no U.S. income tax treaty is in force, the 30-percent gross-
basis tax would be imposed.

Courts have stated that the incidence of taxation depends upon
the substance of a transaction as a whole. 116 In certain cases,
courts have recharacterized transactions in order to impose tax
consistent with this principle. For example, where three parties
have engaged in a chain of transactions, the courts have at times
ignored the "middle" party as a mere "conduit," and imposed tax
as if a single transaction had been carried out between the parties
at the ends of the chain.

116See, e.g., Commnsioner v. Court Holding Co., 324 U.S. 331 (1945).
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In Aiken Industries, Inc. v. Commissioner,117 the Tax Court
recharacterized an interest payment byaa- I.S. person on its note
held by a related treaty-country resident, which in turn had a pre-
cisely matching obligation to a related non-treaty-country resident,
as a payment directly by the U.S. person to the non-treaty-country
resident. The transaction in its recharacterized form resulted in a
loss of the treaty protection that would otherwise have applied on
the payment of interest by the U.S. person to the treaty-country
resident, and thus subjected the interest payment to 30-percent
U.S. tax.

The IRS has taken the position that it will apply a similar result
in cases where the back-to-back related party debt obligations are
less closely matched than those in Aiken Industries, so long as the
intermediary entity does not obtain complete dominion and control
over the interest payments. 118 The IRS has taken an analogous po-
sition where an unrelated financial intermediary is interposed be-
tween the two related parties as lender to one and borrower from
the other, as long as the intermediary would not have made or
maintained the loan on the same terms without the corresponding
borrowing. 119 In a recent technical advice memorandum, the IRS
has taken the position that interest payments by a U.S. company
to a related, treaty-protected financial intermediary may be treated
as payments by the U.S. company directly to the foreign parent of
the financial intermediary even though the matching payments
from the intermediary to the parent are not interest payments, but
rather are dividends.120

Reasons for Change
The committee is concerned that taxpayers may be inappropri-

ately avoiding U.S. tax by intricately structuring financial trans-
actions which utilize multiple entities, where one or more of those
entities serve as a conduit. The committee believes that the above-
cited IRS rulings appropriately ignore conduit entities and properly
recharacterize the transactions described therein. However, the
committee does not intend that the Secretary be bound, in develop-
ing regulations, by the standards on which those rulings are based,
if the Secretary deems it necessary or appropriate to adopt other
standards in order to properly recharacterize a financing trans-
action. In legislating in this area, it is not the intent of the commit-
tee to cast a negative inference on positions taken by the IRS
under present law.

By granting regulatory authority to provide detailed rules in this
complicated area, the committee seeks to bolster the Treasury's
ability to prevent unwarranted avoidance of tax through multiple-
party financial engineering, as well as to provide a mechanism for
issuing additional guidance to taxpayers entering into financial
transactions.

11756 T.C. 925 (1971), acq. on another issue, 1972-2 C.B. 1.
"18 Rev. Rul. 84-152, 1984-2 C.B. 381; Rev. Rul. 84-153, 1984-2 C.B. 383.
"1' Rev. Rul. 87-89, 1987-2 C.B. 195.
"1°Tch. Adv. Mom. 9133004 (May 3,1991).
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Explanation of Provision
The bill authorizes the Treasury Secretary to promulgate regula-

tions that set forth rules for recharacterizing any multiple-party fi-
nancing transaction as a transaction directly among any two or
more of such parties where the Secretary determines that such
recharacterization is appropriate to prevent avoidance of any tax
imposed by the Internal Revenue Code.

The committee intends- that the provision apply not solely to
back-to-back loan transactions, but also to other financing trans-
actions. For example, it would be within the proper scope of the
provision for the Secretary to issue regulations dealing with mul-
tiple-party transactions involving debt guarantees or equity invest-
ments.

Effective Date
The provision is effective on date of enactment.

7. Amend certain provisions relating to the export of certain
unprocessed timber (sec. 8238 of the bill and secs. 861-
65, 921.927, 951-964, and 991-996 of the Code)

Present Law
Rules for sourcing income

Subject to significant exceptions, income from the sale of per-
sonal property generally is sourced on the basis of the residence of
the seller. One set of exceptions apply to sales of inventory prop-
erty. Income derived from the purchase of inventory property with-
in the United States and its sale outside the United States con-
stitutes foreign source income. Similarly, income derived from the
purchase of inventory property outside the United States and its
sale within the United States constitutes domestic source income.
Income attributable to the marketing of inventory property by U.S.
residents in other cases may also have its source determinedto be
the place of sale. For this purpose, the place of sale generally is the
place where title to the property passes to the purchaser (the "title
passage" rule).

Income derived from the production of property in the United
States and its sale elsewhere is treated as having a divided source.
When a U.S. producer sells part of its output to wholly independent
distributors or other selling concerns in such a way as to establish
fairly the independent factory or production price unaffected by
considerations of tax liability, the division of the income between
foreign and domestic source must be based on that independent
price (Treas. Reg. sec. 1.863-3(b)(2), Example (1); Phillips Petro-
leum Co. v. Commissioner, 97 T.C. 30 (1991); Notice 89-10, 1989-
1 C.B. 631). Under the independent factory price (IFP) method the
portion of income attributable to production activity is determined

y reference to the IFP and is sourced in the country of production
(the United States in the case of a U.S. exporter). The balance of
taxable income is attributed to sales activity and is presumed to
arise outside the country of production (the United states). When
the IFP method cannot be used, Treasury regulations permit the
source of 50 percent of export income to be based on the location
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of the property held or used in the production or sale of the prop-
erty exported (generally the United States) and the source of the
other 50 percent to be determined under the title passage rule.
Income earned by foreign corporations

The United States exerts jurisdiction to tax all income, whether
derived in the United States or elsewhere, of U.S. citizens, resi-
dents, and corporations. By contrast, the United States taxes non-
resident aliens and foreign corporations only on income with a suf-
ficient nexus to the United States. In the case of income earned by
a U.S.-owned foreign corporation, generally no U.S. tax is imposed
until that income is distributed to the U.S. shareholders as a divi-
dend.

When a U.S.-controlled foreign corporation earns so-called "sub-
part F income," the United States generally taxes the corporation's
10-percent U.S. shareholders currently on their pro-rata share of
that income regardless of whether the income is actually distrib-
uted currently to the shareholders. Included among the types of in-
come deemed distributed (generally referred to as "subpart F in-
come") is foreign base company sales income.

Certain subpart F income derived by a controlled foreign corpora-
tion that is an export trade corporation (ETC) from certain export
activities is exempt from current taxation. Under this exemption,
the subpart F income of an ETC is reduced by certain amounts
that constitute export trade income (as defined in section 971). No
foreign corporation may qualify as an ETC unless it has so quili-
fled generally since 1971.
Foreign sales corporations

A portion of the income of an eligible foreign sales corporation
(FSC) that is generated from export property is exempt from Fed-
eral income tax. If the income earned by the FSC is determined
under special administrative pricing rules, then the exempt foreign
trade income generally is 15/23 of the foreign trade income the FSC
derives from the transaction. In addition, a domestic corporation is
allowed.a 100-percent dividends-received deduction for dividends
distributed from the FSC out of earnings attributable to certain
foreign trade income. Thus, there generally is no corporate level
tax imposed on a portion of the income from exports of a FSC.

Foreign trade income is defined as the gross income of a FSC at-
tributable to foreign trading gross receipts. Foreign trade income
includes both the profits earned by the FSC itself from exports and
commissions earned by the FSC from products exported by others
and services related thereto. In general, the term foreign trading
gross receipts means the gross receipts of a FSC which are attrib-
utable to the export of certain goods and services. Foreign trading
gross receipts are the gross receipts of the FSC that are attrib-
utable to the following types of transactions: the sale of export
property, the lease or rental of export property, services related
and subsidiary to the sale or lease of export property, engineering
and architectural services, and export management services.

Export property, for purposes of the FSC rules, is defined as
property that is (1) manufactured, produced, grown, or extracted in
the United States by a person other than a FSC, (2) held primarily
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for sale, lease, or rental, in the ordinary conduct of a trade or busi-
ness. by, or to, a FSC, for direct use, consumption, or disposition
outside the United States, and (3) not more than 50 percent of the
fair market value of which is attributable to articles imported into
the United States.
Domestic International Sales Corporations

Prior law provided for a system of tax deferral for corporations
known as Domestic International Sales Corporations, or "DISCs,"
and their shareholders. Under this system the profits of a DISC
were not taxed to the DISC but were taxed to the shareholders of
the DISC when distributed or deemed distributed to them. Each
year, a DISC was deemed to have distributed a portion of its in-
come, thereby subjecting that. income to current taxation in its
shareholders' hands. Federal income tax could generally be de-
ferred on the remaining portion of the DISC's taxable income until
the income was actually distributed to the shareholders.

Under current law, a DISC is permitted to continue to defer in-
come attributable to $10 million or less of qualified export receipts.
However, unlike the prior-law DISC rules, an interest charge is im-
posed on the shareholders of the DISC. The amount of the interest
is based on the tax otherwise due on the deferred income computed
as if the income were distributed. Taxable income of the DISC at-
tributable to qualified export receipts that exceed $10 million is
deemed distributed to the DISC's shareholders.

To qualify for DISC treatment, at least 95 percent of a domestic
corporation's gross receipts must consist of qualified export re-
ceipts. In general, qualified export receipts are receipts, including
commission 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 prop-
erty. Export property must be manufactured, produced, grown, or
extracted in the United States.

Reasons for Change
The committee believes that the justification for any tax benefit

should be based on the amount of desired behavior induced by the
benefit. In this instance, the committee believes that taxpayers are
bearing the cost of a tax benefit that may be inducing little, if any,
desired behavior, and may !f anyhing be having an undesirable ef-
fect on the nation's economic well-being. In particular, the commit-
tee is concerned about features of the Code that may tend to accel-
erate the removal of old-growth forests, and the committee under-
stands that the export of raw logs may in effect cause American
milling jobs to be exported overseas.

Explanation of Provision

The provision amends certain provisions of the Code as they
apply to activities that generated income from unprocessed timber
which is a softwood. For this purpose, the term "unprocessed tim-
ber" means any log, cant, or similar form of timber.

The provision excludes from the definition of "export property"
for purposes of the FSC rules any unprocessed timber which is a
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softwood. Similarly, the provision excludes from the definition of"export property" for purposes of the DISC rules any unprocessed
timber which is a softwood.

The provision also amends the sales source rules as they apply
to inventory property. In this case, the bill provides that any in-
come from the sale of any unprocessed timber which is a softwood
and which was cut from an area located in the United States would
be domestic source income.

Finally, the provision treats as subpart F foreign base company
sales income any income derived by a controlled foreign corporation
in connection with the sale of any unprocessed timber which is a
softwood and was cut from an area located in the United States.
In addition, the provision treats as subpart F foreign base company
sales income any income derived by a controlled foreign corporation
from the milling of any such timber outside the United States. Any
income treated as subpart F income under the proposal that is
earned by an export trade corporation would not be subject to re-
duction by the export trade income of the corporation.

Effective Date
The provision is effective for transactions occurring after date of

enactment of the proposal.

I



211

D. Transportation Fuels Tax Provisions
1. Transportation fuels tax (sec. 8241 of the bill and secs.

4041, 4042, 4081, 4091, 6416, 6421, 6427, 9502, 9503 of the
Code)

Present Law
Several separate Federal excise taxes are imposed on specified

transportationsfuels. Taxable fuels include motor fuels (gasoline,
diesel fuel and special motor fuels 121 ) used for highway transpor-
tation; gasoline used in motorboats; diesel fuel use in trains; fuels
used in inland waterways transportation; and, aviation fuel (gaso-
line and jet fuel) used in most aviation.

In general, gasoline and special motor fuels used in highway ve-
hicles and motorboats are taxed at a total rate of 14.1 cents per
gallon; highway diesel fuel is taxed at a total rate of 20.1 cents per
gallon; noncommercial aviation gasoline is taxed at a total rate of

5.1 cents per gallon; noncommercial aviation jet fuel is taxed at
a total rate of 17.6 cents per gallon; commercial aviation fuels are
taxed at a total rate of 0.1 cent per gallon; railroad diesel fuel is
taxed at a total rate of 2.6 cents per gallon; and inland waterways
fuels are taxed at a total rate of 17.1 cents per gallon in 1993 (in-
creasing to 19.1 cents per gallon in 1994 and 20.1 cents per gallon
in 1995 and thereafter).

Revenues from most of these excise taxes are deposited in var-
ious trust funds to finance specific Federal public works and envi-
ronmental programs. The set of fuels subject to each tax generally
reflects the purposes of the trust fund to which the revenues are
dedicated. The above rates also include a general deficit reduction
tax (in effect through September 30, 1995 122 ) imposed on highway
motor fuels, motorboat gasoline and special motor fuels, andtrain
diesel fuel. Revenues from this deficit reduction tax are retained in
the General Fund of the Treasury.

One of the dedicated excise taxes is a 0.1 cent per gallon tax
(0.05 cent per gallon for qualified ethanol and methanol fuels) im-
posed on all of the fuels listed above, except liquefied petroleum
gas. This tax, in effect through 1995, is deposited into the Leaking
Underground Storage Tank ("LUST") Trust Fund, which is used to
fund cleanup costs associated with leaking underground storage
tanks containing petroleum products.

Certain fuel uses are exempt from the LUST excise tax. Exempt
uses include No. 2 residual fuel oil used as heating oil; gasoline
and diesel fuel used on farms for farming purposes; off-highway
business uses of fuel (for example, fuel useldto operate pumps, gen-
erators, compressors, forklift trucks, or bulldozers, or el used in
vessels used by fisheries or whaling businesses); fuels used by
State and local governments; fuels used by nonprofit educational
organizations; exported fuels, including fuels used in international

1
2 1 Special motor fuels include benzol, benzene, naphtha, liquefied petroleum gas, casing head

and natural gasoline, and any other liquid (other than kerosene, gas oil, fuel, or gasoline) sold
for use in motor vehicles or motorboats.

"122See Item I1.D.3., below, for the extension and transfer of the deficit reduction tax rate.
2BNo. 2 residual fuel oil can be used either as diesel fuel or as home heating oil.
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aviation and international shipping; and fuel for military ships and
aircraft.

The gasoline excise tax (including the LUST rate on gasoline) is
imposed when the fuel leaves terminal storage facilities (i.e., at the
terminal rack). The diesel fuel excise tax is imposed on the whole-
sale sale of that fuel.

Reasonr for Change

The committee believes that deficit reduction is critical to the na-
tion's economic well-being and that responsible actions must be
taken to address growing annual budget deficits and the increasing
balance of federal government debt. It is the committee's view that
the revenues raised by a broad-based transportation fuels excise
tax will make an important contribution toward reducing the defi-
cit.

The committee also believes that a transportation fuels tax
should further other important objectives. The committee under-
stands that in 1992, approximately two-thirds of domestic con-
sumption of petroleum was for transportation uses. 124 By providing
an incentive to reduce motor fuel consumption, this tax should tend
to improve environmental problems that result from the transport,
storage and burning of petroleum products to power motor vehicles,
vessels, and aircraft. In addition, reduced consumption of petro-
leum products should decrease U.S. reliance on imported oil.

