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The Committee on Finance, to which was referred the bill (H.R.
8838) to reform the internal revenue laws of the United States,
having considered the same, reports favorably thereon with an
amendment in the nature of a substitute to the text and an amend-
ment to the title, and recommends that the bill as amended do
pass.

I. LEGISLATIVE BACKGROUND

H.R. 3838 was passed by the House of Representatives on Decem-
ber 17, 1985. It was ordered favorably reported by the Committee
on Finance on May 6, 1986, with an amendment in the nature of a
substitute, after almost a year-long comprehensive review in the
99th Congress by the Committee on Finance and subcommittees in
public hearings and markup consideration. This has been the most
tleggin(s}io\:f review of internal revenue laws since enactment of the

e.

Committee Hearings

The full committee held 36 days of public hearings on compre-
hensive tax reform proposals in 1985-1986. The committee began
public hearings on comprehensive tax reform proposals on May 9,
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1985. In 1985, committee hearings on tax reform issues were held
on June 11-13, 17-20, 25-27; July 9-11, 16-19, 24-25; September 24
and 26; and October 1-4 and 9-10. In 1986, committee hearings
were held on January 29-30; February 3-16; March 4; and April 21.

Included in the committee’s tax reform hearing consideration
this past year was the President’s tax reform proposal made in
May 1985 (“The President’s Tax Reform Proposals to the Congress
for Fairness, Growth, and Simplicity”).

Subcommittee Hearings

Several Subcommittee hearings were held during 1985 and 1986
that relate to subject matters included in H.R. 3838, as amended by
the Committee on Finance.

Subcommittee on Savings, Pensions, and Investment Policy.—The
Savings, Pensions, and Investment Policy Subcommittee held hear-
ings on the following areas:

September 9, 1985—Post-retirement health benefits
November 22, 1985—Targeted jobs tax credit extension
January 28, 1986—Retirement Income Policy Act

Subcommittee on Energy and Agricultural Taxation.—The
Energy and Agricultural Taxation Subcommittee held a hearing on
the following area:

June 21, 1985—Impact of taxation on energy policy

‘Subcommittee on Health.—The Health Subcommittee held a
hearing on the following area:

September 9, 1985—Asbestos-related disease trust fund

Subcommittee on Taxation and Debt Management.—The Tax-
ation and Debt Management Subcommittee held a hearing on the
following area:

January 31, 1986—Mortgage-backed securities

Committee Markup

The committee conducted 17 days of markup on the tax reform
bill: beginning on March 19, 1986; continuing on March 24-26,
April 8-10, 14-18, 22, 24, 28, and May 5; and concluding on May 6,
when the tax reform bill, H.R. 3838, as amended,* was ordered fa-
vorably reported by a unanimous vote (20-0).

. " References in this Report to “the bill” are to the committee amendment to H.R. 3838, which
is reported in the nature of a substitute to H.R. 3838 as passed by the House of Representatives,



II. GENERAL REASONS FOR THE BILL
Overview

The committee bill represents one of the most fundamental re-
forms of the Federal income tax system since its introduction in
1913. After nearly a year of hearings, the committee concluded
that only the most thorough reform could assure a simpler, fairer,
and more efficient tax system which could regain the trust of the
American people.

The committee bill sets forth a number of sweeping changes to
the present system. First, the committee desires a simpler tax
system for individuals. The bill provides just two individual income
tax rates—15 percent and 27 percent—to replace more than a
dozen tax rates in each of the present-law rate schedules which
extend up to 50 percent. Significant increases in the standard de-
duction and restrictions on certain personal deductions will provide
further simplicity by greatly reducing the number of taxpayers
who would itemize their deductions.

Second, the committee desires a fairer tax system. It is difficult
for the committee to find fairness in a tax system that allows
some high-income individuals to pay far lower rates of tax than
other, less affluent individuals. The committee bill provides strict
new limitations on the use of losses from passive investments to
shelter other types of income and expands the minimum tax to pre-
vent these tax inequities in the future. The committee bill also pro-
vides significant reductions in the tax burden of the working poor
and removes six million low-income individuals from the tax roll.

Third, the committee seeks a more efficient tax system. The cur-
rent tax system intrudes at nearly every level of decision-making
by businesses and consumers. The sharp reductions in personal and
corporate tax rates and the elimination of many preferences will
directly remove or lessen tax considerations in business and con-
sumption decisions. Businesses will be able to compete on a more
equal basis, and business winners will be determined more by serv-
ing the changing needs of a dynamic economy, and less by reaping
the subsidies provided by the tax code.

Simplicity

The present tax system is far from simple. April 15 is a date
feared by many individuals not because they are unwilling to pro-
vide the revenues needed for necessary government activities, but
because of the recordkeeping, paperwork, and computations neces-
sitated by tax filing. Many taxpayers feel they must rely on paid
tax preparers in order to calculate accurately their tax liability.
The complexity faced by other taxpayers has helped spawn a thriv-
ing tax shelter industry whose sole purpose is to reduce tax liabil-
ity by making use of special tax provisions and by engaging in so-
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phisticated financial arrangements. The cost of complying with all
of the requirements of the income tax is estimated to total 5 to 10
percent of the tax actually paid. Simplification of the tax code is,
itself, a form of tax reduction.

The committee bill will reduce significantly the complexity of the
tax code for most Americans. There will be only two individual tax
brackets, and over 80 percent of all individual taxpayers will pay
no tax or at a marginal rate no higher than 15 percent.

As a result of significant increases in the standard deduction, the
number of itemizers is estimated to decline by one-third under the
committee bill. These taxpayers who use the standard deduction
rather than itemizing will be freed from much of the recordkeep-
ing, paperwork, and computations that currently are required.

Other individuals who presently expend a great amount of time
and resources to find investments that reduce their tax liability
also will benefit from tax simplification. Currently, many of these
investments yield no current economic profit, but are valuable for
the paper losses they create. With the significant rate reductions
achieved by this bill, many taxpayers will find such investments
unnecessary, and will choose less complex and more productive in-
vestments.

Some taxpayers who attempt to use various preferences to
reduce their tax liability significantly may find that the bill does
not simplify the tax filing process for them as much as for other
individuals. In part, the complexity of the tax system for these in-
dividuals is needed to measure accurately their income and to
ensure that these individuals pay a rate of tax appropriate for
their income.

Fairness

A primary goal of the committee is to provide a tax sysem that
ensures that individuals with similar incomes pay similar amounts
of tax. The ability of some individuals to reduce their tax liability
excessively leads to a direct erosion of the tax base, requiring
higher tax rates. Other individuals unable to take advantage of tax
shelters may lose confidence in the tax system and may respond by
seeking to evade their tax liability.

The committee has adopted a significant new provision which di-
rectly restricts the use of tax shelter losses to offset unrelated
income. Further, a strengthened minimum tax prevents the elimi-
nation of substantial income tax liability through the excessive use
of preferences. Given these restrictions and the elimination of
other preferences, the dramatic reduction in .the top tax rate from
50 percent to 27 percent can be achieved while maintaining the dis-
tribution of the tax burden.

The committee believes that as a result of the large reductions in
tax rates, it is no longer necessary to provide a lower rate for cap-
ital gains income of individuals. Eliminating the preferential treat-
ment of capital gains income, and thereby eliminating the incen-
tive to recharacterize certain income in order to qualify for capital
gains treatment, will -eliminate the abuse of this provision and
graelgtly reduce the complexity of the tax system for many individ-
uals.
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The committee bill retains the most widely utilized itemized de-
ductions, including deductions for home mortgage interest, State
and local income taxes, real estate and personal property taxes,
charitable contributions, casualty and theft losses, and medical ex-
penses (above an increased floor). Other deductions which benefit a
limited number of taxpayers, add complexity to tax filing, or are
subject to abuse are restricted. For example, the requirements for
deducting business meals are tightened and only 80 percent of busi-
ness meals and entertainment expenses are deductible under the
bill. Certain abuses such as the deduction for attending investment
seminars and for “educational” travel costs are eliminated. These
expenditures differ little from other personal consumption expendi-
tures, which generally are not deductible.

The committee bill disallows the itemized deductions for State
and local sales taxes and interest deductions for other than a first
or second home mortgage. The committee believes these deductions
introduce unnecessary complexity and encourage consumption at
the expense of savings.

Certain items of compensation that are similar to taxable com-
pensation are no longer excluded from income under the bill. For
example, the partial exclusion for unemployment compensation is
repealed, and certain prizes and awards are taxable. The ability of
high-income families to take advantage of the graduated rate struc-
ture by transferring investment property to their minor children
and thus sheltering their investment earnings at their children’s
lower tax rates also is restricted.

The committee bill makes numerous changes to increase employ-
ee eligibility for pension benefits. The bill expands the rules requir-
ing coverage of a broad group of employees under an employer-
maintained retirement plan, reduces from 10 years to 5 years the
maximum time an employee must work for a given employer
before becoming vested, and eliminates the ability of employers to
offset completely the pension benefits of low-paid workers by the
amount of their social security benefits. The committee bill also re-
duces the limitations on annual elective deferrals to qualified cash
or deferred arrangements (sec. 401(k) plans), and provides tighter
nondiscrimination tests to ensure that such plans do not dispropor-
tionately benefit highly compensated employees. o

The committee believes that the present tax treatment of indi-
vidual retirement accounts (IRAs) is unnecessarily generous for in-
dividuals who participate in other tax-favored retirement arrange-
ments, and the bill eliminates the deduction for contributions to an
IRA for such individuals. The bill permits these individuals, howev-
er, to make nondeductible contributions to an IRA and to defer
taxes on the earnings of these contributions. The committee be-
lieves that the lower tax rates provided by the bill, which will
themselves stimulate additional work effort and saving, eliminate
the need for this special deduction for these individuals. To ensure
universal availability of tax-favored retirement arrangements, the
bill retains the present-law deduction for individuals unable to par-
ticipate in other plans. .

In addition to ensuring that high-income taxpayers pay their
share of the Federal tax burden, the committee bill provides tax
relief to low-income wage earners. To achieve this goal, the com-
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mittee bill substantially increases the standard deduction (the
present-law zero bracket amount) and nearly doubles the personal
exemption to $2,000. Together with the greatly expanded earned
income credit, these provisions will relieve approximately six mil-
. .lion low-income individuals from tax liability and will ensure that
no-families below the poverty level will have Federal income tax
liability. The child care credit is preserved to assist working par-
ents with their dependent care expenses.

The elderly and blind also receive tax relief under the bill. Al-
though they would no longer qualify for an extra personal exemp-
tion, a special $600 standard deduction, effective for 1987, is provid-
ed for these taxpayers in addition to the increased standard deduc-
tion and personal exemption provided for all taxpayers. The
present-law credit for elderly individuals and for individuals who
are permanently and totally disabled also is retained.

Tax fairness also. requires that corporate taxpayers pay amounts
of tax appropriate for their level of earnings. The committee finds
it unjustifiable for some corporations to report large earnings and
pay significant dividends to their shareholders, yet pay little or no
taxes on that income to the government. The committee has de-
signed a strong alternative minimum tax for corporations, based on
a broad tax base, to prevent corporations from significantly reduc-
ing their tax liability. A unique feature of this alternative mini-
mum tax is the inclusion of a corporation’s book income in the tax
base used for this computation.

The committee bill makes several accounting changes to provide
more accurate matching between the recognition of income and de-
ductions for expenditures related to this income. Use of the install-
ment method is restricted and certain costs of inventory and self-
-constructed assets are capitalized under the bill. Similarly, the
committee bill alters the taxation of property and casualty insur-
ance companies to account better for timing differences to measure
income more accurately.

The taxation of foreign income also is modified to restrict oppor-
tunities to use passive financial transactions to reduce tax liability
on U.S. income, while not hindering the international competitive-
ness of U.S. firms. In addition, the bill provides more equitable tax-
ation of foreign investment in the United States.

Together with other changes made by the bill, the aggregate cor-
porate tax liability is estimated to increase by approximately $100
billion between fiscal years 1986 and 1991, while individual taxes
are reduced by a similar amount. Even with these changes, the
share of total income tax receipts paid by corporations will remain
below pre-1980 levels.

The committee also believes it is important to maintain the trust
of honest taxpayers in the tax system by ensuring that other tax-
payers cannot illegally evade their tax Liability. The committee bill
provides for significant increases in the Internal Revenue ‘Service
budget for agents, audits, and the modernization of compliance sys-
tems. These budget increases are made possible by-the establish-
ment of a unique IRS trust fund, funded through penalties for non-
compliance and interest on underpayments of tax.



Efficiency

The committee’s most important steps in promoting the efficien-
cy of the economy and in reducing the interference of the tax
system are the dramatic reductions in personal and corporate tax
rates. Lower marginal tax rates stimulate work effort and saving
by leaving more of each additional dollar earned in the hands of
the taxpayer. Further, lower tax rates reduce the value of tax de-
ductions, causing investment and consumption decisions to be
chosen more on the basis of their economic merits, and less on the
value of the tax benefits associated with them.

The present Federal tax system contains a number of tax prefer-
ences, which have not satisfactorily served the purposes for which
they were designed. In the past few years, tax incentives have led
to the excessive construction of office buildings and record vacancy
rates; overinvestment in agriculture tax shelters by high-income in-
vestors with little knowledge of farming; and distortions at all
levels of business—from financing choices to production decisions.

The committee desires to make the tax treatment of diverse eco-
nomic activity more even. Equitable taxation promotes the efficient
allocation of investment and yields productivity gains without re-
quiring additional saving. The committee bill repeals the invest-
ment tax credit, which discriminated against long-lived investment
and was often used as a tax shelter device. The incentive for invest-
ment provided by the credit instead will be provided by lower tax
rates and accelerated depreciation.

The committee bill preserves and generally liberalizes for most
equipment the present-law Accelerated Cost Recovery System. To
offset in part the loss of the investment credit, the rate of deprecia-
tion is accelerated for most equipment. The depreciation period of
certain assets, such as real property and long-lived equipment, is
lengthened to reflect more closely their actual useful life. The com-
mittee believes these changes help provide a more efficient capital
cost recovery system.

The lower tax rates provided by the committee bill also reduce
financing inefficiencies. High marginal tax rates favor debt financ-
ing over equity financing, due to the deductibility of interest pay-
ments. This creates an incentive for highly leveraged takeovers
and leaves firms vulnerable to severe financial stress.

The committee bill also adopts reforms affecting the availability
of tax-exempt financing. The committee recognizes the efficiencies
of allowing joint public-private partnerships in the provision of gov-
ernment services and has liberalized management contract rules
for government facilities. At the same time, the committge'b‘ﬂl re-
stricts tax-exempt financing for fundamentally private activities.

The committee bill generally preserves present law for natural
resources, and retains a number of business incentives that the
committee believes to be beneficial to the economy. The research
and development tax credit, which expired at the end of 1985, is
extended for four additional years at a 25-percent rate. The bene-
fits to society of research are frequently greater than the compen-
sation received by those undertaking the risks of research. Extend-
ing the R&D credit helps ensure that adequate amounts of re-
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search are undertaken. Certain expired business energy tax credits
also are temporarily extended by the bill, though at reduced rates.

The bill provides a new tax credit for low-income rental housing
to consolidate the uncoordinated subsidies under present law. The
credit is better targeted to low-income individuals than provisions
under present law, and requires that tenants’ rents are limited to
affordable amounts in relation to their incomes. The committee bill
also preserves rehabilitation tax credits for historic and pre-1936
structures at a reduced rate. The credit has been found to be useful
in revitalizing depressed urban areas and in preserving America’s
architectural past for future generations.

In conclusion, the committee believes that this tax reform bill
provides a simpler, fairer, and more efficient tax system. The
changes made by this bill represent a historic reform of the Feder-
al income tax structure. By guaranteeing individuals and corpora-
tions much lower tax rates, the need for special tax preferences is
greatly diminished. The bill eliminates needless interference with
economic activity and establishes the framework for a growing and
productive economy.



II1. BUDGET EFFECT OF THE BILL

Tables III-1 and III-2, following, present estimated budget effects
of the committee bill for fiscal years 1986-1991. Each of the tables
gives amounts by title of the bill and by effect on individual, corpo-
rate, excise, employment, and estate and gift tax receipts (and out-
lays). Table III-2 shows more detailed estimates by provision
within each title.

Over the six-year period, 1986-1991, the committee tax reform
bill is estimated to be close to neutral, with a negative net budget
effect of $952 million (or by less than 0.1 percent of total estimated
tax revenues) over the six-year period.