Explanation of Provision

In general
The bill imposes an additional, permanent, deficit reduction ex-

cise tax of 4.3 cents per gallon on all transportation fuels currently
subject to the LUST excise tax (i.e., highway, rail, aviation, and in-
land waterway fuels), on liquefied petroleum gases currently tax-
able as special motor fuels, and on diesel fuel used in noncommer-
cial- motorboats. 125 Ethanol, methanol and their ether derivatives
are fully taxable at the 4.3-cent rate. The committee recognizes,
however, that the impact of the transportation tax on ethanol,
methanol, and their derivative ethers, as well as on other alter-
native fuels, requires further analysis, and the committee intends
that these matters be addressed in the conference on this legisla-
tion.

The new deficit reduction tax is to be collected in the same man-
ner as the existing excise taxes on these fuels (although, as de-
scribed in Item II.D.2., below, a separate provision in the bill
changes the point of collection for the present-law diesel fuel excise
tax).

Fuel uses that are exempt from the current LUST excise tax will
be exempt from the new tax.

124 in 1992, the United States consumed approximately 33,000 quadrillion Btu of petroleum-
based energy. Transportation accounted for approximately 22,000 quadrillion Btu. See, U.S. De-
partment of Energy, Energy Information Agency, Monthly EnergyReview, May 1993.

126A separate provision in the bill (described in Item I.E.2.) extends the current 20.1-cents-
per-gallon diesel fuel excise tax (including the LUST rate) to diesel fuel used by noncommercial
motorboats.
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Disposition of revenues
Revenues from the new transportation fuels excise tax will be re-

tained in the General Fund of the Treasury.

Effeelive Date
The transportation fuels tax provisions are effective on October

1, 1993. Floor stocks taxes are inposed on taxable products held
for sale or for use (other than in an exempt use) as a fuel beyond
the applicable product's tax collection point on October 1, 1993.
2. Modification of the collection of the diesel fuel excise tax

(secs. 8242-8243 of the bill and sees. 4041, 4081 and 4091
of the Code)

Present Law
Diesel fuel tax collection

Excise taxes totalling 20.1 cents per gallon generally are imposed
on the sale of highway diesel fuel by a producer or importer. A re-
duced rate of 3.1 cents per gallon applies to sales of diesel fuel for
use in certain intercity buses. A rate of 2.6 cents per gallon applies
to sales of diesel fuel or use in trains.

Diesel fuel may be sold without the payment of tax in the follow-
i cases: (1) sales of heating oil, (2) sales to other producers, and
(3) sales for nontaxable uses including (a) use other than as fuel
in a diesel-powered highway vehicle or diesel-powered train (such
as use in any boat), (b) use in off-highway business use, (c) use on
a farm for farming purposes, (d) exclusive use by a State or local
government, (e) export, (M) exclusive use by a nonprofit educational
organization, (g) use by certain aircraft museums, and (h) use in
certain qualified local buses. A sale may be made without the pay-
ment of tax only if certain prescribed conditions are satisfied,
which may include registration by the buyer and seller and certifi-
cation of exempt use by the buyer to the seller.

The producer making a taxable sale generally is liable for the
tax. The term producer #pnerally includes refiners, compounders,
blenders, wholesale distributors of diesel fuel and dealers selling
any diesel fuel exclusively to producers of diesel fuel. Producers
must be registered with the Treasury Department to purchase
without payment of tax and, as a condition of registration, may be
required to post a bond. Thus, in general, most diesel fuel tax is
collected at the wholesale distributor level.

Exempt and reduced-rate users who buy diesel fuel after tax has
been paid on the fuel may file a claim for credit or refund. These
users must, however, keep business records that will enable the
Treasury Department to veri the amount claimed.
Gasoline tax collection

Taxes totalling 14.1 cents a gallon generally are imposed on (1)
the removal of gasoline from any refinery, (2) the removal of gaso-
line from an terminal, (3) the entry of gasoline into the United
States, and (4) the sale to any unregistered person unless there
was a prior taxable removal or entry of the gasoline under (1), (2),
or (3) above. The tax, however, does not apply to any entry or re-
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moval of gasoline transferred in bulk to a terminal if all the per-
sons involved (including the terminal operator) are registered.
Thus, tax generally is imposed when gasoline is removed by truck
from a terminal (this is cafled removal at the "terminal rack ). Tax-
payers who use gasoline for an exempt use, such as for farming or
for off-highway business use, are eligible to claim a credit or refund
of the excise tax included in the price of the gasoline.

Under Treasury Department regulations, the person liable for
the tax imposed on gasoline removed from a terminal rack is the"position holder," which in general, is the person that holds the in-
ventory position to gasoline as reflected on the records of the termi-
nal operator (i.e., has a contract with the terminal operator for the
use of storage facilities and terminaling services at a terminal). In
addition, the terminal operator may be jointly and severally liable
for the tax if the position holder is not registered with Treasury.
As a condition of registration, terminal operators, position holders,
and other persons involved in bulk transfers of gasoline, may be re-
quired to post a bond in such sum as the Treasury determines.

Reason for Change
Recent reports have suggested that there may be substantial lev-

els of diesel fuel tax evasion. In particular, at a hearing in 1992
on shortfalls in Highway Trust Fund collections, the Department of
Transportation estimated that the level of diesel fuel tax evasion
is between 15 and 25 percent of total gallons consumed. 126 Advanc-
ing the collection point of the diesel fuel taxes reduces the number
of times the fuel changes ownership prior to tax, and reduces the
number of taxpayers. As a result, the diesel fuel taxes should be
easier to collect and payments of tax should be easier to monitor.

In addition, the committee intends to minimize the additional
burden that may be imposed on exempt users of diesel fuel as a
result of the collection point change. Thus the committee intends
that the collection point change be accomplished in a manner that
would preserve the present exemptions from the diesel fuel tax and
the ability of exempt users to buy diesel fuel (including heating oil)
without payment of tax.

Explanation of Provision
Point of collection

The bill provides that the full 20.1 cents per gallon diesel fuel ex-
cise tax will be imposed on removal from a terminal (i.e., at the ter-
minal rack) under generally the same rules as the gasoline tax cur-
rently is collected. 127 Thus, tax generally will be imposed when die-
sel fuel is removed by truck from a registered terminal. However,
unlike the gasoline tax, removal of diesel fuel that is destined for
an exempt use will not be taxed as the fuel is removed from the
terminal if the dyeing requirements described below are satisfied.

16Statement of Eugene R. McCormick, Federal Highway Administration, Department of
Transportation, Hearing on Shortfall in Highway Trust FundCollections Subcommittee on In-
vestigations and Oversight of the House. Committee on Public Works and Transportation (May
5, 'Te 4.3 cents-per-gallon deficit reduction rate that is included in this bill also will be col-
lected on removal of diesel fuel from a terminal. All rates described below will be increased by
the new deficit reduction rate, unless a specific exemption is provided.
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Any diesel fuel that is destined for an exempt use that is not dyed
(as required below) will be subject to tax on removal.128

Thus, for example, removal of diesel fuel that is destined for use
as heating oil or for off-highway farming purposes will not be taxed
as the fuel is removed from the terminal if the dyeing requirements
are satisfied. In addition, removal of diesel fuel that is destined for
use by certain intercity buses and by trains will not be taxed as
the fuel is removed from the terminal if the dyeing requirements
are satisfied. The special tax rates of 3.1 cents per gallon for diesel
fuel used by intercity buses and of 2.6 cents per gallon for diesel

-fuel used by trains (other than certain State and local govern-
mentally owned and operated trains) will continue to be imposed
on the sale of the fuels at the time that the fuel is sold to these
reduced-rate users.

As stated above, in order to permit diesel fuel to be removed
from a terminal without payment of tax, the bill requires the fuel
to be indelibly dyed in accordance with regulations to be prescribed
by the Treasury Department. The committee expects the Treasury
Department to coordinate the dyeing that will be required for pur-
poses of the highway diesel tax with the dyeing that will be re-
quired for purposes of the Clean Air Act. For fuel that is not dyed
under the C lean Air Act, the color of the dye may be chosen by the
person who is dyeing the fuel but the color must be approved by
the Treasury Department or selected from a list of approved colors
(in order to distinguish diesel fuel that has been removed without
payment of tax from that which has been removed with payment
of tax). The committee expects that one color that will be approved
for purposes of dyeing for the highway diesel tax is the color that
is used for purposes of dyeing for the Clean Air Act.

The Treasury Department is expected to enforce the dyeing re-
quirement vigorously and to check regularly to ensure that termi-
nal operators maintain removal systems that prevent undyed fuel
from being removed without payment of tax, that any fuel that is
removed without payment of tax is dyed, and that dyes are main-
tained in a secure location.

As under present law, most exempt or reduced-rate users that
use tax-paid undyed diesel fuel are permitted a refund if the user
establishes that a prior tax was paid with respect to the fuel and
that the fuel has been used for an exempt or reduced-rate use.
Thus, for example, an intercity bus company that qualified for the
3.1-cents-per-gallon reduced rate could apply for a refund of 17
cents per gallon if it could show it purchased undyed fuel (which
had been subject to the full 20.1-cents-per-gallon tax) rather than
dyed fuel.

However, similar to the present law for certain gasoline vendors,
only registered ultimate vendors (in lieu of the farmer or State or
local government) will be permitted to apply for excise tax refunds
or credits for any sales of undyed (tax-paid) diesel fuel for use on
a farm for a farming purposes or by a State or local government.

12SThe tax imposed by this bill (sec. 8163) on diesel fuel that is used by noncommercial motor-
boats will be collected at the terminal rack. Diesel fuel that is used by commercial motorboats
(which will be an exempt use) will not be taxed as the fuel is removed from the terminal if the
dyeing requirements are met. If a tax is imposed on the removal of diesel fuel that is subse-
quently used as supplies for vessels (within the meaning of sec. 4221(dX3)), the wholesale dis-
tributor of the fuel may apply for the refund (see sec. 6416(bX2)).

69-501 0 - 93 - 8
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Vendors will be able to file an expedited claim for refund of these
taxes for any period for which the claim is $200 or more and the
period is iot less than one week. If the Treasury Department does
not pay a proper claim for refund filed under these procedures
within 20 days, the Treasury Department will pay interest on the
refund.
Administrative provisions

As under present law, the Treasury Department is permitted to
require appropriate registration of persons necessary to implement
the dieselfuel tax, including diesel fuel refiners and dye manufac-
turers. The Treasury Department also is authorized to require posi-
tion holders, terminal operators, and other appropriate persons to
keep records and to report the quantity of dyed and undyed fuel
that is removed from a terminal or refinery.

As under the present law gasoline tax rules, the Treasury De-
partment is permitted to prescribe rules and administrative proce-
dures for determining the liability for payment of tax. These regu-
lations are expected to provide that a terminal operator will be
jointly and severally liable for any unpaid tax if a position holder
is not registered with the Treasury Department. In addition, the
terminal operator may be held jointly and severally liable for any
unpaid tax if the terminal operator failed to keep any required
records or to make any required reports on the removal of dyed and
undyed diesel fuel.

In addition, a new penalty is to be imposed on any person who
sold dyed fuel to a person whom it knew or had reason to know
would use the fuel for a taxable use, or any person who knew or
had reason to know that it used dyed fuel for a taxable use. This
new penalty is the greater of $1,000 or twice the otherwise applica-
ble tax on the diesel fuel so used. The Treasury Department also
is authorized to require the conspicuous labeling of retail diesel
fuel pumps (and other delivery facilities) to assure that persons are
aware of which fuel is available for nontaxable uses.

Effective Date
The provision applies to diesel fuel removed from terminals after

December 31, 1993. A floor stocks tax is imposed on diesel fuel held
for sale or in bulk quantities for taxable use on January 1, 1994;
the tax applies only to diesel fuel held beyond the terminal rack
on January 1, 1994, and the amount of tax is reduced by any tax
previously imposed on the fuel under section 4041 or 4091. The
Treasury Department further is authorized to require dyeing of
bulk quantities of diesel fuel held beyond the terminal rack for
nontaxable uses on that date.
3. Extend the current 2.5-cents-per-gallon motor fuels excise

tax rate; Transfer revenues to the Highway Trust Fund
(sec. 8244 of the bill and secs. 4041, 4081, and 4091 of the
Code)

Present Law
The Federal motor fuels excise taxes generally are-imposed on

motor fuels (gasoline, special motor fuels, and diesel fuel) used for
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highway transportation, gasoline and special motor fuels used in
motorboats, and diesel fuel used in trains. Off-highway business
uses generally are exempt from motor fuels taxes, as are sales for
export, for the exclusive use of State and local governments and
nonprofit educational organizations, and for farming uses.

The rate of tax on motor fuels is 14.1 cents per gallon on gasoline
and special motor fuels and 20.1 cents per gallon on diesel fuel;
this rate includes a "deficit reduction rate" (General Fund rate) of
2.5 cents per gallon. and a Leaking Underground Storage Tank
(LUST) Trust Fund rate of 0.1 cent per gallon. Diesel used in
trains is subject only to the 2.5-cents deficit reduction rate and to
the 0.1-cent LUST rate (not to the full 20.1 cents per gallon rate).
The deficit reduction rate does not apply after September 30, 1995.
Revenues from the deficit reduction rate are retained in the Gen-
eral Fund, while the balance of the highway motor fuels tax reve-
nues are transferred to the Highway Trust Fund through Septem-
ber 30, 1999. Revenues from the 0.1-cent-per-gallon LUST tax rate
are transferred to the LUST Trust Fund through December 31,
1995.

Reasons for Change
The committee believes that extending the 2.5.cents-per-gallon

motor fuels tax rate, and dedicating the highway-related motor
fuels tax receipts to the Highway Trust Fund, will provide addi-
tional resources to meet the country's infrastructure needs. Retain-
ing non-highway fuels tax revenues from the 2.5-cents-per-gallon
motor fuels tax in the General Fund will contribute to deficit reduc-
tion.

Explanation of Provision
The bill extends the curre; t 2.5-cents-per-gallon motor fuels tax

rate from October 1, 1995, through September 30, 1999. The reve-
nues from this rate generally are to be transferred into the High-
way Trust Fund, with revenues equivalent to 2 cents per gallon
credited to the Highway Account and 0.5 cent per gallon to the
Mass Transit Account. However, revenues from the 2.5-cents-per-
gallon tax on diesel used in trains are to be retained in the General
Fund as are revenues from 2.5 cents per gallon of the tax on motor-
boat, small-engine, and nonhighway recreational fuels. The provi-
sion retains present-law motor fuels tax exemptions.

Effective Date
The extension of the 2.5-cents-per-gallon rate applies after Sep-

tember 30, 1995.
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E. Compliance Provisions
1. Reporting rule for service payments to corporations (sec.