)



Table ITI-1.—Summary of Estimated Budget Effects of H.R. 3838, as Re
Fiscal Years 1986-1991

ported by the Committee on Finance,

[Millions of dollars]
Title of Bill 1986 1987 1988 1989 1990 1991 1986-91
L Individual Income Tax Pro-
visions
Individual .........ceeervvveeeeemrereo —12,242 —64,041 —65,653 —56,627 —58,069 256,632
Corporate.........evuemveeomeeemr 652 1,109 1,263 1,474 1,628 6,126
Total ..o 11,590 —62,932 —64,390 —55,153 —56,441 —250,506
II. Accelerated Cost Recovery
System and Investment Tax
Credit :
Individual....................o.o . 856 4,315 3,212 4,268 5,918 8,024 26,588
rporate..............uunn.......... 7,398 18,377 17,017 22,464 28,724 36,767 130,747
Total ......eoveeeeeeereere, 8,254 22,692 20,229 26,732 34,637 44,797 157,335
III. Accounting Provisions
Individual.......ccouunerreeero 300 806 897 894 822 3,719
Corporate.........couveeeeeeeemmroo 7,238 11,188 10,918 10,489 10,126 49,959
Total ... 7,538 11,989 11,815 11,383 10,948 53,673
IV. Capital Gains & Losses
Individual.........ommureerereeereee ) *) ¢ @) e} 1)
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V. Compliance and Tax Ad-

ministration
Individual 3,003 3,645 2,925 3,025 3,389 15,997
COTPOTALL...covncrasrmrsesssssssnsssassimssssssssnsssasenss 817 1,989 2,750 3,069 3,335 11,960
EXCISE cvveerrerennensssssasonsanss 4 4 4 4 4 20
Estate and Gift 4 4 4 4 4 20
U TOtAL cuerrecrnnsnrenrseressesasn s 3,828 5,642 5,683 6,112 6,732 27,997
VI Corporate and General
Business Taxation
INAIVIAUAL ....cvorrencencnenernasssasasusnnasassarsnaens —673 1,709 639 980 850 3,505
COrporate.......eceeeusensansensessese -15 —1,616 —22,204 —380,025 —32,052 —383,355 —125,267
Employment.....ooeeeevnmnsessssssensanesseeaees: —561 —223 -35 78 =37 —T78
"ERCISE ..veveeerrsersssessasssssensasnssssasssnssasnsassasasases *) 68 75 82 90 315
TOtAl .cvevrreereenrerssessnsanonsaceas -15 —8,850 —20,650 —29,346 —30,912 —82,452 —122,225
VIIL. Agriculture, Energy, and
Natural Resources
Individual ..c.cvevecrrecenerennieanesassasaeasaseseenes 10 34 14 13 16 87
Corporate —152 —216 -1 26 38 27 —348
EmPIOYMEnt......coccoceueiuemusmrusessssrssmassensessins —15 =21 —24 —217 —-29 —116
ERCISE cevevererereresessssnesessassassess ®) ®) Q) ?) ® Q) ®
CUSHOINS cvvvvvverrercnseorsersssnrasessasassnssssasessassases *) Q) 4 (%) 1) 3)
oAl ..ooeeecneereneeessesnnsnsacans —152 —221 —58 16 24 14 —377
VIIL Financial Institutions
Individual.....cccovervecneeessserens -3 -1 -1 -1 -1 -1 -1
COTPOTALR .cvvvserrassanesmssssrssssezzssssssssssenssiees 55 P21 ST 16 49 148
TORAL .nveeveeecreressensssnssasssessssasnsessnsessassseses 52 27 -1 15 48 141
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Table I1I-1.—Summary of Estimated Budget Effects of H.R. 3838, as Reported by the Committee on Finance,
Fiscal Years 1986-1991—Continued

[Millions of dollars]
Title of Bill 1986 1987 1988 1989 1990 1991 1986-91
IX. Foreign Tax Provisions
Individual ........ocoeveerermrrrrereierererereereresneens 24 34 45 56 61 220
431 759 841 957 1,068 4,056
455 793 886 1,013 1,129 4,276
*) *) *) *) *) (®)
1,059 1,968 2,052 2,144 2,163 9,386
1,059 1,968 2,052 2,144 2,163 9,386
426 2,002 1,645 1,225 1,211 6,539
3,877 6,947 7,207 7,318 7,979 33,328
4,303 8,949 8,852 8,573 9,190 39,867
XII. Pensions and Deferred
Compensation; Employee
Benefits; ESOPs
Individual.......coeeveeerrmreererrereeresnesessesnenens 1,908 6,222 7,620 9,382 10,534 35,666
COrporate.........ccecreeeevsusmevensessinnnsisercscisenias 1,101 955 269 117 40 2,482
EXCISE ....corveercreeerierenesseensssassesesesssonsaseesas —-10 —10 30 30 30 70
Employment..........ccccevimnsesvinscsnsesernsasns —130 —112 —144 —166 171 —T729
TOAL ....oceceverrernereennrrseneeeresneseeeencncsasssnes 2,869 7,055 7,775 9,363 10,427 37,489
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XIII. Research and Develop-

ment
Individual —32 -91 —104 -118 —92 —23 —460
Corporate.........ooeenneen.. —616 —1,738 —-1,772 —1,785 —1,238 —654 —7,748
Total —648 —1,824 —1,876 —1,853 —1,330 —677 —8,208
XIV. Tax Shelters; Interest
Expense; Real Estate
Individual ...........coveererrereeeeeeeoo 2,108 10,224 13,738 17,356 18,823 62,249
Corporate...........eeeeeeeremeeesoeeoo —605 —2,276 —3,000 —3,552 —3,521 —12,954
Total ..ocureeeeieeeeeeeeeeeeeeeeo 1,503 7,948 10,738 13,804 15,302 49,295
XV. Tax-Exempt Bonds
Individual —23 —127 =317 —475 —557 —1,499
Corporate.............. —2 —13 —-29 —47 —65 —156
Total ..ot —25 —1483 —353 —583 —637 —1,691
XVIL Taxation of Trusts and
Estates; Income of Minor
Children; Estate and Gift
Taxes
Individual............c.oovemeereeereoe 1,727 841 602 645 694 4,509
Estate and Gift .........cooowvmeveeeee —105 —26 ® 3 3) —131
Total ..o, 1,622 815 602 645 694 4,378
XVII Miscellaneous Tax Pro-
visions
Individual............................. -9 —48 —68 —-29 —19 —28 —201
Corporate.......eeeereveereennn. —-35 —163 —303 —252 —180 —152 —1,085
Total ....covvevveeeeeereennn, —44 —211 -371 —281 —199 —180 —1,286
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Table I1I-1.—Summary of Estimated Budget Effects of

H.R. 3838, as Reported by the Committee on Finance,

Fiscal Years 1986-1991—Continued
[Millions of dollars]
Title of Bill 1986 1987 1988 1989 1990 1991 1986-91
XVIII Technical Corrections
INAIVIAUAL ...cvercnenireerresiinirnnnsnsnsasaseseaees —180 —24 —25 =27 =31 — 287
COTPOTALR. ....oonrerensrassessesmssesmssrssnarsenszeaees —206 —-99 34 34 28 —209
TOLAL «.cveececrererenmnssererenmassensasssasasasasasasaznens —386 —123 9 7 -3 —496
Totals:
Individual.....cccoonmniiiinnn 815 561 —35,636 —33,750 —117,712 —14,295 —100,007
COrporate .....cccevvvcurveensesemceses 5,580 23,066 15,214 12,776 17,300 25,448 100,384
EXCIB...crveemsersersmnessmmssssssamsssssssssssssassmasissess - —62 109 116 124 405
EMPIOYMENE ....oconnnrrmaniseensssirsamisersssessness —706 —356 —203 —-115 —243 —1,623
Estate and Gift......ccoccoeennmiiinnanessisnensen —-101 —225 4 4 4 111
CUSLOIMS ....ovveverersesmensnonsssnonsasasnsssnsusasasasases (4 (%) (%) *) (%) (3)
Grand Total .......ccceeeeineee 7,395 22,814 —20,738 —21,064 —407 11,048 —952

1 The effects of changes relating to capital gains are in

2 1088 of less than $5 million.

3 Amounts have not been assigned to footnotes for summation purposes. Therefore,

footnotes.
4 Gain of less than $5 million.

cluded with rate changes in Title I
totals

do not include

estimates represented by

¥



Table I1I-2.—Estimated Budget Effects of H.R. 3838, as Reported by the Committee on Finance,
Fiscal Years 1986-1991

ST

[Millions of dollars]
Title and Provision 1986 1987 1988 1989 1990 1991 1986-91
I—Individual Income Tax Provisions
Rate reductions ! —2,511 —52,885 —47,743 —36,715 —35,971 175,825
Increase in standard deduction —1,104 - 5,869 -7,971 —8,731 —9,565 —33,240
Personal exemption increase -13,127 —26,170 — 27,083 —29,146 —-31,332 126,858
Repeal second earner deduction 1,428 6,108 5,848 6,217 6,609 26,210
Increase the earned income tax credit 2 ~53 ~-1,576 —3,942 —4,490 —5,062 -15,123
Repeal income averaging 436 1,855 2,017 2,170 2,333 8,811
Taxation of unemployment compensation 235 775 749 723 701 3,183
Taxation of prizes and awards -19 —52 —55 —58 —61 —245
Repeal sales tax deduction 714 4,621 3,867 4,045 4,232 17,479
Increase medical expense deduction floor. 350 2,313 2,225 2,305 2,388 9,581
Housing allowances for clergy and military personnel....................... ®) 3 ® ® 3) *)
Limitations on deductions for meals, travel, and en-
tertainment
Individual 556 934 1,054 1,231 1,359 5,134
Corporate - 652 1,109 1,263 1,474 1,628 6,126
Miscellaneous itemized deductions; employee business
expense 853 5,578 5,040 5,468 5,932 22,871
Repeal political contributions tax credit 327 341 354 368 1,390
Subtotal, Individual Income Tax
Individual —12,242 —64,041 —65,653 —56,627 —58,069 —256,632
Corporate 652 1,109 1,263 1,474 1,628 6,126
TOLAL........ooeeeeeereereecrreeee e ree e e e seesarssacsser e —11,590 —62,932 —64,390 —55,153 —56,441 —250,506
II—ACRS and ITC
Depreciation, expensing
Individual .....ccoieeerermenreceeciccsnrineinonins —153 —404 —273 337 1,557 1,064
Corporate —879 —-2,311 —2,231 —158 4,017 ~1,562
Investment tax credit
Individual 856 4,468 3,616 4,541 5,576 6,467 25,524




Table III-2.—Estimated Budget Effects of H.R. 3838, as Reported by the Committee on Finance,
Fiscal Years 1986-1991—Continued

[Millions of dollars]

Title and Provision 1986 1987 1988 1989 1990 1991 1986-91
Ry 7,398 19,256 19,195 24,340 28,407 32,281 130,877
Repeal finance leasing
Corporate... . 133 355 475 469 1,432
Subtotal, ACRS and ITC

Individual 856 4,315 3,212 4,268 5,913 8,024 26,588
Corporate . 7,398 18,377 17,017 22,464 28,724 36,767 130,747

Total 8,254 22,692 20,229 26,732 34,637 44,797 157,335

III—Accounting Provisions
Limitation on the use of cash accounting

Individual —10 ... —-10
Corporate 79 166 177 181 189 792
Require utilities to accrue earned but unbilled income
Corporate . 191 356 384 387 200 1,518
Retqog'nition of gain on pledges of installment obliga-
ions
Individual 19 50 36 36 37 178
Corporate 1,272 1,663 1,345 1,358 1,395 7,032
Capitalization of inventory, construction, and develop-
ment costs
Individual 178 473 576 607 610 2,444
Corporate . 4,785 7,593 7,690 7,239 7,025 34,332
Repeal of reserve for bad debt for nonfinancial insti-
tutions
Individual 31 89 82 83 83 368
Corporate 842 1,291 1,232 1,243 1,244 5,852
Qualified discount coupons
Corporate 13 25 28 29 30 125
Dischar_ge of indebtedness

Individual 2 4 3 3 2 14
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Corporate 57 9 62 52 43 293
Partnership, Sub S, and personal service tax year
conformity
Individual 70 200 200 165 90 725
Subtotal, Accounting
. _ Individual 300 806 897 894 822 3,719
t" ” Corporate 7,238 11,178 10,918 10,489 10,126 49,959
5 . Total 7,638 11,984 11,815 11,383 10,948 53,673
IV—Capital Gains and Losses
Capital gains
Individual ™ *) ) 1 ™ ™
Incentive stock options N
Individual ®) ®) ®) ®) ® *
Tax straddles
Individual ®) ®) () (®) ® *
-+ Subtetal, Captial Gains
Individual *) *) (%) (%) * *)
V—Compliance and Tax Administration 5
Penalty provisions and voluntary disclosure
Individual 447 319 336 341 346 1,789
Corporate 61 117 140 138 187 593
Estate and gift 4 4 4 4 4 20
Excise 4 4 4 4 4 20
Interest provisions 7
Individual 95 193 164 163 210 825
Corporate 202 311 204 262 344 1,323
Information reporting provisions
Individual 68 317 488 623 648 2,144
Corporate ®) 70 5 5 ® 80
Tax shelter provisions
Individual 15 88 54 () (® 157
Revised estimated tax rules
Individual 1,385 75 44 104 80 1,688
IRS Trust Fund &
Individual 993 1,346 1,778 1,627 1,910 7,654
Corporate 554 1,491 2,401 2,664 2,854 9,964
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Table ITI-2.—Estimated Budget Effects of H.R. 3838,

as Reported by

the Committee on Finance,

Fiscal Years 1986-1991—Continued
[Millions of dollars]
Title and Provision 1986 1987 1988 1989 1990 1991 1986-91
Employee withholdin, g schedule
pIm)i'ividual 1,307 61 177 195 1,740
Subtotal, Compliance and Tax Administration
Individual 3,003 3,645 2,925 3,035 3,389 15,997
Corporate 817 1,989 2,750 3,069 3,335 11,960
Excise 4 4 4 4 4 20
Estate & Gift 4 4 4 4 4 20
Total 3,828 5,642 5,683 6,112 6,732 27,997
VI—Corporate and General Business Taxation
Corporate rate reductions
Corporate —8,092 22880 -30,591 32564 —33,854 127,981
Dividends received deduction
rate 139 217 218 236 254 1,064
Dividend exclusion
= Individual 228 604 607 673 748 2,860
NOL provisions
rate 18 45 49 49 49 210
Extraordinary dividends
rate 30 50 53 55 58 246
is allocation v
Individual -2 2 9 13 16 38
Corporate 60 53 56 61 64 294
Amortization of trademarks and tradenames
Individual . 1 4 8 14 20 47
Corporate 3 9 17 27 37 93
Bus operating authorities
Corporate -15 -5 —20
Credit limitations
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Regulated investment companies

Individual ®) 1,396 116 128 140 1,779
Excise ®) 68 75 82 90 315
Federal tax deposit threshold
+ Individual —900 —296 -101 152 —74 -1,219
Employment —561 —223 -35 78 -37 718
. ,wd Subtotal, Corporate and General Business
N Individual —673 1,709 639 980 850 3,505
Corporate —-15 -7,616 —22,204 30,025 32,062 33,355 —125,267
Employment —561 —223 =35 78 =37 778
Excise (®) 68 75 82 90 315
* Total -15 —8,850 —20,650 —29,346 30,912 32452 —122,225
VII—Agriculture, Energy, and Natural Resources
peal expensing of conservation and field clearing
expenditures
Individual 9 26 24 24 23 106
Pre Corporate 8 12 11 11 11 53
payments
Individual 11 24 8 9 11 63
Discharge of farm indebtedness
Individual -9 -10 -8 -7 -5 -34
Special rule for expenses incurred in replanting
Individual -1 —6 -10 -13 —13 —43
Energy credits and related incentives
Individual (8) (®) ) () ®) *)
Corporate —152 —228 —89 10 22 15 —422
Excise ®) ® ® ®) ® ®) *)
Customs () ®) (®) ®) ® *)
Foreign IDCs and mining exploration costs
Corporate 4 6 5 5 1 21
Conservation easement donations
Individual ) 3 Q) ®) ®) ®*)
FUTA provisions for agricultural wages
Employment —15 21 —24 -27 —29 —116
Subtotal, Energy, Agriculture, Timber, and
Natural Resources
Individual 10 34 14 13 16 87
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Table III-2.—Estimated Budget Effects of H.R. 3838, as Reported by the Committee on Finance,
Fiscal Years 1986-1991—Continued

[Millions of dollars]
Title and Provision 1986 1987 1988 1989 1990 1991 1986-91
Corporate -152 -216 -7 26 38 27 —348
Employment -15 =21 -24 =27 -29 —116
Excise 3) (3) 3) 3) 3) 3) “*)
Customs. (%) *) %) %) ®) *)
Total —152 —221 —58 16 24 14 -377
Vlll—Financlal Institutions
itation on bad debt reserves
Corporate 55 90 98 113 130 486
Specml carryover NOL carryover rules for depository
institutions
Corporate —62 -98 -97 —-81 -338
Treatment of losses on deposits in insolvent financial
+ institutions
Individual -3 ~1 ~1 -1 -1 -7
Subtotal, Financial Institutions
Indlvulua -3 -1 -1 -1 -1 -7
Corporate 65 28 (®) 16 49 148
", Total........ 52 27 —1 15 . 48 141
IX—Foreign Tax Provisions
Separate hmltatlon for passive income
Tpora 259 422 410 437 467 1,995
Separate llmxtatlon for high taxed interest income
Corporate 85 152 149 149 148 683
Deemed-paid credit
rate 6 20 60 86 97 269