8251 of Le bill and secs. 6041 and 6041A of the Code)

Present Law
A person engaged in a trade-or business who makes payments

during the calendar year of $600 or more to a person for services
performed must file an information return with the Internal Reve-
nue Service ("IRS") reporting the amount of such payments, as well
as the name, address and taxpayer identification number of the
person to whom such payments were made. A similar statement
must also be furnished to the person to whom such payments were
made. Treasury regulations generally provide, however, that pay-
ments to corporations (including payments for services) need not be
reported (Treas. Reg. sec. 1.6041-3(c); Prop. Treas. Reg. sec.
1.6041A-0(dX2)). 129

Reasons for Change
IRS studies show that the level of voluntary tax compliance

among smaller corporate service providers has been decreasing in
recent years because of non-filing and underreporting of income
and is lower than that of most other smaller corporate businesses.
In addition, payers cannot easily determine whether a business is
actually conducted in corporate form (i.e., not subject to informa-
tion reporting) because payees can simply claim to be incorporated,
and payers are not required to verify such claims. The committee
also understands that when taxpayers know that the IRS has re-
ceived information reports on payments made to them, they are
more likely to file tax returns and to report their income accu-
rately. The committee therefore believes that the IRS's ability to
identify nonfilers and to require backup withholding will be sub-
stantially improved by repealing the regulatory exception for cor-
porate service providers.

Explanation of Provision
The bill provides that payments for services purchased in the

course of the payor's trade or business will not be exempt from the
information reporting requirements merely because the payments
are made to a corporation. The committee understands, however,
that the IRS may continue to exempt from information reporting
certain types of payments and certain types of corporate payees
where the risk of noncompliance is minimal. The committee be-
lieves that IRS should implement this provision so as to minimize
the burdens on businesses that are fully complying with the law,
while at the same time increasing compliance by businesses that
are not fully complying. IRS should, for example, rapidly imple-
ment measures to reduce the noncompliance that is occurring
under present law which is attributable to businesses that claim to
be incorporated but in fact are not.

I"ln general, information returns are required regarding payments to a corporation engaged
in providing medical and health care services or engaged in billing and collecting payments wth
respect to medical and health care services.
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Effective Date

The provision applies to payments for services made by a payor
after December 31, 1993.
2. Raise standard for accuracy-related and preparer pen-

alties (sec. 8252(a) of the bill and secs. 6662 and 6694 of
the Code)

Pre-ent Law

A 20-percent penalty is imposed on any portion of an
underpayment of tax that is attributable either to a substantial un-
derstatement of income tax on a return, or to negligence or dis-
regard of rules or regulations (sec. 6662).

For this purpose, an understatement 130 is considered substantial
if it exceeds the greater of 10 percent of the tax required to be
shown on the year's return or $5,000 ($10,000 for corporations
other than S corporations and personal holding companies). In de-
termining whether an understatement is substantial, the amount
of the understatement is reduced by any portion attributable to an
item if (1) the treatment of the item on the return is or was sup-
ported by substantial authority, or (2) facts relevant to the tax
treatment of the item were adequately disclosed on the tax return
(or a statement attached to the return), provided that the treat-
ment of the disclosed item was not "frivolous" (Treas. Reg. sec.
1.6662-4). Special rules apply to tax shelters.

The term "negligence" includes any failure to make a reasonable
attempt to comply with the internal revenue laws, a failure to exer-
cise ordinary and reasonable care in the preparation of a tax re-
turn, and a failure to keep adequate books and records or to sub-
stantiate items properly (Treas. Reg. sec. 1.6662-3(bX(1)). The term
"disregard" includes any careless, reckless, or intentional disregard
of rules or regulations (sec. 6662(c)). The penalty for negligence or
disregard of rules or regulations does not apply where the position
taken is adequately disclosed, the position is not "frivolous", and
the taxpayer has adequate books and records and has substan-
tiated items properly (Treas. Reg. sec. 1.6662-3(c)). 131

A $250 penalty with respect to a return or claim for refund of
income tax may be imposed on the preparer if any understatement
of tax liability on the return or claim for refund resulted from a po-
sition that did not have a realistic possibility of being sustained on
its merits and the preparer knew or reasonably should have known
of the position (sec. 6694(a)). The penalty is $1,000 per return or
claim for refund if the understatement is due to any reckless or in-
tentional disregard of rules or regulations (sec. 6694(b)). These pen-
alties may be avoided where the position taken on the return or
claim for refund is adequately disclosed and is not "frivolous"
(Treas. Reg. secs. 1.6694-2(c), 1.6694-3(cX2)). 132

1'°An "understatement! of income tax is the excess of the tax required to be shown on the
return over the tax imposed which is shown on the return (reduced by any rebates of tax).

I1 1n the case of a position contrary toea regulation, the position taken must also represent
a good faith challenge to the validity of the regulation.

12 In the case of a position contrary to• regulation, the position taken must also represent
a good faith challenge to the validity ofthe regulation.



220

A "frivolous" position with respect to an item for purposes of all
of these penalty provisions is one that is "patently improper"
(Treas. &eg. sec. 1.6662-3(bX3), 1.6662-4(e)(2i), 1.6694-2(c)(2),1.6694-3(c)(1)).

Reasons for Change
The committee believes that the "frivolous" standard does not

sufficiently discourage taxpayers and preparers from taking unrea-
sonable return positions. Accordingly, to encourage compliance, the
committee believes that a tougher standard should be imposed.

Explanation of Provision
Under the bill, the "reasonable basis" standard replaces the "not

frivolous" standard for purposes of the accuracy-related and income
tax return preparer penalties. The committee intends that "reason-
able basis" be a relatively high standard of tax reporting, that is,
significantly higher than "not patently improper." This standard is
not satisfied by a return position that is merely arguable or that
is merely a colorable claim.

Under the bill, a taxpayer can avoid a substantial understate-
ment penalty by adequately disclosing a return position only if the
position has at least a reasonable basis. Similarly, a taxpayer can
avoid the penalty that applies to disregarding rules or regulations
by adequately disclosing a return position only if the position has
at least a reasonable basis. The disclosure exception is no longer
relevant with respect to the penalty for negligence, because a tax-
payer generally is not considered to have been negligent with re-
spect to a return position, regardless of whether it was disclosed,
if the position has a reasonable basis. Also, a preparer can avoid
a penalty by adequately disclosing a return position only if the po-
sition has at least a reasonable basis.

The bill also eliminates the reasonable cause and good faith ex-
ception for fraud, because fraud is inconsistent with reasonable
cause and good faith.

Effective Date
The provision applies to tax returns due (without regard to ex-

tensions) after December 31, 1993.
3. Modify tax shelter rules for purposes of the substantial

understatement penalty (sec. 8252(b) of the bill and sec.
6662(d) of the Code)

Present Law
Under present law, a.20-percent penalty applies to any portion

of an underpayment of income tax required to be shown on a re-
turn that is attributable to a substantial understatement of income
tax (sec. 6662). For this purpose, an understatement is considered
substantial if it exceeds the greater of (1) 10 percent of the tax re-
quired to be shown on the return, or (2) $5,000 ($10,000 in the case
of a corporation other than an S corporation or a personal holding
company). The amount of an understatement of income tax is the
excess of the tax required to-b4 shown on the return, over the tax
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imposed which is shown on the return (reduced by any rebates of
tax).

In determining whether an understatement is substantial, the
understatement generally is reduced by the portion of the under-
statement that is attributable to an item for which there was sub-
stantial authority or adequate disclosure (sec. 6662(dX2)). However,
in the case of tax shelter items, the understatement is reduced only
by the portion of the understatement that is attributable to an item
both for which there was substantial authority and with respect to
which the taxpayer reasonably believed that the claimed treatment
of the item was more likely than not the proper treatment (sec.
6662(dX2XCXi)). Disclosure made with respect to a tax shelter item
does not affect the amount of an understatement.

A "tax shelter" is any partnership or other entity, any invest-
ment plan or arrangement, or any other plan or arrangement if the
principal purpose of such partnership, entity, plan or arrangement
is to avoid or to evade Federal income tax (sec. 6662(dX2XCXii)).
An item of income, gain, loss, deduction or credit is a "tax shelter
item" if the item is directly or indirectly attributable to the prin-
cipal purpose of the tax shelter (Treas. Reg. sec. 1.6662-4(gX3)).

Reasons for Change
The committee understands that the substantial understatement

penalty may not effectively deter certain abusive tax shelter trans-
actions that are structured with little anticipated profit apart from
the expected tax benefits. Taxpayers can assert that these types of
tax shelter transactions have "economic substance" because of the
existence of some profit potential and some economic risk. As a re-
sult, they may be able to avoid the substantial understatement
penalty by arguing that they reasonably believed the tax treatment
of the tax shelter items was more likely than not the proper treat-
ment. Accordingly, the committee believes that the requirements
under section 6662 for reducing the amount of an understatement
in the case of tax shelter items should be tightened.

Explanation of Provision

Under the bill, an understatement is reduced by the portion of
the understatement attributable to a tax shelter item only if, in ad-
dition to satisfying existing requirements, the taxpayer can dem-
onstrate that the reasonably anticipated after-tax benefits from the
taxpayer's investment in the shelter do not significantly exceed the
reasonably anticipated net pre-tax economic profit from such in-
vestment. Thus, an understatement is reduced by the portion of the
understatement attributable to a tax shelter item only if (1) there
was substantial authority for the treatment of the item claimed on
the return, (2) the taxpayer reasonably believed that the claimed
treatment was more likely than not the proper treatment, and (3)
the reasonably anticipated after-tax benefits from the taxpayer's in-
vestment in the shelter do not significantly exceed the reasonably
anticipated net pre-tax economic profit from such investment. The
bill does not alter the definition of "tax shelter" for purposes of the
substantial understatement penalty and, therefore, applies only to
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investments in arrangements that are considered tax shelters with-
out regard to this bill.

In general, the comparison of the reasonably anticipated net pre-
tax economic profit to the reasonably anticipated after-tax benefits
shall be made by comparing the net present values of the respec..
tive items. This comparison shall be made based upon a reasonable
financial projection, prepared generally at or about the time of a
taxpayer's investment in the shelter,13s that takes into account all
items (e.g., items relating to partnership transactions, investor
transactions, corporate formations and distributions, dispositions of
residuals) reasonably expected to be attributable to the taxpayer's
investment in the shelter.13s In order to be "reasonable", a finan-
cial projection must be based on reasonable economic and business
assumptions, reflect circumstances that are reasonably likely to
occur, and be made in good faith.

Under the net present value approach, the reasonably antici-
pated net pre-tax economic profit from a taxpayer's investment in
a shelter generally is the taxpayer's share of the discounted cash
inflows and outflows attributable to the shelter that are reasonably
anticipated over the expected life of the taxpayer's investment in
the shelter, exclusive of federal income tax effects. Cash inflows
and outflows generally include income, operating expenses, debt
service, disposition of residuals, satisfaction of loans, and equity in-
vestments.

The reasonably anticipated after-tax benefits from a taxpayer's
investment in a shelter are computed by adding the discounted tax
inflows and outflows reasonably anticipated from the investment to
the taxpayer's share of the discounted cash inflows and outflows at-
tributable to the shelter. For purposes of determining tax inflows
and outflows, the taxpayer shall use the Federal income tax rate
reasonably anticipated to be applicable to him or her for the appli-
cable year(s).

The present values of the reasonably anticipated after-tax bene-
fits and the reasonably anticipated net pre-tax economic profit are
computed by using a reasonable discount rate. A reasonable dis-
count rate is the taxpayer's expected rate of return on investments
with comparable risk.

The determination of whether the reasonably anticipated after-
tax benefits significantly exceed the reasonably anticipated net pre-
tax economic profit shall take into account the amount of the tax-
payer's investment in the shelter.

Effective Date
This provision applies to tax returns due (without regard to ex-

tensions) after December 31, 1993.

1'Ordinarily, a subsequent comparison based upon revised financial projections will be rem
quired where there is a material change in the taxpayers investment or in the tax shelter (e.g.,
a material change in the investment structure or strategy of the tax shelter) that was not re-
flectod in the original financial projections.

I•VI a statement is made in connection with the offering that a tax benefit will be available
from the shelter, that benefit must be treated as rasonabl-y anticipated', regardless of whether
that benefit would be taken into account in a reasonable financial pr*ien.



223

4. Information returns relating to the discharge of indebted-
ness by certain financial entities (sec. 8253 of the bill
and sec. 6050P of the Code)

Present Law

Under section 61(aX)12), a taxpayer's gross income includes in-
come from the discharge of indebtedness. The Code, however, does
not currently require lenders to file information returns with re-
spect to discharged debt. 135

The determination of when a discharge of indebtedness occurs
under section 61(aX12) is a question of fact. In general, a debtor
has discharge of indebtedness income where a debt is repurchased
or otherwise deemed satisfied for less than its outstanding balance.
For example, discharge of indebtedness income may be triggered by
a debt modification under section 1001 or where a court adjudicates
favorably a defense for the borrower. Discharge of indebtedness in-
come is generally not deemed to result merely because the lender
(1) has not actively pursued its claim against the debtor, provided
a legal claim still exists, (2) claims a deduction for financial or reg-
ulatory reporting purposes, or (3) claims a partial or full bad debt
deduction for tax purposes; however, where several of these factors
are present, a discharge of indebtedness may be deemed to have oc-
curred. See, e.g., Carl T. Miller Trust v. Commissioner, 76 T.C. 191
(1981).

Pursuant to a 1984 Office of Management and Budget memoran-
dum, Treasury Department guidelines currently require Federal
agencies to report forgoven debt amounts exceeding $600 to the In-
ternal Revenue Service (IRS) on a Form 1099-G, except where pro-
hibited by law. The Federal Deposit Insurance Corporation (FDIC)
and Resolution Trust Corporation (RTC) do not issue such reports
because of concerns that information reporting may violate the
Right to Financial Privacy Act of 1978 (RFPA). The RFPA permits
such information reporting if the Code specifically requires it.

Reasons for Change
The committee believes that it is inappropriate to exempt the

FDIC and the RTC from information reporting with respect to dis-
charged indebtedness when other Federal agencies are required to
report such information. Moreover, to encourage taxpayer compli-
ance with respect to discharged indebtedness, the committee be-
lieves that private financial institutions and credit unions also
should be required to report discharged indebtedness. The commit-
tee understands that information reporting will enhance the ability
of the IRS to enforce the discharge of indebtedness rules.

Explanation of Provision

The bill requires "applicable financial entities" to file information
returns with the IRS regarding any discharge of indebtedness

I" Lenders are generally required to report any foreclosure or other acquisition of property
in satisfaction of a debt secured by that property (sec. 6050J). Such events may effect a dis-
charge of indebtedness. The committee intends that the Treasury Department issue guidance
to coordinate reporting under this section with reporting on foreclosures and abandonments
under section 605W.
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(within the meaning of sec. 61(aX12)) 13 e of $600 or more. Such in-
formation returns are required regardless of whether the debtor is
subject to tax on the discharged debt. For example, Congress does
not expect reporting financial institutions and agencies to deter-
mine whether the debtor qualifies for an exclusion under section
108.

The information return must set forth the name, address and
taxpayer identification number of the person whose debt was dis-
charged, the amount of debt discharged, and the date on which the
debt was discharged. 137 The information return must be filed in
the manner and at the time specified by the IRS. The same infor-
mation also must be provided to the person whose debt is dis-
charged by January 31 of the year following the discharge.