Limitation on special treatment of 80-20 corporations
Corporate ®) ®) ®) ®) ®) ®
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Transportation income

Corporate 8 16 18 25 30 97
Allocation of interest and other expenses
Corporate 61 130 185 231 279 886
Source rule for space and certain ocean activities
rpora ®) ®) ® ®) () ®*
Tax haven (subpart F) income
Corporate 25 41 41 44 49 200
ThFl"esho d for imposition of current tax under subpart
Corporate ®) ® ®) ® &) *)
De minimis tax haven income rule
Corporate 12 22 24 26 29 113
Possessions tax credit
Corporate 27 45 45 50 54 221
Reduce foreign earned income (sec. 911) exclusion
Individual 24 34 45 56 61 220
Foreg investment companies
rporate 10 17 16 18 20 81
Branch profits tax
Corporate 13 20 23 26 28 110
Income of foreign governments
Corporate 23 43 48 53 58 225
Dual resident companies
rporate 24 41 43 46 49 203
Interest paid to related tax-exempt parties
Corporate 12 26 27 29 33 127
Foreign investment in U.S. business assets
Corporate —134 —236 —248 —263 —-273 —1,154
Foreign currency gain or loss
Corporate ®) ®) (®) ®) (®) *)
Subtotal, Foreign Tax Provisions
Individual 24 34 45 56 61 220
Corporate 431 759 841 957 1,068 4,056
Total 455 793 886 1,013 1,129 4,276

X—Insurance Products and Companies

Insurance policy holders
Individual

®)

®)

®

®

®

*
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Table I1I-2.—Estimated Budget Effects of H.R. 3838, as Reported by the Committee on Finance,
Fiscal Years 1986-1991—Continued

[Millions of dollars]
Title and Provision 1986 1987 1988 1989 1990 1991 1986-91
Life insurance company provisions

Corporate 391 678 729 783 839 3,420

Property and casualty insurance provisions
Corporate 668 1,290 1,323 1,361 1,324 5,966

Subtotal, Insurance Products and Companies

Individual () (®) &) ®) ®) *
Corporate 1,059 1,968 2,052 2,144 2,163 9,386
Total 1,059 1,968 2,052 2,144 2,163 9,386

XI—Minimum Tax Provisions
Revise the alternative minimum tax
Individual 426 2,002 1,645 1,255 1,211 6,539
Revise corporate minimum tax
Corporate 3,877 6,947 7,207 7,318 7,979 33,328
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Table ITI-2.—Estimated Budget Effects of H.R. 3838, as Reported by the Committee on Finance, Fiscal Years

1986-1991 —Continued

[Millions of dollars]
Title and Provision 1986 1987 1988 1989 1990 1991 1986-91
Subtetal, Minimum Tax
Individual 426 2,002 1,645 1,255 1,211 6,539
‘ Corporate 3,877 6,947 7,207 7,318 7,979 33,328
Total 4,303 8,949 8,852 8,573 9,190 39,867
XII—Pension and Deferred Compensation; Employee
Benefits; ESOPS
Individual retirement arrangements (IRAs)
Individual 1,697 5,186 5,715 6,207 6,704 25,509
Qualified cash or deferred arrangements (401(k))
Individual 190 344 304 300 317 1,455
Repeal exclusion of current annuity income of corpo-
rations
Corporate 3 13 31 48 65 160
Simplified employee plans (SEPs)
Individual —-15 —-29 —28 -33 -37 —142
Minimum standards for qualified plans
Individual ®) &) 4 ® ® ®
Uniform distribution requirements
Individual (®) ®) ®) ®) (®) *)
Excise ® ®) ®) ®) ®)
Tax on pre-retirement distributions
Individual 47 158 295 411 550 1,461
Replace 10-year averaging with limited 5-year averag-
ng
Individual 92 48 18 27 38 223
Repleal 3-year basis recovery rule for contributory
plans
Individual 48 829 1,925 2,316 5,118
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Loan provisions

Individual ®) &) ®) ®) ®) *)
Increase early retirement age with true actuarial
reduction
Individual 315 869 960 1,097 1,259 4,500
Adjustments to Sec. 404 limitations
Individual 17 42 45 49 54 207
Tax on qualified plan reversions
cise —10 —-10 30 30 30 70
Extension of the exclusion for group legal plans
Individual —116 —116 —-153 -179 —186 —-750
Employment -51 —60 —84 —100 —-108 —398
Extension of the exclusion for education assistance
Individual —130 =91 -102 -115 —126 —564
Employment -79 —52 —60 —66 —74 -331
Self-employed health insurance
Individual —255 —3848 -378 —424 —481 —1,881
Discrimination rules for employee benefits
Individual 66 116 128 140 154 604
Limitation on accrual of vacation pay
Individual 5 8 2 2 2 19
Corporate 85 63 17 18 15 198
Faculty housing
Individual ) ®) ®) ) Q) *)
Health benefits for retirees
Individual -5 —13 —-20 —25 —-30 —93
Changes related to ESOPs
Corporate 1,013 879 221 51 —40 2,124
Subtotal, Pensions and Employee Benefits
Individual 1,908 6,222 7,620 9,382 10,534 35,666
Corporate 1,101 955 269 117 40 2,482
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Table I1I-2.—Estimated Budget Effects of H.R. 3838, as Reported by the Committee on Finance, Fiscal Years

1986-1991—Continued

[Millions of dollars]
Title and Provision 1986 1987 1988 1989 1990 1991 1986-91
Employment —-130 —-112 —-144 —166 -177 —729
Excise -10 —10 30 30 30 70
TOLBL..c.co.e e sseessssesasessessese s s eer s e eeee e 2,869 7,055 7,775 9,363 10,427 37,489
XIII—Research and Development
Incremental Research Tax Credit
Individual -32 -91 —104 -118 -92 —23 —460
Corporate —616 —1,234 —1,522 —1,721 -1,223 —637 —6,953
Application of research expenses to foreign source
income (Sec. 861)
Corporate —452 —237 —689
Personal holding companies
Corporate —47 —13 —14 ~15 —-17 —106
Subtotal, Research and Development
Individual —-32 -91 —104 —118 —-92 —-23 —460
Corporate —616 -1,733 —-1,772 —1,735 —1,238 —654 —7,748
Total —648 —1,824 -1,876 1,853 —1,330 —677 —8,208
XIV—Tax Shelters; Interest Expense; and Real Estate
Limitation on passive losses
Individual 1,410 5,139 6,818 8,597 9,430 31,394
Corporate —587 —2,194 —2,996 —3,570 —38,402 —~12,749
Limitation on deduction for nonbusiness interest
Individual 723 5,059 6,616 7,780 8,014 28,192
At-risk rules
individual 31 125 214 302 470 1,142
Corporate —44 -129 —196 —288 —450 -1,107
Rehabilitation tax credits
Individual 16 115 415 1,117 1,460 3,123

14



Corporate

low-income housing credit
Individual

real estate investment trusts
Individual

mortgage-backed securities

Corporate

Subtotal, Real Estate
’ Individual

Corporate

Total

XV-—Tax-Exempt Bonds
Individual

Corporate

Total

XVI—Unearned Income of Minor
Estates; Estate and Gift Taxes
Income of a minor child
Individual

Children; Trusts and

Revise taxation of estates and trusts

- Individual

Tax deferral for trusts
Individual

Payment of income tax on estates and trusts

Individual

Estate tax current use valuation

Estate and gift

28 62 197 312 337 926
—60 -201 ~812 —~426 —536 —-1,535
-12 -13 -13 -14 —-15 -67
-2 -5 -5 —6 —6 —24
2,108 10,224 13,738 17,356 18,823 62,249
—605 —2,276 —3,000 -3,5652 —3,521 -12,954
1,503 7,948 10,738 13,804 15,302 49,295
-23 -127 =317 —475 -557 —1,499
-2 -13 -29 —47 —65 —156
=25 —143 —353 —538 —637 —1,691
64 198 217 239 263 981

67 209 226 244 265 1,011

1,169 123 128 130 132 1,682
427 311 31 82 4 835
® ®) )] ® ®) *)
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Table III-2.—Estimated Budget Effects of H.R. 3838, as Reported by the Committee on Finance, Fiscal Years

1986-1991—Continued

[Millions of dollars]
Title and Provision 1986 1987 1988 1989 1990 1991 1986-91
Disclaimers for gift and estate taxes
* Estate Gift ® —105 —26 3) ®) ®) —131
Subtotal, Trusts and Estates
Individual 1,727 841 602 645 694 4,509
Estate and gift —105 —26 (4) (*) *) —131
Total 1,622 815 602 645 694 4,378
XVII—Miscellaneous Tax Provisions
Extend ta?eted jobs tax credit
Individual -9 —46 —62 —18 (3) ®) —-135
Corporate —-22 —-134 —265 —202 -112 - —800
Extension of expensing for removal of architectural
barriers
Corporate -9 -17 —18 -19 -20 =21 —-104
Rules for spouses of MIA’s
Individual ®) ®) 3 ) ®) *)
Exchanges and rentals of certain membership lists
Corporate —4 -1 -8 -9 -11 -12 —-51
Tax exemé)tion for certain title holding companies
Individual -2 —6 —-11 -19 —28 —66
Corporate -5 —12 —22 —37 —54 —130
Foundation business holdings
Corporate . ) ®) ®) ) ) *)
Interest and tax deductions of cooperative housing 5
corporations
Individual ®) ®) ®) (&) ) )
Subtotal, Miscellaneous Tax Provisions
Individual -9 —48 —68 —29 ~19 —28 —201
Corporate —35 —163 —303 —252 —180 —152 -1,085

(3]
-3



Total —44 =211 -371 —281 —~199 —180 —1,286
XVIII—Technical Corrections

Individual —180 —-24 -25 =27 =31 —-287
Corporate —206 —99 34 3 28 —209

Total —386 —123 9 7 -3 —496

Total, Tax Reform

Individual 815 561 —35,636 —33,750 -17,7112 —-14,285 —100,007
Corporate 6,580 23,066 15,214 12,776 17,300 25,448 100,384
Excise —6 62 109 116 124 405
Employment —706 —356 —203 —-115 —243 —-1,623
Estate and gift -101 —225 4 4 4 —111
Customs ®) ®) () ®) ®) *)

GRAND TOTAL 7,395 22,814 —20,738 —21,064 —407 11,048 —952

! Rate ghangeh bllllmee include the effects of changes relating to capital gains as well as interactions between rate changes and other
provisions of the

2 Includes increased outlays. Changes to the earned income credit will increase outlays by $50 million in 1987, $1,376 million in 1988,
$3,155 million in 1989, $3,505 mxlhon in 1990, and $3,846 million in 1991.

aLossoflesst;han$5m1111on
o ootx: kox:ounts have not been assigned to footnotes for summation purposes. Therefore, totals do not include estimates represented by

§ Section dealing with attome{‘h s fees will increase outlays by less than $5 million annually.

8 Includes increased outla; e IRS Trust Fund provision will increase outlays by 65 million in 1987, $765 million in 1988, $1,030
million in 1989, $1,055 million in 1990, and $1,100 million in 1991.

7 Includes neghglble outlay effects.

8 Gain of less than $5 million.

? Amounts represent refunds of tax previously collected.
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IV. EXPLANATION OF PROVISIONS
TITLE I—-INDIVIDUAL INCOME TAX PROVISIONS

A. Basic Rate Structure:

Rate Redl_lctions; Increase in Standard Deduction and Personal
Exemptions; Repeal of Two-Earner Deduction (secs. 101-104,
131, and 151 of the bill and secs. 1, 63, 151, and 221 of the Code)

Present Law
Tax rates

Filing status classifications

Different tax rate schedules are provided in present law for each
of four filing status classifications: (1) married individuals filing
jointly! and certain surviving spouses; (2) heads of household; (8)
single individuals; and (4) married individuals filing separately.

The term head of household means an unmarried individual
(other than a surviving spouse) who pays more than half of the
household expenses for himself or herself and a child or dependent
relative who lives with the taxpayer, or for the taxpayer’s depend-
ent parents. A surviving spouse, who may use the rate schedule for
married individuals filing jointly, is an individual whose spouse
died during one of the two immediately preceding taxable years
and who maintains a household that includes a dependent child.

Computation of tax liability

Tax liability is calculated by applying the tax rate from the ap-
propriate schedule to the individual’s taxable income. Taxable
income equals adjusted gross income (gross income less certain ex-
clusions and deductions) minus personal exemptions, and minus
itemized deductions in excess of the zero bracket amount (ZBA). In
addition, for 1986 individuals who do not itemize deductions are al-
lowed a deduction for charitable contributions.

Tax rate schedules include the zero (tax rate) bracket amount as
the first bracket; the ZBA is provided in lieu of a standard deduc-
tion. Itemizers may deduct the excess of their itemized deductions
over the appropriate ZBA. Tax liability calculated from the rate
schedules is reduced by applicable tax credits.

Under present law, tax rates in each schedule start at 11 percent
in the first taxable income bracket above the ZBA (which has a
zero tax rate) and rise to a maximum tax rate of 50 percent in the
top bracket. Three of the schedules have 14 tax rates; the schedule
for single individuals has 15 rates. Each tax rate applies only to

1 For tax purposes, an individual’s marital status for a year generally is determined on the
last day of the year. If one spouse dies during the year, the surviving spouse generally is eligible
to file a joint return for that year.
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income in its bracket, and tax rates increase as taxable income in-
creases.

For married individuals filing joint returns and for survivi
spouses in 1986, the 11-percent bracket starts at $3,670 of taxable
income, and the 50-percent bracket at $175,250. For married indi-
viduals filing separate returns, the starting points for brackets are
half of those for joint returns; thus, the first and last brackets
begin at $1,835 and $87,625, respectively. )

For a head of household, the 11-percent rate begins at taxable
income of $2,480, and the 50-percent rate at $116,870. The tax rates
applicable to a head of household are lower than those applicable
to other unmarried individuals on taxable income above $13,920.
Thus, a head of household in effect receives a portion of the bene-
fits of the lower rates accorded to a married couple filing a joint
return.

For single individuals (other than heads of household or surviv-
ing spouses), the 1ll-percent bracket begins at taxable income of
$2,480, and the 50-percent bracket at taxable income of $88,270.

The bracket dollar amounts described above for 1986 have been
indexed to reflect an inflation rate of approximately four percent
in the preceding fiscal year, i.e., for the 12-month period ending
September 30, 1985. For 1987 and later years, present law provides
that the dollar figures defining the tax brackets are to be adjusted
annually according to annual percentage changes in the consumer
price index for the 12-month period ending September 30 of the
preceding year.

Zero bracket amount (standard deduction)

The first positive taxable income bracket (i.e., the 1l-percent
marginal tax rate bracket) begins just above the ZBA. The ZBA for
1986 is $3,670 for married individuals filing joint returns and for
surviving spouses (§1,835 for married individuals filing separately)
and $2,480 for single returns, including a head of household. Begin-
ning in 1985, the ZBA amounts are indexed annually for inflation
during the preceding year.

The ZBA has been incorporated into the tax tables and tax rate
schedules as the first tax bracket with a zero tax rate since 1977.
Because the ZBA is the counterpart of the former standard deduc-
tion, nonitemizers can compute their tax liability merely by sub-
tracting their personal exemptions (and the nonitemizer charitable
deduction) from adjusted gross income (AGI), and then looking up
the tax due in the tax tables published by the Internal Revenue
Service. The ZBA also serves as a floor under the amount of item-
ized deductions. Itemizers reduce their AGI by their personal ex-
emptions and by the excess of their itemized deductions over the
appropriate ZBA, in order to avoid doubling the benefit of the ZBA,
and then use the tax tables or tax rate schedule to find or compute
their tax liability.

Personal exemption

The personal exemption for an individual, the individual's
spouse, and each dependent is $1,080 for 1986. Under present law,
one additional personal exemption is allowed for an individual who
is age 65 or older, and for an individual who is blind.
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Beginning with 1985, the amount of the personal exemption is
adjusted annually to reflect inflation during the 12-month period
that ended on the preceding September 30. Prior to 1986, the per-
sonal exemption amount had been $1,040 in 1985, $1,000 during
%97%8&-%;50 during 1972-78, $675 for 1971, $625 for 1970, and $600
or .

Two-earner deduction

Married individuals filing a joint return are allowed a deduction
from adjusted gross income equal to 10 percent of the earned
income of the lower-earning spouse, up to $30,000, for a maximum
deduction of $3,000. This provision has served to reduce the in-
crease in tax liability that occurs when two individuals with rela-
tively equal incomes marry and file a joint return.