For purposes of the bill, "applicable financial entities" include: (1)
the FDIC, the RTC, the National Credit Union Administration, and
any successor or subunit of any of them; 1 3 8 (2) any financial insti-
tution (described in secs. 581 or 591(a)); (3) any credit union; and
(4) an subsidiary of an entity described in (2) or (3) which, by vir-
tue of being affiliated with such entity, is subject to supervision
and examination by a Federal or State agency regulating such enti-
ties. Other Federal agencies required to report under the currentTreasury Department gudelines are also subject to this provision,
so that all Federal agencies are subject to uniform rules.

Under the bill, the penalties for failure to file correct information
reports with the IRS, and to furnish statements to taxpayers, are
similar to those imposed with respect to a failure to provide other
information returns. For example, the penalty for failure to furnish
statements to taxpayers is generally $50 per failure, subject to amaximum of $100,000 for any calendar year.139 These penalties are
not applicable if the failure is due to reasonable cause and not to
willful neglect.

Effective Date
The provision applies to discharges of indebtedness after the date

of enactment.

1"This provision is not intended to alter the present law determination of when a discharge
of indebtedness occurs under section 61(aX12).

'8The date of discharge is required to facilitate the use of such information returns with re-spect to fiscal year taxpayers.,38 With respect to these entities, any return required by the bill shall be made by the officer
or employee appropriately designated to make these returns.

'"In the case of intentional disregard of the filing requirements, the penalty is not less than
$100 per failure and the $100,000 annual limitation does not apply.
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F. Treatment of Intangibles
1. Amortization of goodwill and certain other intangibles

(sec. 8261 of the bill and new sec. 197 of the Code)

Present Law
In determining taxable income for Federal income tax purposes,

a taxpayer is allowed depreciation or amortization deductions for
the cost or other basis of intangible property that is used in a trade
or business or held for the pruction of income if the property has
a limited useful life that may be determined with reasonable accu-
racy. Treas. Reg. sec. 1.167(a)-(3). These Treasury Regulations also
state that no depreciation deductions are allowed with respect to
goodwill.

The U.S. Supreme Court recently held that a taxpayer able to
prove that a particular asset can be valued, and that the asset has
a limited useful life which can be ascertained with reasonable accu-
racy, may depreciate the value over the useful life regardless of
how much the asset appears to reflect the expectancy of continued
patronage. However, the Supreme Court also characterized the tax-
payer's burden of proof as substantial" and stated that it "often
will prove too great to bear." Newark Morning Ledger Co. v. United
States,-- U.S.-, 61 U.S.L.W. 4313 at 4320, 4319 (April 20,
1993).

Reasons for Change
The Federal income tax treatment of the costs of acquiring intan-

gible assets is a source of considerable controversy between tax-
payers and the Internal Revenue Service. Disputes arise concerning
(1) whether.an amortizable intangible asset exists; (2) in the case
of an acquisition of a trade or business, the portion of the purchase
price that is allocable to an amortizable intangible asset; and (3)
the proper method and period for recovering the cost of an amortiz-
able intangible asset. These types of disputes can be expected to
continue to arise, even after the decision of the U.S. Supreme Court
in Newark Morning Ledger Co. v. United States, supra.

It is believed that much of the controversy that arises under
present law with respect to acquired intangible assets could be
eliminated by specifying a single method and period for recovering
the cost of most acquired intangible assets and by specify *ng a
fixed percentage of such cost that is nonamortizable. It is also e-
lieved that there is no need at this time to change the Federal in-
come tax treatment of self-created intangible assets, such as good-
will that is created through advertising and other similar expendi-
tures.

Accordingly, the bill provides a specified allocation and amortiza-
tion method for the cost of most acquired intangible assets, includ-
ing goodwill and going concern value. A portion of the costs of suchassets (75 percent) is required to be amortized ratably over a 14-
year period. The remaining 25 percent of such costs is not amortiz-
able.

It is recognized that the useful lives of certain acquired intangi-
ble assets which are amortizable under present law may be shorter
than 14 years, while the useful lives of other such acquired intangi-
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ble assets may be longer than 14 years. It is also recognized that
the percentage of intangible asset basis that would be allocable to
nonamortizable assets under present law would vary.

Explanation of Provision
In general

The bill allows an amortization deduction with respect to a por-
tion of the capitalized costs of certain intangible property (defined
as a "section 197 intangible") that is acquired by a taxpayer and
that is held by the taxpayer in connection with the conduct of a
trade or business or an activity engaged in for the production of in-
come. The amount of the deduction is determined by amortizing 75
percent of the adjusted basis (for purposes of determining gain) of
the intangible ratably over a 14-year period that begins with the
month that the intangible is acquired. 140 The remaining 25 percent
of basis is not amortizable. No other depreciation or amortization
deduction is allowed with respect to a section 197 intangible that
is acquired by a taxpayer.

In general, the bill applies to a section 197 intangible acquired
by a taxpayer regardless of whether it is acquired as part of a
trade or business. in addition, the bill generally applies to a section
197 intangible that is treated as acquired under section 338 of the
Code. The bill generally does not apply to a section 197 intangible
that is created by the taxpayer if the intangible is not created in
connection with a transaction (or series of related transactions)
that involves the acquisition of a trade or business or a substantial
portion thereof.

Except in the case of amounts paid or incurred under certain cov-
enants not to compete (or under certain other arrangements that
have substantially the same effect as covenants not to compete)
and certain amounts paid or incurred on account of the transfer of
a franchise, trademark, or trade name, the bill generally does not
apply to any amount that is otherwise currently deductible (i.e., notcaptalized) under present law.

No inference is intended as to whether a depreciation or amorti-
zation deduction is allowed under present law with respect to any
intangible property that is either included in, or excluded from, the
definition of a section 197 intangible. In addition, no inference is
intended as to whether an asset is to be considered tangible or in-
tan bible property for any other purpose of the Internal Revenue

Definition of section 197 intangible

In general
The term "section 197 intangible" is defined as any property that

is included in any one or more of the following categories: (1) good-
will and going concern value; (2) certain specified types of intangi-
ble property that generally relate to workforce, information base,
know-how, customers, suppliers, or other similar items; (3) any li-
cense, permit, or other right granted by a governmental unit or an

"140 In the case of a short taxable year, the amortization deduction is to be based on the num-
ber of months in such taxable year.
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agency or instrumentality thereof; (4) any covenant not to compete
(or other arrangement to the extent that the arrangement has sub-
stantially the same effect as a covenant not to compete) entered
into in connection with the direct or indirect acquisition of an inter-
est in a trade or business (or a substantial portion thereof); and (5)
any franchise, trademark, or trade name.

Certain types of property, however, are specifically excluded from
the definition of the term "section 197 intangible." The term "sec--
tion 197 intangible" does not include: (1) any interest in a corpora-
tion, partnership, trust, or estate; (2) any interest under an exist-
ing futures contract, foreign currency contract, notional principal
contract, interest rate swap, or other similar financial contract; (3)
any interest in land; (4) certain computer software; (5) certain in-
terests in films, sound recordings, video tapes, books, or other simi-
lar property; (6) certain rights to receive tangible property or serv-
ices; (7) certain interests in patents or copyrights; (8) any interest
under an existing lease of tangible property; (9) any interest under
an existing indebtedness (except for the deposit base and similar
items of a financial institution); (10) a franchise to engage in any
professional sport, and any item acquired in connection with such
a franchise; (11) certain transaction costs; and (12) certain pur-
chased mortgage servicing rights.

Special allocation and amortization rules apply for certain ac-
quired computer software businesses that had made certain com-
puter software expenditures.

In addition, the Treasury Department is authorized to issue reg-
ulations that exclude certain rights of fixed duration or amount
from the definition of a section 197 intangible.

Goodwill and going concern value
For purposes of the bill, goodwill is the value of a trade or busi-

ness that is attributable to the expectancy of continued customer
patronage, whether due to the name of a trade or business, the rep-
utation of a trade or business, or any other factor.

In addition, for purposes of the bill, going concern value is the
additional element of value of a trade or business that attaches to
property by reason of its existence as an integral part of a going
concern. Going concern value includes the value that is attributable
to the ability of a trade or business to continue to function and gen-
erate income without interruption notwithstanding a change in
ownership. Going concern value also includes the value that is at-
tributable to the use or availability of an acquired trade or busi-
ness (for example, the net earnings that otherwise would not be re-
ceived during any period were the acquired trade or business not
available or operational).

Under the bill, as is the case for the cost of other acquired amor-
tizable section 197 intangibles, 75 percent of the purchase price
that is allocable to goodwill or going concern value is amortized
over a 14-year period, and the remaining 25 percent of the pur-
chase price allocable to such assets is not amortizable.

69-501 0 - 93 - 9
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Workforce, information base, know-how, customer-based in-
tangibles, supplier-based intangibles and other similar
items

Workforce.-The term "section 197 intangible" includes workforce
in place (which is sometimes referred to as agency force or assem-
bled workforce), the composition of a workforce (for example, the
experience, education, or training of a workforce), the terms and
conditions of employment whether contractual or otherwise, and
any other value placed on employees or any of their attributes.
Thus, for example, 75 percent of the portion (if any) of the pur-
chase price of an acquired trade or business that is attributable to
the existence of a highlv-skilled workforce is to be amortized over
the 14-year period specified in the bill. As a further example, 75
percent of the cost of acquiring an existing employment contract (orcontracts) or a relationship with employees or consultants (includ-
ing but not limited to.any "key employee" contract or relationship)
as part of the acquisition of a trade or business is to be amortized
over the 14-year period specified in the bill.

Information bdae.-The term "section 197 intangible" includes
business books and records, operating systems, and any other infor-
mation base including lists or other information with respect to
current or prospective customers (regardless of the method of re-
cording such information). Thus, for example, 75 percent of the por-
tion (if any) of the purchase price of an acquired trade or business
that is attributable to the intangible value of technical manuals,
training manuals or programs, data files and accounting or inven-
tory control systems is to be amortized over the 14-year period
specified in the bill. As a further example, 75 percent of the cost
o ? ac ring customer lists, subscription lists, insurance expira-
tions, 4i patient or client files, or lists of newspaper, magazine,
radio or television advertisers is to be amortized over the 14-year
period specified in the bill.

Know-how.-The term "section 197 intangible" includes any pat-
ent, copyright, formula, process, design, pattern, know-how, format,
or other similar item. For this purpose, the zerm "section 197 in-
tangible" is to include package designs, computer software, and anI
interest in a film, sound recording, video tape, book, or other simi-
lar property, except as specifically provided otherwise in the bill.142

Customer-basedintangibles.-The term "section 197 intangible"
includes any customer-based intangible, which is defined as the
composition of market, market share, and any other value resulting
from the -future provision of goods or services pursuant to relation-
ships with customers (contractual or otherwise) in the ordinary
course of business. Thus, for example, '75 percent of the portion (if
any) of the purchase price of an acquired trade or business that is
attributable to the existence of customer-baee, circulation base, un-
developed market or market growth, insurance in force, mortgage
servicing contracts 143 , investment management contracts, or other

141 Insurance expirations are records that are maintained by insurance agents with respect
to insurance customers. These records generally include information relating to the type of in-
surance, the amount of insurance, and the expiration date of the insurance.

1• Below for a description of the exceptions for certain patents, certain computer software,
and certain interests in films, sound record's video tapes, books, or other similar property.

'"Certain purchased mortgage servicing rights are excluded from the definition of a section
197 intangible under special rules described below.
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relationships with customers that involve the future provision of
goods or services, is to be amortized over the 14-year period speci-
edin the bill. On the other hand, the portion (if any) of the pur-

chase price of an acquired trade or business that is attributable to
accounts receivable or other similar rights to income for those
goods or services that have been provided to customers prior to the
acquisition of a trade or business is not to be taken into account
under the bill. 1"

In addition, the bill specifically provides that the term "customer-
based intangible" includes the deposit base and any similar asset
of a financial institution. Thus, for example, 75 percent of the por-
tion (if any) of the purchase price of an acquired financial institu-
tion that is attributable to the checking accounts, savings accounts,
escrow accounts and other similar items of the financial institution
is to be amortized over the 14-year period specified in the bill.

Supplier-based intangibles.-The term "section 197 intangible"
includes any supplier-based intangible, which is defined as the
value resulting from the future acquisition of goods or services pur-
suant to relationships (contractual or otherwise) in the ordinary
course of business with suppliers of goods or services to be used or
sold by the taxpayer. Thus, for example, 75 percent of the portion
(if any) of the purchase price of an acquired trade or business that
is attributable to the existence of a favorable relationship with per-
sons that provide distribution services (for example, favorable shelf
or display space at a retail outlet), the existence of a favorable
credit rating, or the existence of favorable supply contracts, is to
be amortized over the 14-year period specified in the bill. 145

Other similar items.-The term "section 197 intangible" also in-
cludes any other intangible property that is similar to workforce,
information base, know-how, customer-based intangibles, or sup-
plier-based intangibles.

Licenses, permits, and other rights granted by governmental
units

The term "section 197 intangible" also includes any license, per-
mit, or other right granted by a governmental unit or any agency
or instrumentality thereof (even if the right is granted for an in-
definite period or the right is reasonably expected to be renewed
for an indefinite period). 1"6 Thus, for example, 75 percent of the
capitalized cost of acquiring from any person a liquor license, a
taxi-cab medallion (or license), an airport landing or takeoff right
(which is sometimes referred to as a slot), a regulated airline route,
or a television or radio broadcasting license is to be amortized over
the 14-year period specified in the bill. For purposes of the bill, the
issuance or renewal of a license, permit, or other right granted by

144tAs under present law, the portion of the purchase price of an acquired trade or business
that is attributable to accounts receivable is to be allocated among such receivables and is to
be taken into account as payment is received under each receivable or at the time that a receiv-
able becomes worthless.

148See below, however, for a description of the exception for certain rights to receive tangible
propertyor services from another person.

I A right granted b a vernmental unit or an agency or instrumentality thereof that con-
stitutes an interest in landor an interest under a lease of tangible property is excluded from
the definition of a section 197 intangible. See below for a description of the exceptions for inter-
ests in land and for interests under leases of tangible property.
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a governmental unit or an agency or instrumentality thereof is to
be considered an acquisition of such license, permit, or other right.

Covenants not to compete and other similar arrangements
The term "section 197 intangible" also includes any covenant not

to compete (or other arrangement to the extent that the arrange-
ment has substantially the same effect as a covenant mot to com-
pete; hereafter "other similar arrangement") entered into in connec-
tion with the direct or indirect acquisition of an interest in a trade
or business (or a substantial portion thereof). For this purpose, an
interest in a trade or business includes not only the assets of a
trade or business, but also stock in a corporation that is enFaged
in a trade or business or an interest in a partnership that it en-
gaged in a trade or business.