Dependents with income

In general, an individual with gross income in excess of the per-
sonal exemption amount may not be claimed as a dependent on an-
other taxpayer’s return, even though that taxpayer satisfies the
general support requirement by furnishing over half the depend-
ent’s support for the year. However, parents may claim a full de-
pendency exemption for their dependent child who has income
above the personal exemption amount, if the dependent child is
under age 19 or a full-time student. In addition, an individual, in-
cluding a child, for whom a dependency exemption may be claimed
on another taxpayer’s return also may claim a personal exemption
on his or her own tax return, but may claim the ZBA only to the
extent of earned income.

Reasons for Change

General objectives

The committee bill broadens the base of the individual and cor-
porate income taxes, principally for the purpose of reducing mar-
ginal tax rates. This approach allows a considerable reduction in
tax rates and in the overall income tax burden on individuals.

The provisions in the bill reducing tax rates for individuals and
increasing the standard deduction, the personal exemption, and the
earned income credit, were fashioned to achieve three important
objectives: (1) to eliminate income tax burdens for families with in-
comes below the poverty line; (2) to provide an equitable distribu-
tion of tax reductions among individuals; and (3) to design the
standard deduction and rate schedules to reduce the marriage pen-
alty sufficiently so that there is no need for an additional deduc-
tion for two-earner couples. In addition, the increase in the stand-
ard deduction, coupled with changes to the itemized deductions,
will reduce the number of individuals who must itemize their de-
ductions, and thus will contribute to a simpler tax system.

Relief for low-income families

An overriding goal of the committee is to relieve families with
the lowest incomes from Federal income tax liability. Consequent-
ly, the bill increases the amounts of both the personal exemption
and the standard deduction, as well as the earned income credit, so
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that the income level at which individuals begin to have tax liabil-
ity (the tax threshold) will be raised sufficiently to free mﬂllops of
poverty-level individuals from Federal income tax liability. This re-
stores to the tax system an essential element of fairness that had
eroded since the last increase in the personal exemption in 1978.

In addition, the bill reduces the burden of the Federal tax system
on families with modest means, who also are subject to payroll
taxes and various State and local government taxes. About six mil-
lion taxpayers are dropped from the tax rolls as a result of these
changes.

'i‘a;llg ZBA and personal exemption were unchanged between the
present levels set in the Revenue Act of 1978, and the beginning of
inflation adjustments in 1985. Notwithstanding these adjustments,
inflation has reduced the real value of the standard deduction and
personal exemption in setting a threshold level below which
income is not taxed. Although the rate reductions in 1981 reduced
tax liabilities partly in recognition of the burdens of inflation and
social security taxes, those reductions did not provide relief for
marginally taxable individuals who would not have been subject to
tax liability but for past inflation. .

The increase in the personal exemption to $2,000 under the bill—
the first statutory increase in the exemption since 1978—contrib-
utes to both removing the working poor from the tax rolls and ex-
tending relief to other low-income individuals. The personal exemp-
tion increase also recognizes the significant costs of raising chil-
dren. Of course, the benefit of increases in the standard deduction
and personal exemption is not limited to low-income individuals,
because these increases reduce tax burdens for all families by rais-
ing the tax threshold for all taxpayers.

In the bill, all tax thresholds (the beginning point of income tax
liability) are higher than the estimated poverty level for 1988
except for single individuals. In Table 1 below, the columns show-
ing calculations without taking into account the earned income
credit reflect the fact that the tax threshold for heads of house-
holds (unmarried individuals who support children or certain other
dependent relatives) is raised proportionately more than the tax
thresholds for married individuals filing jointly or single individ-
uals. Married individuals receive a larger proportionate increase in
the threshold than single individuals, in order to offset the effect of
the repeal of the two-earner credit. With the addition of the earned
income credit to the computation, the tax threshold rises even fur-
ther for those eligible for the credit.
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Table 1.—Income Tax Thresholds in Present Law and Committee
-Bill, 1988

[In 1986 dollars)

Including earned  Without earned

Fam- income credit income credit :::i'd
Filing status i.ly Present Com- P Com- pover-

size sen . t A

law ml:::lee rl‘::‘;n ml;Ii:ﬁee let\)r,el

Single 1 3830 5000 3830 5,000 6,156
Joint..........cnnueunnnnnn.e. 2 6,270 9,000 6,270 9,000 7,878
Head of household ...... 2 8,125 12,620 4,990 8,400 7,878
Joint ........cccevreerereens 4 9859 15380 8590 13,000 12,368
Head of Household...... 4 9,252 15,020 7,310 12,400 12,368

NotEe.—These calculations are based on the following assumptions: (1) inflation is
equal to the figures forecast by the Congressional Budget Office; (2) families with
dependents are eligible for the earned income credit; (3) all income consists of
money wages and salaries; and (4) taxpayers are under age 65.

Although the committee is concerned about the tax burden on
low-income single individuals, there are two principal reasons why
the tax threshold under the bill for single persons (other than
heads of households) is not above the poverty line. First, any fur-
ther increases in the standard deduction for these taxpayers
beyond those provided by the bill would cause significant marriage
penalties for two single individuals who marry. Second, because the
income tax does not combine the income of family members (other
than spouses) in computing tax liability and does not recognize
economies of sharing household costs with other individuals,
income of single individuals is not a good measure of whether or
not living conditions of these persons are impoverished.

More than two-thirds of all single individuals with income less
than $10,000 are under age 25 and thus are likely to be receiving
significant support from other family members that is not reflected
on the tax return. In addition, the majority of single individuals be-
tween ages 25 and 64 live with other individuals, and thus share
household costs. Thus, within the existing framework of defining
the unit of tax liability, the committee believes that the poverty
line is not an accurate guide to the true circumstances of the ma-
jority of those who file tax returns as unmarried individuals.

Equitable distribution of tax burden

The committee also believes that it is necessary to provide tax
reductions that are distributed equitably among the vast majority
of individuals who bear the tax burden. The next three tables show
the changes made by the committee in the distribution of the tax
burden. These tables reflect the effect of major provisions affecting
individuals, including the rate reductions, increases in the standard



34

deduction and personal exemption, and changes in itemized deduc-
tions.

Table 2 below shows the changes in tax liabilities between
present law and the committee bill for all income classes. The com-
mittee bill reduces total tax liability of individuals by 6.4 percent.
The largest proportionate reductions in tax liability occur in the
below $10,000 income class and the $10,000 to $20,000 income class,
reflecting the committee’s decision to increase the tax threshold
above the poverty line. Decreases greater than the average 6.4 per-
cent overall decrease in tax liability also affect the $20,000 to
$30,000 and $40,000 to $50,000 income classes. The five other
income classes receive smaller than average reductions, with the
;mallest decrease in percentage terms going to income classes over

50,000.

Table 2.—Percentage Changes in Income Tax Liability in
Committee Bill, by Income Class, 1988

[In thousands of 1986 dollars]

Pcle‘rcenta.ge
Income class iflc:ll‘ng:tl:x
liability

Less than $10 ......oovereeerececrirereereeseennsesnessnessssens -63.0
10 0 $20 ....c.eereeerieiirreerreetrerrrernrenresreeesteeeesseessnsesaasesaannens -~20.1
$20 £0 $30..c.eeeeeeereeeee et trveerseernresnsesnreranen —-81
$30 to $40............. eeerresnresaresseetrerteerteenteerneerneenan st aesrresanesanran —-5.0
A0 0 PDO ....eeeeerrecceeccrrirerrneetrerresresersanesseessneesaassnsssanonnnenes —6.6
B0 10 BT5 eneiceeecetreeererrerreseeersesteessestestasssssanssssasrnsnsanses -39
$75 to $100........ -3.3
$100 to $200......... —38
$200 and above —4.7
TOtAL....eee e s sae e rae s —64

Note.—These figures do not take account of certain provisions affecting individ-
pa.lts}.ﬁsThtzﬁi the total tax reductions are somewhat different from what is indicated
in e.

_ Table 3 below shows that individuals with less than $75,000 of
income will receive 73 percent of the reduction for individuals;
these individuals make up more than 95 percent of income tax
filers. The committee bill distributes 27 percent of the total tax re-
duction among taxpayers with incomes above $75,000.
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Table 3.—Distribution of Individual Income Tax Changes in
Committee Bill, by Income Class, 1988

[In thousands of 1986 dollars]
Percentage
Income class distribution of
tax reduction

Less than $20 cernenreneesananes 25.9
$20 to $75 cerereernreeeaebaeans 47.6
$T5 80 $200 ...ttt ee s 104
$200 and ADOVe.........ccueeieirineeeeeeeecrrreaesaseseseeseesseserassssans 16.1
Total eeesetestsrrenesanesareneanresserarsaes 100.0

Nore.—Distributional figures do not take account of certain provisions affecting
individuals. Thus, the total tax reductions are somewhat different from what is
indicated in this table.