"Any amount that is paid or incurred under a covenant not to
compete (or other similar arrangement) entered into in connection
with the direct or indirect acquisition of an interest in a trade or
business (or a substantial portion thereof) is chargeable to capital
account and 75 percent of such amount is to be amortized ratably
over the 14-year period specified in the bill. As in the case of other
section 197 intangibles, the remaining 25 percent is not amortiz-
able. In addition, 75 percent of any amount that is paid or incairred
under a covenant not to compete (or other similar arrangement)
after the taxable year in which the covenant (or other similar ar-
rangement) was entered into is to be amortized ratably cver the re-
maining months in the 14-year amortization period that; applies to
the covenant (or other similar arrangement) as of the beginning of
the month that the amount is paid or incurred; the remaining 25
percent is not amortizable.

For purposes of this provision, an arrangement that reqtzires the
former owner of an interest in a trade or business to continrue to
perform services (or to provide property or the use of property) that
benefit the trade or business is considered to have substantially the
same effect as a covenant not to compete to the extent that the
amount paid to the former owner under the arrangement exceeds
the amount that represents reasonable compensation for the serv-
ices actually rendered (or for the property or use of property actu-
ally provided) by the former owner. As under present law, to the
extent that the amount paid or incurred under a covenant not to
compete (or other similar arrangement) represents additional con-
sideration for the acquisition of stock in a corporation, such amount
is not to be taken into account under this provision but, instead,
is to be included as part of the acquirer's basis in the stock.

Franchises, trademarks, and trade names
The term "section 197 intangible" also includes any franchise,

trademark, or trade name. For this purpose, the term "franchise"
is defined, as under present law, to include any agreement that
provides one of the parties to the agreement the right to distribute,
sell, or provide goods, services, or facilities, within a specified
area. 147 In addition, as provided under present law, the renewal of

"14 Section 1253(bX1) of the Code.
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a franchise, trademark, or trade name is to be treated as an acqui-
sition of such franchise, trademark, or trade name. 148

The bill continues the present-law treatment of certain contin-
gent amounts that are paid or incurred on account of the transfer
of a franchise, trademark, or trade name. Under these rules, a de-
duction is allowed for amounts that are contingent on the produc-
tivity, use, or disposition of a franchise, trademark, or trade name
only if (1) the contingent amounts, are paid as part of a series of
payments that are payable at least annually throughout the term
of the transfer agreement, and (2) the payments are substantially
equal in amount or payable under a fixed formula. 149 Any other
amount, whether fixed or contingent, that is paid or incurred on ac-
count of the transfer of a franchise, trademark, or trade name is
chargeable to capital account and 75 percent is to be amortized rat-
ably over the 14-year period specified in the bill.

Exceptions to the definition of a section 197 intangible
In general.-The bill contains several exceptions to the definition

of the term "section 197 intangible." Several of the exceptions con-
tained in the bill apply only if the intangible property is not ac-
quired in a transaction (or series bf related transactions) that in-
volves the acquisition of assets which constitute a trade or business
or a substantial portion of a trade or business. It is anticipated
that the Treasury Department will exercise its regulatory authority
to req uire any intangible property that would otherwise be ex-
cluded from the definition of the term "section 197 intangible" to
be taken into account under the bill under circumstances where the
acquisition-of the intangible property is, in and of itself, the acqui-
sition of an asset which constitutes a trade or business or a sub-
stantial portion of a trade or business.

The determination of whether acquired assets constitute a sub-
stantial portion of a trade or business is to be based on all of the
facts and circumstances, including the nature and the amount of
the assets acquired as well as the nature and amount of the assets
retained by the transferor. It is not intended, however, that the
value of the assets acquired relative to the value of the assets re-
tained by the transferor is determinative of whether the acquired
assets constitute a substantial portion of a trade or business.

For purposes of the bill, a group of assets is to constitute a trade
or business if the use of such assets would constitute a trade or
business for purposes of section 1060 of the Code (i.e., if the assets
are of such a character that goodwill or going concern value could
under any circumstances attach to the assets). In addition, the ac-
quisition of a franchise, trademark or trade name is to constitute
t e acquisition of a trade or business or a substantial portion of a
trade or business.

In determining whether a taxpayer has acquired an intangible
asset in a transaction (or series of related transactions) that in-

1"Only the 75 percent of costs incurred in connection with the renewal, however, is to be
amortized over the 14-year period that begins with the month that the franchise, trademark,
or trade name is renewed. The amortizable portion of any costs incurred in connection with the
issuance (or an earlier renewal) of a franchise, trademark, or trade name is to continue to be
taken into account over the remaining portion of the amortization period that began at the time-
of such issuance (or earlier renewal).

149 Section 1253(dX1) of the Code.
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volves the acquisition of assets that constitute a trade or business
or a substantial portion of a trade or business, only those assets
acquired in a transaction (or a series of related transactions) by a
taxpayer (and persons related to the taxpayer) from the same per-
son (and any related person) are to be taken into account. In addi-
tion, any employee relationships that continue (or covenants not to
compete that are entered into) as part of the transfer of assets are
to be taken into account in determining whether the transferred
assets constitute a trade or business or a substantial portion of a
trade or business.

Interests in a corporation, partnership, trust, or estate.-The term"section 197 intangible" does not include any interest in a corpora-
tion, partnership, trust, or estate. Thus, for example, the bill does
not apply to the cost of acquiring stock, partnership interests, or
interests in a trust or estate, whether or not such interests are reg-
ularly traded on an established market. 150

Interests under certain financial contracts.-The term "section
197 intangible" does not include any interest under an existing fu-
tures contract, foreign currency contract, notional principal con-
tract, interest rate swap, or other similar financial contract, wheth-
er or not such interest is regularly traded on an established mar-
ket. Any interest under a mortgage servicing contract, 151 credit
card servicing contract or other contract to service indebtedness is-
sued by another person, and any interest under an assumption re-
insurance contract 152 is not excluded from the definition of the
term "section 197 intangible" by reason of the exception for inter-
ests under certain financial contracts.

Interests in land.-The term "section 197 intangible" does not in-
clude any interest in land. Thus, the cost of acquiring an interest
in land is to be taken into account under present law rather than
under the bill. For this purpose, an interest in land includes a fee
interest, life estate, remainder, easement, mineral rights, timber
rights, grazing rights, riparian rights, air rights, zoning variances,
and any other similar rights with respect to land. An interest in
land is not to include an airport landing or takeoff right, a regu-
lated airline route, or a franchise to provide cable television serv-
ices.

The costs of acquiring licenses, permits, and other rights relating
to improvements to land, such as building construction or use per-
mits, are to be taken into account in the same manner as the un-
derlying improvement in accordance with present law. -

Certain computer software.-The term "section 197 intangible"
does not include computer software (whether acquired as part of a
trade or business or otherwise) that (1) is readily available for pur-
chase by the general public; (2) is subject to a non-exclusive license;
and (3) has not been substantially modified. In addition, the term"section 197 intangible" does not include computer software which
is not acquired in a transaction (or a series of related transactions)

1'GA temporal interest in property, outright or in trust, may not be used to convert a section
197 intangible into property that is amortizable more rapidly than would be permitted under
the 75-percent, 14-year rule specified in the bill.

'. 1 Certain purchased mortgage servicing rights are excluded from the definition of a section
197 intangible under special rules described below.

162 See below for a description of the treatment of assumption reinsurance contracts.
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that involves the acquisition of assets which constitute a trade or
business or a substantial portion of a trade or business.

For purposes of the bill, the term "computer software" is defined
as any program (i.e., any sequence of machine-readable code) that
is designed to cause a computer to perform a desired function. The
term computer software" includes any incidental and ancillary
rights with respect to computer software that (1) are necessary to
effect the legal acquisition of the title to, and the ownership of, the
computer software, and-(2) are used only in connection with the
computer software. The term "computer software" does not include
any data base or similar item (other than a data base or item that
is in the public domain and that is incidental to the software) 153

regardless of the form in which it is maintained or stored.
If a depreciation deduction is allowed with respect to any com-

puter software that is not a section 197 intangible, the amount of
the deduction is to be determined by amortizing the adjusted basis
of the computer software ratably over a 36-month period that be-
gins with the month that the computer software is placed in serv-
ice. For this purpose, the cost of any computer software that is
taken into account as part of the cost of computer hardware or
other tangible property under present law is to continue to be
taken into account in such manner under the bill. In addition, the
cost of any computer software that is currently deductible (i.e., not
capitalized) under present law is to continue to be taken into ac-
count in such manner under the bill.

Certain interests in films, sound recordings, video tapes, books, or
other similar property.-The term "section 197 intangible" does not
include any interest (including an interest as a licensee) in a film,
sound recording, video tape, book, or other similar property (includ-
ing the right to broadcast or transmit a live event) if the interest
is not acquired in a transaction (or a series of related transactions)
that involves the acquisition of assets which constitute a trade or
business or a substantial portion of a trade or business.

Certain rights to receive tangible property or services.-The term
"section 197 intangible" does not include any right to receive tan-
gible property or services under a contract (or any right to receive
tangible property or services granted by a governmental unit or an
agency or instrumentality thereof) if the right is not acquired in a
transaction (or a series of related transactions) that involves the
acquisitionuof assets which constitute a trade or business or a sub-
stantial portion of a trade or business.

If a depreciation deduction is allowed with respect to a right to
receive tangible property or services that is not a section 197 intan-
gible, the amount of the deduction is to be determined in accord-
ance with regulations to be promulgated by the Treasury Depart-
ment. It is anticipated that the regulations may provide that in the
case of an amortizable right to receive tangible property or services
in substantially equal amounts over a fixed period that is not re-
newable, the cost of acquiring the right will be taken into account
ratably over such fixed period. It is also anticipated that the regu-
lations may provide that in the case of a right to receive a fixed

153 For example, a data base would not include a dictionary feature used to spell-check a word
processing program.

I
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amount of tangible property or services over an unspecified period,
the cost of acquiring such right will be taken into account under
a method that allows a deduction based on the amount of tangible
property or services received during a taxable year compared to the
total amount of tangible property or services to be received.

For example, assume that a taxpayer acquires from another per-
son a favorable contract right of such person to receive a specified
amount of raw materials each month for the next three years
(which is the remaining life of the contract) and that the right to
receive such raw materials is not acquired as part of the acquisi-
tion of assets that constitute a trade or business or a substantial
portion thereof (i.e., such contract right is not a section 197 intan-
gible). It is anticipated that the taxpayer may be required to amor-
tize the cost of acquiring the contract right ratably over the three-
year remaining life of the contract. Alternatively, if the favorable
contract right is to receive a specified amount of raw materials dur-
ing an unspecified period, it is anticipated that the taxpayer may
be requiredto amortize the cost of acquiring the contract right by
multiplying such cost by a fraction, the numerator of which is the
amount of raw materials received under the contract during any
taxable year and the denominator of which is the total amount of
raw materials to be received under the contract.

It is also anticipated that the regulations may require a taxpayer
under appropriate circumstances to amortize the cost of acquiring
a renewable right to receive tangible property or services over a pe-
riod that includes all renewal options exercisable by the taxpayer
at less than fair market value.

Certain interests in patents or copyrights.-The term "section 197
intangible" does not include any interest in a patent or copyright
which is not acquired in a transaction (or a series of related trans-
actions) that involves the acquisition of assets which constitute a
trade or business or a substantial portion of a trade or business.

If a depreciation deduction is allowed with respect to an interest
in a patent or copyright and the interest is not a section 197 intan-
gible, then the amount of the deduction is to be determined in ac-
cordance with regulations to be promulgated by the Treasury De-
partment. It is expected that the regulations may provide that if
the purchase price of a patent is payable on an annual basis as a
fixed percentage of the revenue derived from the use of the patent,
then the amount of the depreciation deduction allowed for any tax-
able year with respect to the patent equals the amount of the roy-
alty paid or incurred during such year.154

Interests under leases of tangible property.-The term "section
197 intangible" does not include any interest as a lessor or lessee
under an existing lease of tangible property (whether real or per-
sonal). 155 The cost of acquiring an interest as a lessor under a lease
of tangible property where the interest as lessor is acquired in con-
nection with the acquisition of the tangible property is to be taken
into account as part of the cost of the tangible property. For exam-
ple, if a taxpayer acquires a shopping center that is leased to ten-

'" See Associated Patentees, Inc., 4 T.C. 979 (1945); and Rev. Rul. 67-136. 1967-1 C.B. 58.
'"The bill provides that a sublease is to be treated in the same manner as a lease of the

underlying property. Thus, the term "section 197 intangible" does not include any interest as
a sublessor or sublessee of tangible property.
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ants operating retail stores, the portion (if any) of the purchase
price of the shopping center that is attributable to the favorable at-
tributes of the leases is to be taken into account as a part of the
basis of the shopping center and is to be taken into account in de-
termining the depreciation deduction allowed with respect to the
shopping center.

The cost of acquiring an interest as a lessee under an existing
lease of tangible property is to be taken into account under present
law (see section 178 of the Code and Treas. Reg. sec. 1.162-11(a))
rather than under the provisions of the bill. 1w In the case of any
interest as a lessee under a lease of tangible property that is ac-
quired with any other intangible property (either in the same
transaction or series of related transactions), however, the portion
of the total purchase price that is allocable to the interest as a les-
see is not to exceed the excess of (1) the present value of the fair
market value rent for the use of the tangible property for the term
of the lease,157 over (2) the present value of the rent reasonably ex-
pected to be paid for the use of the tangible property for the term
of the lease.

Interests under indebtedness.-The term "section 197 intangible"
does not include any interest (whether as a creditor or debtor)
under any indebtedness that was in existence on the date that the
interest was acquired. 158 Thus, for example, the value of assuming
an existing indebtedness with a below-market interest rate is to be
taken into account under present law father than under the bill.
In addition, the premium paid for acquiring the right to receive an
above-market rate of interest under a debt instrument may be
taken into account under section 171 of the Code, which generally
allows the amount of the premium to be amortized on a yield-to-
maturity basis over the remaining term of the debt instrument.
This exception for interests under existing indebtedness does not
apply to the deposit base and other similar items of a financial in-
stitution.

Professional sports franchises.-The term "section 197 intangible"
does not include a franchise to engage in professional baseball, bas-
ketball, football, or other professional sport, and any item acquired
in connection with such a franchise. Consequently, the cost of ac-
quiring a professional sports franchise and related assets (including
any goodwill, going concern value, or other section 197 intangibles)
is to be allocated among the assets acquired as provided under
present law (see, for example, section 1056 of the Code) and is to
be taken into account under the provisions of present law.

Certain transaction costs.-The term section 197 intangible does
not include the amount of any fees for professional services, and
any transaction costs, incurred by parties to a transaction with re-

16The lease of a gate at an airport for the purpose of loading and unloading passengers and
cargo is a lease of tanible property for this purpose. It is anticipated that such treatment will
serve as guidance to the Internal Revenue Service and taxpayers in resolving existing disputes.16 7 1n no event is the present value of the fair market value rent for the use of the tangible
property for the term of the lease to exceed the fair market value of the tangible property as
ofrtl ate of acquisition. The present value of such rent is presumed to be less than the value
of the tangible property if the duration of the lease is less than the economic useful life of thepro.orty.For purposes of this exception, the term "interest under any existing indebtedness" is to

include mortgage servicing rights to the extent that the rights are stripped coupons under sec-
tion 1286 of the Code. See Rev. Rul. 91-46, 1991-2 C.B. 358.

I I
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spect to which any portion of the gain or loss is not recognized
under part III of subchapter C. This provision addresses a concern
that some taxpayers might attempt to contend that the 14-year am-
ortizationprovided by the provision applies to a portion of any such
amounts that may be required to be capitalized under present law
but that do not relate to any asset with a readily identifiable useful
life. 159 The exception is provided-solely to clarify that section 197
is not to be construed to provide 14-year amortization for a portion
of any such amounts. No inference is intended that such amounts
would (but for this provision) be properly characterized as amounts
eligible for such 14-year amortization, nor is any inference intended
that any amounts not specified in this provision should be so char-
acterized. In addition, no inference is intended regarding the prop-
er treatment of professional fees or transaction costs in other cir-
cumstances under present law.

Purchased mortgage servicing rights.- The term "section 197 in-
tangible" does not include any right to service indebtedness that is
secured by residential real property ( a "purchased mortgage serv-
icing right"), unless such right is acquired in a transaction (or se-
ries of related transactions) involving the acquisition of assets
(other than such right or other such purchased mortgage servicing
rights) constituting a trade or business or a substantial portion of
a trade or business.

Any such rights that are excluded from the definition of a section
197 intangible shall be amortized on a straight line basis over a pe-
riod of 9 years (108 months).

Regulatory authority regarding rights of fixed term or duration.-
The bill authorizes the Treasury Department to issue regulations
that exclude a right received under a contract, or granted bya gov-
ernmental unit or an agency or instrumentality thereof, from the
definition of a section 197 intangible if (1) the right is not acquired
in a transaction (or a series of related transactions) that involves
the acquisition of assets which constitute a trade or business (or a
substantial portion thereof) and (2) the right either (A) has a fixed
duration of less than 14 years or (B) is fixed as to amount 160 and
the cost is properly recoverable (without regard to this provision)
under a method similar to the unit of production method.

Generally, it is anticipated that the mere fact that a taxpayer
will have the opportunity to renew a contract or other right on the
same terms as are available to others, in a competitive auction or
similar process that is designed to reflect fair market value and in
which the taxpayer is not contractually advantaged, wili not be
taken into account in determining the duration of such right or
whether it is for a fixed amount. However, the fact that competitive
bidd occurs at the time of renewal and that there are or may
be modifications in price (or in terms or requirements relating to
the right that increase the cost to the bidder) shall not be within
the scope of the preceding sentence unless the bidding also actually

'GSee, e.g., INDOPCO, Inc. v. Commissioner, 8. CL 1039 (i992).
10e For example, an emission allowance granted a public utility under Title IV of the Clean

Air Act Amendments of 1990 is a right that is limited in amount within the meaning of this
revision, because each allowance grants a right to a fixed amount of emissions. It is expected

t the Treasury Department will provide guidance regarding the interaction of section 461
with these provisions. No inference is intended that would require the Treasury Department to
disturb the result in Rev. Proc. 92-91, 1992-46 I.R.B. 32.
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produces a fair market value price comparable to the price that
would obtain if the rights were purchased immediately after re-
newal from a person (other than the person granting the renewal)
in an arm's length transaction. Furthermore, it is expected that, as
under present law, the Treasury Department will take into account
all the facts and circumstances, including any facts indicating an
actual practice of renewals or expectancy of renewals.

For example, assume Company A enters into a license with Com-
pany B to use certain know-how developed by B. In addition, as-
sume that the license is for five years, that the license cannot be
renewed by A except on terms that are fully available to A's com-
petitors and that the price paid by A will reflect the arm's length
price that a third party would pay A for the license immediately
after renewal. Finally, assume that the license does not constitute
a substantial portion of a trade or business and is not entered into
as part of a transaction (or series of related transactions) that con-
stitute the acquisition of a trade or business or substantial portion
thereof. It is anticipated that in these circumstances the regula-
tions will provide that the license is not-a section 197 intangible
because it is of fixed duration.

The regulations may also prescribe rules.governing the extent to
which renewal options and similar items will be taken into account
for the purpose of determining whether rights are fixed in duration
or amount. It is also anticipated that such regulations may pre-
scribe the appropriate method of amortizing the capitalized costs of
rights which are excluded by such regulations from the definition
of a section 197 intangible.
Special rules for acquisitions of certain computer software busi-

nesses
The bill provides a special rule for certain acquisitions of com-

puter software businesses that had made certain computer soft-
ware expenditures. For these acquisitions, 50 percent ofWthe amor-
tizable basis of all section 197 intangibles (i.e., 50 percent of the
amortizable 75 percent of basis) is amortized over 60 months on a
straight line basis. The other 50 percent is amortized over 14 years
pursuant to the general treatment under the bill. An acquisition
qualifies for this treatment if the principal business activity of the
acquired business is computer software development; computer
software sales, licensing, or leasing; the provision of computer soft-
ware services; or a combination of these; and a five-year test is
met. Under this test, for the five years ending with the acquisition
date for the acquisition transaction (or series of related trans-
actions), the total of (a) computer software development costs of the
acquired business that qualify as research and experimentation ex-
penditures under section 174, plus (b) the amortization deductions
of the trade or business with respect to computer software that was
not acquired in a transaction (or series of related transactions) in-
volving the acquisition of a trade or business or substantial portion
thereof, must equal at least 17 percent of the greater of (i) total
gross receipts, or (ii) total expenditures of the-acquired business
(including or this purpose capitalized amounts).

The Treasury Department shall exercise its general authority
under the provision to prevent manipulation of receipts, expendi-
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tures, or any other factor, in a manner to avoid the purpose of this
rule, and to prevent the use of any qualifying business as a conduit
for the transfer of assets that are not principally computer soft-
ware. As one example, it is expected that the benefits of 60-month
amortization shall not apply to any asset of the acquired business
that was acquired by the business with a basis determined in
whole or in part by reference to the basis in the hands of the per-
son from whom acquired, if a principal purpose of the transfer of
such asset was to secure the benefits of the special 60-month amor-
tization.
Exception for certain self-created intangibles

The bill generally does not apply to any section 197 intangible
that is created by the taxpayer if the section 197 intangible is not
created in connection with a transaction (or a series of related
transactions) that involves the acquisition of assets which con-
stitute a trade or business or a substantial portion thereof.

For purposes of this exception, a section 197 intangible that is
owned by a taxpayer is to be considered created by the taxpayer
if the intangible is produced for the taxpayer by another person
under a contract with the taxpayer that is entered into prior to the
production of the intangible. For example, a technological process
or other know-how that is developed specifically for a taxpayer
under an arrangement with another person pursuant to which the
taxpayer retains all rights to the process or know-how is to be con-
sidered created by the taxpayer.

The exception for "self-created" intangibles does not apply to the
entering into (or renewal of) a contract for the use of a section 197
intangible. Thus, for example, the exception does not apply to the
capitalized costs incurred by a licensee in connection with the en-
tering into (or renewal of) a contract for the use of know-how or
other section 197 intangible. Seventy-five percent of these capital-
ized costs are to be amortized over the 14-year period-specified in
the bill.

In addition, the exception for "self-created" intangibles does not
apply to: (1) any license, permit, or other right that is granted by
a governmental unit or an agency or instrumentality thereof; (2)
any covenant not to compete (or other similar arrangement) en-
tered into in connection with the direct or indirect acquisition of an
interest in a trade or business (or a substantial portion thereof);
and (3) any franchise, trademark, or trade name. Thus, for exam-
ple, 75 percent of the capitalized costs incurred in connection with
the development or registration of a trademark or trade name are
to be amortized over the 14-year period specified in the bill.

Special rules
Determination of adjusted basis_

The adjusted basis of a section 197 intangible that is acquired
from another person generally is to be determined under the prin-
ciples of present law that apply to tangible proprty that is ac-
quired from another person. Thus, for example, if a portion of the
cost of acquiring an amortizable section 197 intangible is contin-
gent, the adjusted basis of the section 197 intangible is to be in-
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creased as of the beginning of the month that the contingent
amount is paid or incurred. Seventy-five percent of this additional
amount is to be amortized ratably over the remaining months in
the 14-year amortization period that applies to the intangible as of
the beginning of the month that the contingent amount is paid or
incurred.

Treatment of certain dispositions of amortizable section 197
intangibles

Special rules apply if a taxpayer disposes of a section 197 intan-
gible that was acquired in a transaction or series of related trans-
actions and, after the disposition, 161 the taxpayer retains other sec-
tion 197 intangibles that were acquired in such transaction or se-
ries or related transactions.162 First, no loss is to be recognized by
reason of such a disposition. Second, the adjusted bases of the re-
tained section 197 intangibles that were acquired in connection
with such transaction or series of related transactions are to be in-
creased by the amount of any loss that is not recognized. The ad-
justed basis of any such retained section 197 intangible is in-
creased by the product of (1) the amount of the loss that is not rec-
ognized solely by reason of this provision, and (2) a fractidlh, the
numerator of which is the adjusted basis of the intangible, as of the
date of the disposition and the denominator of which is the total
adjusted bases of all such retained section 197 intangibles as of the
date of the disposition.

For purposes of these rules, all persons treated as a single tax-
payer under section 41(f)(1) of the Code are treated as a single tax-
payer. Thus, for example, a loss is not to be recognized by a cor-
poration upon the disposition of a section 197 intangible if after the
disposition a member of the same controlled group as the corpora-
tion retains other section 197 intangibles that were acquired in the
same transaction (or a series of related transactions) as the- section
197 intangible that was disposed of. It is anticipated that the
Treasury Department will provide rules for taking into account the
amount of any loss that is not recognized due to this rule (for ex-
ample, by allowing the corporation that disposed of the section 197
intangible to amortize an appropriate portion of the loss over the
remaining portion of the 14-year amortization period and to allo-
cate an appropriate portion of the loss to nonamortizable basis).

Treatment of certain nonrecognition transactions
If any section 197 intangible is acquired in a transaction to

which section 332, 351, 361, 721, 731, 1031, or 1033 of-the Code
applies (or any transaction between members of the same affiliated

'l~l For this purpose, the abandonment of a section 197 intangible or any other event that ren-
ders a section 197 intangible worthless is to be considered a disposition of a section 197 intangi-
ble.

162 These special rules do not apply to a section 197 intangible that is separately acquired (i.e.,
a section 197 intangible that is acquired other than in a transaction or a series of related trans-
actions that involve the acquisition of other section 197 intangibles). Consequently, a loss may
be recognized upon the disposition of a separately acquired section 197 intangible. In no event,
however, is the termination or worthlessness of a portion of a section 197 intangible to be con-
sidered the disposition of a separately acquired section 197 intangible. For example, the termi-
nation of one or more customers from an acquired customer list or the worthlesa.ness of some
information from an acquired data base is not to be considered the disposition of a separately
acquired section 197 intangible.
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group during any taxable year for which a consolidated return is
filed), 163 the transferee is to be treated as the transferor for pur-
poses of applying this provision with respect to the amount of the
adjusted basis of the transferee that does not exceed the adjusted
basis of the transferor.

For example, assume that an individual owns an amortizable sec-
tion 197 intangible that has been amortized under section 197 for
4 full years and has a remaining unamortized but amortizable
basis of $300,000. In addition, assume that the individual ex-
changes the asset and $100,000 for a like-kind amortizable section
197 intangible in a transaction to which section 1031 applies.
Under the bill, $300,000 of the basis of the acquired amortizable
section 197 intangible is to be amortized over the 10 years remain-
ing in the original 14-year amortization period for the transferred
asset and 75 percent of the other $100,000 of basis is to be amor-
tized over the 14-year period specified in the bill.164

Treatment of certain partnership transactions
Generally, consistent with the rules described above for certain

nonrecognition transactions, a transaction in which a taxpayer ac-
quires an interest in an intangible held through a partnership (ei-
ther before or after the transaction) will be treated as an acquisi-
tion to which the bill applies only if, and to the extent that, the
acquiring taxpayer obtains, as a result of the transaction, an in-
creased basis for such intangible. 165

For example, assume that A, B and C each contribute $700 for
equal shares in partnership P, which on January 1, 1994, acquires
as its sole asset an amortizable section 197 intangible for $2,100.
Under the bill, 75 percent of this amount ($1,575) is amortizable
over 14 years; the remaining 25 percent ($525) is not amortizable.
Assume that on January 1, 1998, (1) the sole asset of P is the in-
tanpible acquired in 1994, (2) the intangible has an unamortized
basis of $1,650 (of which $1,125 is amortizable) and A, B, and C
each have a basis of $550 in their partnership interests, and (3) D
(who is not related to A, B, or 0) acquires A's interest in P for
$800. Under the bill, if there is no section 754 election in effect for
1998, there will be no change in the basis or amortization of the
intangible and D will merely step into the shoes of A with respect
to the intangible. D's share of the basis in the intangible will be
$550, $375 of which is amortizable and will be amortized over the
10 years remaining in the amortization period for the intangible.

On the other hand, if a section 754 election is in effect for T998,
then D will be treated as having an $800 basis for its share of P's
intangible. Under section 197, D's share of income and loss will be
determined as if P owns two intangible assets. D will be treated
as having a basis of $550 in one asset, $375 of which is amortizable
and will continue to be amortized over the 10 remaining years of

'"The termination of a partnership under section 708(bXIXB) of the Code is a transaction
to which this rule applies. in such a case, the bill applies only to the extent that the adjusted
basis of the section 197 intangibles before the termination exceeds the adjusted basis of the sec-
tion 197 intangibles after the termination. (See the example below in the discussion of" "reat-
ment of certain partnership transactions.")

4 o inference is intended whether any asset treated as a section 197 intangible under the
bill is eligible for like kind exchange treatment.

'"This discussion is subject to the application of the anti-churning rules which are discussed
below.
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the original 14-year life. With respect to the other asset, D will be
treated as having a basis of $250 (the amount of step-up obtained
by D under section 743 as a result of the section 754 election) 75
percent of which ($187.50) will be amortized over a 14-year period
starting with January of 1998. B and C will each continue to share
equally in a $1,100 basis in the intangible and amortize $750 of
that amount ($375 each) over the remaining 10-year life.

As an additional example, assume the same facts as described
above, except that D acquires both A's and B's*interests in P for
$1,600. Under section 708, the transaction is treated as if P is liq-
uidated immediately after the transfer, with C and D each receiv-
ing their pro rata share of P's assets which they then immediately
contribute to a new partnership. The distributions in liquidation
are governed by section 731. Under the bill, C's interest in the in-
tangible will be treated as having a $550 basis, of which $375 is
amortizable with a remaining amortization period of 10 years. D
will be treated as having an interest in two assets: one with a basis
of $1,100 of which $750 is amortizable with a remaining amortiza-
tion period of 10 years, and the other with a basis of $500, of which
75 percent ($375) will be amortizable and will have a new amorti-
zation period of 14 years.

As discussed more fully below, the bill also changes the treat-
ment of payments made in liquidation of the interest of a deceased
or retired partner in exchange for goodwill. Except in the case of
payments made on the retirement or death of a general partner of
a partnership for which capital is not a material income-producing
factor, such payments will not be treated as a distribution of part-
nership income. Under the bill, however, if the partnership makes
an election under section 754, section 734 will generally provide
the partnership the benefit of a stepped-up basis or the retiring or
deceased partner's share of partnership goodwill and an amortiza-
tion deduction for the increase in basis under section 197.

For example, using the facts from the preceding examples, as-
sume that on January 1, 1998, A retires from the partnership in
exchange for a payment from the partnership of $800, all of which
is in exchange For A's interest in the intangible asset owned by P.
Under the bill, if there is a section 754 election in effect for 1998,
P will be treated as having two amortizable section 197 intangibles:
one with a basi's of $1,650, of which $1,125 is amortizable with a
remaining life of 10 years, and the other with a basis of $250, of
which 75 percent ($187.50) is amortizable over a new life of 14
years.

Treatment of certain reinsurance transactions
The bill applies to any insurance contract that is acquired from

another person through an assumption reinsurance transaction
(but not through an indemnity reinsurance transaction).i6 The
amount taken into account as the adjusted basis of such a section
197 intangible, however, is to equal the excess of (1) the amount

16An assumption reinsurance transaction is an arrangement whereby one insurance company
(the reinsurer) becomes solely liable to policyholders on contracts transferred by another insur-
ance company (the ceding company). In addition for purposes of the bill, an assumption reinsur-
ance transaction is to include any acquisition of an insurance contract that is treated as occur-
ring by reason of an election under section 338 of the Code.
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paid or incurred by the acquirer/reinsurer under the assumption
reinsurance transaction,1 6 7 over (2) the amount of the specifiedp0o1-
icy acquisition expenses (as determined under section 848 of the
Code) that is attributable to premiums received under the assump-
tion reinsurance transaction. The amount of the specified policy ac-
quisition expenses of an insurance company that is attributable to
premiums received under an assumption reinsurance transaction is
to be amortized over the period specified in section 848 of the Code.

Treatment of amortizable section 197 intangible as depre-
ciable property

For purposes of chapter 1 of the Internal Revenue Code, an am-
ortizable section 197 intangible is to be treated as property of a
character which is subject to the allowance for depreciation pro-
vided in section 167. Thus, for example, an amortizable section 197
intangible is not a capital asset for purposes of section 1221 of the
Code, but an amortizable section 197 intangible held for more than
one year generally qualifies as property used in a trade or business
for purposes of section 1231 of the Code. As further examples, an
amortizable section 197 intangible is to constitute section 1245
property, and section 1239 of the Code is to apply to any gain rec-
ognized upon the sale or exchange of an amortizable section 197 in-
tangible, directly or indirectly, between related persons.

Treatment of certain amounts that are properly taken
intoaccount in determining the cost of property that is not
a section 197 intangible

The bill does not apply to any amount that is properly taken into
account under present law in determining the cost of property that
is not a section 197 intangible. Thus, for example, no portion of the
cost of acquiring real property that is held for the production of
rental income (or example, an office building, apartment building
or shopping center) is to be taken into account under the bill (i.e.,
no goodwill, going concern value or any other section 197 intangible
is to arise in connection with the acquisition of such real property).
Instead, the entire cost of acquiring such real property is to be in-
cluded in the basis of the real property and is to be recovered
under the principles of present law applicable to such property.

Modification of purchase price allocatorr-and reporting rules
for certain asset acquisitions

Sections 338(b)(5) and 1060 of the Code authorize the Treasury
Department to promulgate regulations that provide for the alloca-
tion of purchase price among assets in the case of certain asset ac-
quisitions. Under regulations that have been promulgated pursuant
to this authority, the purchase price of an acquired trade or busi-
ness must be allocated among the assets of the trade or business
using the "residual method."

Under the residual method specified in the Treasury regulations,
all assets of an acquired trade or business are divided into the fol-
lowing four classes: (1) Class I assets, which generally include cash

167 The amount paid or incurred by the acquiredreinsurer under an assumption reinsurance
transaction is to be determined under the principles of present law. (See Tress. Reg. sec 1.817-
4(dX2).)



243

and cash equivalents; (2) Class II assets, which generally include
certificates of deposit, U.S. government securities, readily market-
able stock or securities, and foreign currency; (3) Class III assets,
which generally include all assets other than those included in
Clas I, II, or IV (generally all furniture, fixtures, land, buildings,
equipment, other tangible property, accounts receivable, covenants
not to compete, and other amortizable intangible assets); and (4)
Class IV assets, which include intangible assets in the nature of
goodwill or going concern value. The purchase price of an acquired
trade or business (as first reduced by the amount of the assets in-
cluded in Class I) is allocated to the assets included in Class II and
Class III based on the value of the assets included in each class.
To the extent that the purchase price (as reduced by the amount
of the assets in Class I) exceeds the value of the assets included
in Class II and Class III, the excess is allocable to assets included
in Class IV.

It is expected that the present Treasury regulations which pro-
vide for the allocation of purchase price in the case of certain asset
acquisitions will be amended to reflect the fact that the bill allows
an amortization deduction with respect to intangible assets in the
nature of goodwill and going concern value. It is anticipated that
the residual method specified in the regulations will be modified to
treat all amortizable section 197 intangibles as Class IV assets and
that this modification will apply to any acquisition of property to
which the bill applies.

Section 1060 also authorizes the Treasury Department to require
the transferor and transferee in certain asset acquisitions to fur-
nish information to the Treasury Department concerning the
amount of any purchase price that is allocable to goodwill or going
concern value. The bill provides that the information furnished to
the Treasury Department with respect to certain asset acquisitions
is to specify the amount of purchase price that is allocable to amor-
tizable section 197 intangibles rather than the amount of purchase
price that is allocable to goodwill or going concern value. In addi-
tion, it is anticipated that the Treasury Department will exercise
its existing regulatory authority to require taxpayers to furnish
such additional information as may be necessary or appropriate to
carry out the provisions of the bill, including the amount of pur-
chase price that is allocable to intangible assets that' are not amor-
tizable section 197 intangibles.168

General regulatory authority
The Treasury Department is authorized to prescribe such regula-

tions as may be appropriate to carry out the purposes of the bill
including such regulations as may be appropriate to prevent avoid-
ance of the purposes of the bill through related persons or other-
wise. It is anticipated that the Treasury Department will exercise
its reguatory authority where appropriate to clarify the types of in-
tanble property that constitute section 197 intangibles.

The purpose of the provision is to simplify the law regarding the
amortization of intangibles. The severe backlog of cases in audit

'lThere is no intention to codify any aspect of the existing regulations under section 1060
or other provisions. Furthermore, it is expected that the Treasury Department will review the
operation of the regulations under sections 1060 and 338 in light of new section 197.
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and litigation is a matter of great concern, and any principles es-
tablished in such cases will no longer have precedential value due
to the provision. Therefore, the Internal Revenue Service is urged
in the strongest possible terms to expedite the settlement of cases
under present law. In considering settlements and establishing pro-
cedures for handling existing controversies in an expedient and bal-
anced manner, the Internal Revenue Service is strongly encouraged
to take into account the principles of the bill so as to produce con-
sistent results for similarly situated taxpayers. However, no infer-
ence is intended that any deduction should be allowed in these
cases for assets that are not amortizable under present law.

Effective Date

In general
The provision generally applies to property acquired after the

date of enactment of the bill. As more fully described below, how-
ever, a taxpayer ma elect to apply the bill to all property acquired
after July 25, 1991. In addition, a taxpayer that does not make this
election may elect to apply present law (rather than the provisions
of the bill) to property that is acquired after the date of enactment
of the bill pursuant to a binding written contract in effect on the
date of enactment of the bill and at all times thereafter until the
property is acquired. Finally, special "anti-churning" rules may
apply to prevent taxpayers from converting existing goodwill, going
concern value, or any other section 197 intangible for which a de-
preciation or amortization deduction would not have been allowable
under present law into amortizable property to which the bill ap-
plies.

Election to apply bill to property acquired after July 25, 1991
A taxpayer may elect to apply the bill to all property acquired

by the taxpayer after July 25, 1991. If a taxpayer makes this elec-
tion, the bill also applies to all property acquired after July 25,
1991, by anytaxpayer that is under common control with the elect-
ing taxpayer (within the meaning of subparagraphs (A) and (B) of
section 41(f)(1)) of the Code) at any time during the period that
began on November 22, 1991, and that ends on the date that the
election is made. 169

The election is to be made at such time and in such manner as
may be specified by the Treasury Department,170 and the election
may be revoked only with the consent of the Treasury Department.

l" However, with certain exceptions, an amortization deduction is not to be allowed under the
bill for goodwill, going concern value, or any other section 197 intangible for which a deprecia-
tion or amortization deduction would not be allowable but for the provisions of the bill if: (1)
the section 197 intangible is acquired after July 25, 1991; and (2) either (a) the taxpayer or a
related person held or used the intangible on July 25, 1991; (b) the taxpayer acquired the intan-
gible from a person that held such intangible on July 25, 1991, and, as part of the transaction,
the user of the intangible does not change; or (c) the taxpayer grants the right to use the intan-
gible to a person (or a person related to such person) that held or used the intangible on July
25, 1991. See below for a more detailed description of these "anti-churning" rules.

17oIt is anticipated that the Treasury Department will require the election to be made on the
timely filed Federal income tax return of the taxpayer for the taxable year that includes the
date of enactment of the bill.
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Elective binding contract exception
A taxpayer may also elect to apply present law (rather than the

provisions of the bill) to property that is acquired after the date of
enactment of the bill if the property is acquired pursuant to a bind-
ing written contract that was m effect on the date of enactment of
the bill and at all times thereafter until the property is acquired.
This election may not be made by any taxpayer that is subject to
either of the elections described above that apply the provisions of
the bill to property acquired before the date of enactment of the
bill.

The election is to be made at such time and in such manner as
may be specified by the Treasury Department, 171 and the election
may be revoked only with the consent of the Treasury Department.
Anti-churning rules

Special rules are provided by the bill to prevent taxpayers from
converting existing goodwill, going concern value, or any other sec-
tion 197 intangible or which a depreciation or amortization deduc-
tion would not have been allowable under present law into amortiz-
able property to which the bill applies.

Under these "anti-churning" rules, goodwill, going concern value,
or any other section 197 intangible for which a depreciation or am-
ortization deduction would not be allowable but for the provisions
of the bill 172 may not be amortized as an amortizable section 197
intangible if: (1) the section 197 intangible is acquired by a tax-
payer after the date of enactment of the bill; and (2) either (a) the
taxpayer or a related person held or used the intangible at any
time during the period that begins on July 25, 1991, and that ends
on the date of enactment of the bill; (b) the taxpayer acquired the
intangible from a person that held such intangible at any time dur-
ing the period that begins on Jul 25, 1991, and that ends on the
date of enactment of the bill and, as part of the transaction, the
user of the intangible does not change; or (c) the taxpayer grants
the right to use te intangible to a person (or a person related to
such person) that held or used the intangible at any time during
the period that begins on July 25, 1991, and that ends on the date
of enactment of the bill. The anti-churning rules, however, do not
apply to the acquisition of any intangible by a taxpayer if the basis
of the intangible in the hands of the taxpayer is determined under
section 1014(a) (relating to property acquired from a decedent).

For purposes of the anti-churning rules, a person is related to an-
other person if: (1) the person bears a relationship to that person
which would be specified in section 267(bXl) or 707(bXl) of the
Code if those sections were amended by substituting 20 percent for
50 percent; or (2) the persons are engaged in trades or businesses
under common control (within the meaning of subparagraphs (A)
and (B) of section 41(f)(1) of the Code). A person is treated as relat-

't7 It is anticipated that the Treasury Department will require the election to be made on the
timely filed F ied income tax return of the taxpayer for the taxable year that includes the
date of enactment of the bill.

l72Amounts that are properly deductible pursuant to section 1253 under present law are to
be treated for purpose the anti.churning provision as amounts for which depreciation or am-
ortization is allowable under present law.
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ed to another person if such relationship exists immediately before
or immediately after the acquisition of the intangible involved.

In addition, in determining whether the anti-churning rules
apply with respect to any increase in the basis of partnership prop-
erty under section 732, 734, or 743 of the Code, the determinations
are to be made at the partner level and each partner is to be treat-
ed as having owned or used the partner's proportionate share of
the partnership property. Thus, for example, the anti-churning
rules do not apply to any increase in the basis of partnership prop-
erty that occurs upon the acquisition of an interest in a partnership
that has made a section 754 election if the person acquiring the
partnership interest is not related to the person selling the part-
nership interest. 173

These "anti-churning" rules are not to apply to an section 197
intangible that is acquired from a person with less than a 50-per-
cent relationship to the acquirer to the extent that: (1) the seller
recognizes gain on the transaction with respect to such intangible;
and (2) the seller agrees, notwithstanding any other provision of

She Code, to pay a tax on such gain which, when added to any
lher Federal income tax imposed on such gain, equals the product

such gain and the highest rate of tax imposed by section 1 or
11 of the Code, whichever is applicable. The seller is treated as sat-
isfying the second requirement if the excess of (1) the total tax li-
ability for the year of the transaction over (2) what its tax liability
for such year would have been had the sale of the intangible (but
not the remainder of the transaction) been excluded from the com-
putation equals or exceeds the product of the gain on that asset
times the relevant maximum rate.

The bill also contains a general anti-abuse rule that applies to
any section 197 intangible that is acquired by a taxpayer from an-
other person. Under this rule, a section 197 intangible may not be
amortized under the provisions of the bill if the taxpayer acquired
the intangible in a transaction one of the principal purposes of
which is to (1) avoid the requirement that the intangible be ac-
quired after the date of enactment of the bill or (2) avoid any of
the anti-churning rules described above that are applicable to good-
will, going concern value, or any other section 197 intangible for
which a depreciation or amortization deduction would not be allow-
able but for the provisions of the bill.

Finally, the special rules described above that apply in the case
of a transactions described in section 332, 351, 361, 721, 731, 1031,
or 1033 of the.Code also apply for purposes of the-effective date.
Consequently, if the transferor of any section 197 property is not
allowed an amortization deduction with respect to such property
under this provision, then the transferee is-not allowed an amorti-

178 In addition to these rules, it is anticipated that rules similar to the anti-churning rules
under section 168 of the Code will a in etermining whether persons are related. (See Prop.
Tress. Reg. 1.168-4 (February 16, 1984),) For example, it is anticipated that a corration, part-
nership, or trust that owned or used property at any time during the period that begins on July
25 1991, and that ends on the date of enactment of the bill andi that is no longer in existence
will be considered to be in existence for purposes of determining whether the taxpayer that ac-
quired the property is related.to ouch corporation, partnership, or trust.

As a further example, it is anticipated that in the case of a transaction to which section 338
of the Code applies, t corporation that is treated as selling its assets will not to be considered
related to the corporation that is treated as purchasing the assets if at least 80 percent of the
stock of the corporation that is treated as selling it assets is acquired by purchase after July
25, 1991.
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zation deduction under this provision to the extent of the adjusted
basis of the transferee that does not exceed the adjusted basis of
the transferor. In addition, this provision is to apply to any subse-
quent transfers of any such property in a transaction described in
section 332, 351, 361, 721, 731, 031, or 1033.
2. Modify special treatment of certain liquidation payments

(see. 8262 of the bill and sec. 736 of the Code)

Present Law
Payments for purchase of goodwill and accounts receivable

A current deduction generally is not allowed for a ca ital expend-
iture (i.e., an expenditure that yields benefits beyondythe current
taxable year). The cost of goodwill acquired in connection with the
assets of a going concern normally is a capital expenditure, as is
the cost of acquiring accounts receivable. The cost of acquiring
goodwill is recovered only when the goodwill is disposed of, while
the cost of acquiring accounts receivable is taken into account only
when the receivable is disposed of or becomes worthless.
Payments made in liquidation of partnership interest

The tax treatment of a payment made in liquidation of the inter-
est of a retiring or deceased partner depends upon whether the
payment is made in exchange or the partner's interest in partner-ship property. A liquidating payment made in exchange or such
property is treated as a distribution by the partnership (sec.
736(b)). Such distribution generally results m ai to the retiring
partner only to the extent that the cash distributed exceeds such
partner's adjusted basis in the partnership interest.

A liquidating payment not made in exchange for the partner's in-
terest in partnership property receives either of two possible treat-
ments. If the amount of the payment is determined without ref-
erence to partnership income, it is treated as a guaranteed pay-
ment and is generally deductible (sec. 736(a)(2)). If the amount of
payment is determined by reference to partnership income, the
payment is treated as a distributive share of partnership income,
thereby reducing the distributive shares of other partners (which
is equivalent to a deduction) (sec. 736(aX2)).

A special rule treats amounts paid for goodwill of the partnership
(except to the extent provided in the partnership agreement) and
unrealized receivables as not made in exchange for an interest in
partnership property (sec. 736(bX2XB)). Thus, such amounts may

deductible. Unrealized receivables include unbilled amounts, ac-
counts receivable, depreciation recapture, market discount, and cer-
tain other items (sec. 751(c)).
Sale or exchange of a partnership interest

The sale or exchange of a partnership interest results in capital
gain or loss to the transferor partner, except to the extent that or-
dinary income or loss is recognized with respect to the partner's
share of the partnership's unrealized receivables and substantially
appreciated inventory items (sec. 741). It is often unclear whether
a payment by a partnership to a retiring partner is made in sale
or exchange of, or in liquidation of, a partnership interest.
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Reasons for Change
In general

By treating a payment for unstated goodwill and unrealized re-
ceivables as a guaranteed payment or distributive share, present
law in effect permits a deduction for an amount that would other-
wise constitute a capital expenditure. This treatment does not
measure partnership income properly. It also threatens to erode
the rule requiring capitalization of such payments generally. Under
present law, a prospective buyer of a business may structure the
transaction so as to currently deduct such an amount by first en-
ter'ng into a partnership with the seller and then liquidating the
seller's partnership interest.

Section 736 was intended to simplify the taxation of payments in
liquidation. Instead, it has created confusion as to whether a par-
ticular payment is a payment in liquidation or is made pursuant
to a sale of the partnership interest to the continuing partners. The
proposal reduces this confusion by eliminating a primary difference
between sales and liquidations.

The special treatment of goodwill was apparently predicated on
the assumption that the adverse positions of the taxpayers will re-
sult in a stated price equal to the true value of the goodwill. That
assumption is false. If the value of the preferential rate (if any) and
the income deflection are not equal, the stated goodwill and total
retirement payments will likely be set so as to maximize the com-
bined tax savings for both retiring and continuing partners.

It is recognized, however, that general partners in service part-
nerships do not ordinarily value goodwill in liquidating partners.
Accordingly, such partners may continue to receive the special rule
of present law.

Unrealized receivables
When originally enacted, the term "unrealized receivables" was

limited to unbilled amounts and accounts receivable. The tax defer-
ral resulting from immediate deduction of amounts paid for these
items is relatively short because payment is usually received in the
near future. Such deferral is considerably longer, however, with re-
spect to the deduction of other items now included in the expanded
definition of unrealized receivables, such as depreciation recapture
on business assets, which are slow to give rise to ordinary income.

Explanation of Provision

In general
The bill generally repeals the special treatment of liquidation

payments made for goodwill and unrealized receivables. Thus, such
payments would be treated as made in exchange for the partner's
interest in partnership property, and not as a distributive share or
guaranteedpayment that could give rise to a deduction or its
equivalent. ?]he bill does not change present law with respect to
payments made to a. eneral partner in a partnership in which cap-
ital is not a material income-producing factor. The determination
of whether capital is a material income-producing factor would be
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made under principles of present and prior law. 174 For purposes
of this provision, capital is not a material income-producing factor
where substantially all the gross income of the business consists of
fees, commissions, or other compensation for personal services per-
formed by an individual. The practice of his or her profession by
a doctor, dentist, lawyer, architect, or accountant will not, as such,
be treated as a trade or business in which capital is a material in-
come-producing factor even though the practitioner may have a
substantial capital investment in professional equipment or in the
physical plant constituting the office from which such individual
conducts his or her practice so long as such capital investment is
merely incidental to such professional practice. In addition, the bill
does not affect the deductibility of compensation paid to a retiring
partner for past services.

Unrealized receivables
The bill also repeals the special treatment of payments made for

unrealized receivables (other than unbilled amounts and accounts
receivable) for all partners. Such amounts would be treated as
made in exchange for the partner's interest in partnership prop-
erty. Thus, for example, a payment for depreciation recapture
would be treated as made in exchange for an interest in partner-
ship property, and not as a distributive share or guaranteed pay-
ment that could give rise to a deduction or its equivalent.

Effective Date
The provision generally applies to partners retiring or dying on

or after January 5, 1993. The provision does not apply to any part-
ner who retires on or after January 5, 1993, if a written contract
to purchase the partner's interest in the partnership was binding
on January 4, 1993 and at all times thereafter until such purchase.
For this purpose, a written contract is to be considered binding
only if the contract specifies the amount to be paid for the partner-
ship interest and the timing of any such payments.

174E.g., sections 401(cX2) and 911(d) of the Code and old section 1348(bX1XA) of the Code.
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G. Miscellaneous Revenue-Raising Provisions
1. Deny deductions relating to travel expenses paid or in.

curred in connection with travel of taxpayer's spouse or
dependents (sec. 8271 of the bill and sec. 274(m) of the
Code)

Present Law
In general, a taxpayer is.permitted a deduction for all ordinary

and necessary expenses paid or incurred during the taxable year
(1) in carrying on any trade or business and (2) in the case of an
individual, for the production of income. Such deductible expenses
may include reasonable travel expenses paid or incurred while
away from home, such as transportation costs and the cost of meals
and lodging.

In the case of ordinary and necessary business expenses, if a tax-
payer travels to a destination and while at that destination en-

-gages in both business and personal activities, travel expenses to
amd from such destination are deductible only if the trip is related

•rimarib*, to the taxpayer's trade or business. If the trip is pri-
marily personal in nature, expenses while at the destination that
are properly allocable to the taxpayer's trade or business are de-
ductible even though the traveling expenses to and from the des-
tination are not deductible (Treas. Reg. sec. 1.162-2(bX)1)).

Under Treasury regulations, if the taxpayer's spouse accom-
panies the taxpayer on a business trip, expenses attributable to the
spouse's travel are not deductible unless it is adequately shown
that the spouse's presence on the trip has a bona fide business pur-
pose (Treas. reg. sec. 1.162-2(c)). The performance of some inciden-
tal service by the spouse does not cause the expenses to qualify as
deductible business expenses. Under the Treasury regulations, the
same rules apply to any other members of the taxpayer's family
who accompany the taxpayer on such a trip.

Reasons for Change
The committee believes that no deduction should be allowed for

travel expenses paid or incurred with respect to a spouse, depend-
ent, or other individual accompanying a person on business travel
unless such expenses are legitimate business expenses of the tax-
payer claiming the deduction. The committee bMlieves that merely
accompanying or being related to the person traveling on business
does not convert otherwise nondeductible personal expenses to de-
ductible business expenses.

Explanation of Provision
The bill denies a deduction for travel expenses paid or incurred

with respect to a spouse, dependent, or other individual accom-
panying a person on business travel, unless (1) the spouse, depend-
ent, or other individual accompanying the person is a bona fide em-
ployee of the person paying or reimbursing the expenses, (2) the
travel of the spouse, dependent, or other individual is for a bona
fide business purpose, and (3) the expenses of the spouse, depend-
ent, or other individual would otherwise be deductible. No infer-
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ence is intended as to the deductibility of these expenses under
present law. The denial of the deduction does not apply to expenses
that would otherwise qualify as deductible moving expenses.

Effective Date
The provision is effective for amounts paid or incurred after De-

cember 31, 1993.
2. Increase withholding rate on supplemental wage pay-

ments (sec. 8272 of the bill and sec. 3402(g) of the Code)

Present Law
Under Treasury regulations, withholding on supplemental wage

payments (such as bonuses, commissions, and overtime pay) that
are not paid concurrently with wages (or that are paid concurrently
with wages, but are separately stated) for a payroll period may be
done at a rate of 20 percent (at the employer's election) (Treas.
Reg. sec. 31.3402(g)-1).'75

Reasons for Change
The committee believes that it is appropriate to raise the with-

holding rate on supplemental wage payments so that withholding
more closely approximates the ultimate tax liability with respect to
these payments.

Explanation of Provision
The bill increases the applicable withholding rate on supple-

mental wage payments to 28 percent.

Effective Date
The provision is effective for payments made after December 31,

/1993.
3. Permanent extension of vaccine excise tax (sec. 8273 of

the bill and secs. 4131 and 9510 of the Code)

Present Law
The Vaccine Injury Compensation Trust Fund ("Vaccine Trust

Fund") provides a source 6f revenue to compensate individuals who
are injured (or die) as a result of the administration of certain vac-
cines: diphtheria, pertussis, and tetanus ("DPT"); diphtheria and
tetanus ("DT"); measles, mumps, and rubella ("MMR'); and polio.
The Vaccine Trust Fund provides the funding source for the Na-
tional Vaccine Injury Compensation Program ("Program"), which
provides a substitute, Federal "no-fault" insurance system for the
State-law tort and private liability insurance systems otherwise ap-
plicable to vaccine manufacturers.

17 8 If the employer chooses not to use the 20-percent method, withholding may be computed
by aggreating the supplemental payments with regular wages paid within the same calendar
year or e last preceding payroll period or the current payroll period. The employer would then
use withholding tables to determine the total tax on this aggregate amount. The amount to be
withheld for the supplemental wages is the total tax less any amount already withheld for regu-
lar wages included in the aggregate amount.
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Under the Program, all persons who were immunized with a cov-
ered vaccine after the effective date of the Program, October 1,
1988, are prohibited from commencing a civil action in State court
for vaccine-related damages unless they first file a petition with
the United States Claims Court, where such petitions are assigned
to a special master and governed by streamlined procedural rules
designed to expedite the proceedings.176 In these cases, the Federal
Government is the respondent party in the proceedings, and the
claimant generally must show only that certain medical conditions
(or death) followed the administration of a covered vaccine and that
the first onset of symptoms occurred within a prescribed time pe-
riod.177 Compensation under the Program generally is limited to
actual and projected unreimbursed medical, rehabilitative, and cus-
todial expenses, lost earnings, pain and suffering (or, in the event
of death, a recovery for the estate) up to $250,000, and reasonable
attorney's fees.178 Only if the final settlement under the Program
is rejected may the claimant proceed with a civil tort action in the
appropriate State court, where recovery generally will be governed
by State tort law principles'1, subject to certain limitations and
specifications imposed by the National Childhood Vaccine Injury
Act of 1986.180

The Vaccine Trust Fund is funded by a manufacturer's excise tax
on DPT, DT, MMR, and polio vaccines (and any other vaccines used
to prevent these diseases). Prior to the expiration of the vaccine ex-
cise tax, the excise tax per dose was $4.56 for DPT, $0.06 for DT,
$4.44 for MMR, and $0.29 for polio vaccines.

The vaccine excise tax expired after December 31, 1992. Amounts
in the Vaccine Trust Fund are available for the payment of com-
pensation under the Program with respect to vaccines administered
after September 30, 1988, and before October 1, 1992.

Reasons for Change
To enhance compliance with the nation's childhood immunization

efforts, the committee believes it is appropriate to extend perma-
nently the vaccine excise taxes and the authority for compensation

116 Persons who received vaccines before the Program's effective date of October 1. 1988 ("ret-
rospective cases") also may be eligible for compensation under the Program if they had not yet
received compensation and elected to file a petition with the United States Claims Court on or
before January 31, 1991. Under the Program, awards in retrospective cases are somewhat lim-
ited compared to "prospective cases" (i.e., those where the vaccine was administered on or after
October 1, 1988). Awards in retrospective cases are not paid out of the Vaccine Trust Fund but
are paid out of funds specially authorized by Congress. See 42 U.S.C. sec. 300aa-15(i), 0) (appro-
priating $80 million for fiscal year 1989 andfor each subsequent year).

177Compenyation may.not be awarded, however, if there is a preponderance of the evidence
that the claimant's condition or death resulted from factors unrelated to the vaccine in question.

17842 U.S.C. sec. 300aa-15.
The committee wishes to clarify its understanding that amounts received by a claimant from

the Vaccine Trust Fund constitute damages received on account of personal injuries or sickness
for purposes of the exclusion Vram gross income provided by the general rules of section
104(aX2).

179 In most State proceedings, significant issues arise whether injuries suffered by an individ-
ual after immunization were, in fact, caused by the vaccine administered and whether the man-
ufacturer was at fault in either the manufacture or marketing of the vaccine.

Is°Title III, P.L. 99-660. This Act preempts State tort law to a limited extent by imposing
limits on recovery from vaccine manufacturers. Among the limitations are a prohibition on com-
pensation if the injury or death resulted from side effects that were unavoidable- a presumptionthat manufacturers are not negligent in manufacturing or marketing vaccines if they complied,
in all material respects, with Federal Food and Drug Administration requirements; and limits
on punitive damage awards.
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to be paid from the Vaccine Trust Fund for certain damages result-
ing from the administration of vaccines.

Explanation of Provision

The bill permanently extends the excise taxes imposed on certain
vaccines (at the rates in effect when such taxes expired after De-
cember 31, 1992). Authorization for compensation to be paid from
the Vaccine Trust Fund under the National Vaccine Injury Com-
pensation Progam for certain damages resulting from vaccines ad-
ministeredaftr September 30, 1988, also is permanently ex-
tended. 181

Effective Date

The extension of coverage under the National Vaccine Injury
Compensation Program is effective for vaccines administered on or
after October 1, 1992. The extension of the vaccine excise taxes is
effective on the date of enactment, with a floor stocks tax imposed
on vaccines prn-chased after December 31, 1992, that are being held
for sale or use on the date of enactment.

161The committee intends that the Secretary of the Treasury expeditiously (within 60 days
of enactment) adopt rules for purposes of Code section 4221 for determining the conditions
under which exported vaccines to be administered to individuals not eligible for compensation
under the program are not subject to tax.
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