These tables reflect tax cuts for 1988, the first full year in which
the changes in the tax rates and standard deduction are fully effec-
tive. By virtue of restructuring the tax schedules and broadening
the tax base for individuals, and reducing corporate tax prefer-
ences, the committee bill produces substantial reductions in indi-
vidual income tax liabilities.

Table 4.—Average Income Tax Liability and Tax Rate in Present
Law and Committee Bill, by Income Class, 1988

[In 1986 dollars]

Average tax liability Average tax rate

(percent)
Income Class Prl:s;nt C°",‘,':H"“ Prlesent g:’t't:;
aw bill
0 to $10,000...........ccocveerereeeeee. $56 $13 1.2 0.3
$10,000 to $20,000.................... 798 617 54 4.2
$20,000 to $30,000.................... 1,952 1,766 7.8 7.0
$30,000 to $40,000.................... 2,931 2,802 8.5 8.1
$40,000 to $50,000.................... 4,521 4,184 10.1 9.4
$50,000 to $75,000.................... 7,594 7,289 12.7 12.2
$75,000 to $100,000.................. 13,515 12,951 15.8 15.2
$100,000 to $200,000................ 25,215 24,405 18.8 18.2
Over $200,000...........cccceoureueruees 124,198 118,306 22.2 21.2
Average tax liabilit;
‘:)rr:fx rate ....ccceeees y - 3,347 3,132 114 10.6

The tax liability of all taxpayers will decline an average of $215,
from an average $3,347 under present law in 1988 to an average
$3,132 under the committee bill, as shown in Table 4. The average
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tax rate will fall from 11.4 percent to 10.6 percent. In six income
classes from $20,000 to $100,000, the average tax rate will decline
by 0.4 to 0.8 percentage points. In the two lowest and the highest
income classes, average tax rates will decline by 0.9 to 1.2 percent-
age points.

Rate schedules, ZBA, and standard deduction

The changes in the income tax burden result from revising tax
rate schedules, converting the zero bracket amount back into the
standard deduction and increasing the standard deduction
amounts, and increasing the personal exemption amount.

The committee believes that the tax rate schedules in present
law are too lengthy and complicated. The relatively narrow inter-
vals between taxable income brackets make it difficult for individ-
uals to understand how changes in tax liability relate to changes in
income. The narrow intervals also cause an individual’s marginal
tax rate to be increased in response to relatively small increases in
compensation or profits resulting from economic success and im-
proved efficiency. Under the rate structure provided in the bill,
more than 80 percent of individual taxpayers will either be in the
15-percent bracket or have no Federal income tax liability.

In its deliberations, the committee sought to modify the present-
law rate structure to make the individual income tax fairer and
simpler and to reduce disincentives to economic efficiency and
growth. Simplicity in the rate structure was achieved by using only
two taxable income brackets. The four filing statuses were retained
because they are the fewest classifications that can be implemented
to provide for the distinctive individual and familial circumstances
of a diverse population.

The two-bracket tax structure includes only positive tax rates be-
cause the committee decided to delete the present-law ZBA from
the tax structure and instead to restore the standard deduction.
The committee understands that many individuals find the ZBA to
be confusing and do not view it as a device that simplifies calcula-
tion of income tax liability. Under the committee bill, individuals
will determine taxable income by subtracting from adjusted gross
income either the standard deduction or the total amount of item-
ized deductions. Unlike the ZBA, the standard deduction enables
the taxpayer to know directly how much income is subject to tax
and to understand more clearly that taxable income is the base for
determining tax liability.

Further, the difference between the standard deduction for an
unmarried head of household and that for a married couple is nar-
rowed. The bill provides larger increases for heads of households in
recognition that the costs of maintaining a household for an un-
married individual and a dependent more closely resemble the situ-
ation of a married couple than that of a single individual without
children.

_The increases in the standard deduction and modifications to spe-
cific deduction provisions simplify the tax system by substantially
reducing the number of itemizers. As a result of these changes,
about 13 million itemizers will shift to using the standard deduc-
tion, a reduction of approximately 30 percent in the number of
itemizers relative to present law. :
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Marriage penalty

The adjustment of the standard deduction and the rate schedule
ix.1 the committee l)ill also makes it possible to minimize the mar-
riage pgnalty_ w?n}e repealing the .two-earner deduction. As a
result, single individuals who marry will retain more of the share
of the standard deductions for two single individuals than under
present law. ,

Table 5 presents a comparison of the marriage penalty under
present law and the committee bill for couples with varying indi-
vidual income levels. In spite of the repeal of the two-earner deduc-
tion, marriage penalties generally are either smaller than present
law or only a nominal amount higher in the committee bill. The
only exceptions to this result occur for certain relatively high
income couples, e.g., where the individuals have respective incomes
of $100,000 and $30,000.

Table 5.—Marriage Tax Penalty For Two-Earner Couple in Present
Law and Committee Bill, 1988

" [In 1986 dollars)

Income of wife

$10,000  $20,000 $30,000 $50,000  $100,000

Income of husband

$10,000
Present law................ $60 —$13 —$102 —$417 —$2,241
Committee bill ........... 150 105 —237 —831 —1,383
$20,000
Present law................. —13 97 270 475 828
Committee bill ........... 105 0 150 —12 —64
$30,000
Present law................ —102 270 533 1,161 211
Committee bill ........... —237 150 732 673 1,018
$50,000
Present law.......... o —417 475 1,161 2470 2,295
Committee bill ........... —831 12 673 1,511 1,856
$100,000
Present law................. -2241 —828 211 2295 3,979
Committee bill ........... ~1,388 —64 1,018 1,856 825

Nore.—The marriage bonus or penalty is the difference between the tax liabilit;
of a married couple and the sum of the tax liabilities of the two spouses had eac
been taxed as a single person. Marringe bonuses are negative in the_table;
marriage penalties are itive. It is assumed that all income is earned, that
ta?a ve no depenmts, that deductible expenses are 20.6 under present law
and 15.2 percent under the Committee bill, and that deductible expenses are
allocated between spouses in proportion to income.
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Elderly and blind taxpayers

The tax burden on elderly or blind taxpayers is eased by the
committee bill apart from the effect of rate reductions. The income
tax credit for the elderly or disabled is left unchanged from present
law. The present-law personal exemptions and ZBA (standard de-
duction) are restructured by increasing the standard deduction and
personal exemptions (as previously discussed). The higher standard
deduction goes into effect one year earlier (in 1987) for elderly or
blind individuals than it does for all other taxpayers (in 1988), and
it is augmented by an additional $600 for each elderly or blind indi-
vidual. The additional $600 and higher personal exemptions and
standard deduction offset loss of the additional personal exemption.

Explanation of Provisions

1. Tax rate schedules

The bill provides a new two-bracket tax rate schedule for individ-
uals in each of the four filing status categories, with rates of 15
percent and 27 percent.

Reflecting the replacement of the ZBA by the standard deduc-
tion, the 15-percent bracket begins at taxable income of zero. (Tax-
able income equals AGI minus personal exemptions and minus
either the standard deduction or the total of itemized deductions.)
The 27-percent rate begins at taxable income levels of $29,300 for
married individuals filing jointly and surviving spouses, $23,500 for
heads of household, $17,600 for single individuals, and $14,650 for
married individuals filing separately.2

For returns filed for taxable years beginning in 1987, the bill di-
rects the Secretary of the Treasury to prepare blended tax rate
schedules, constructed by assuming that the present-law rate
schedules are in effect for one half of 1987 and that the new rate
schedules are in effect for the other half. The blended schedule es-
sentially will adjust the tax liability for 1987 tax returns at any
given level of taxable income so that it approximates as closely as
possible the sum of one-half of the tax liability calculated under
the present-law schedules plus one-half of the tax liability calculat-
ed under the new rate schedules (including the rate adjustment de-
scribed below). In determining the 1987 blended rate schedule, the
present-law bracket amounts effective for 1986 are to be adjusted
for inflation.

Fiscal-year taxpayers will use the same 1987 blended rate sched-
ules as calendar-year taxpayers for taxable years beginning in
1987. The rules relating to proration in section 15 will not apply.
The committee intends that the Federal income tax withholding
schedules published by the IRS will be changed effective January 1,
1987, to reflect the blended rate schedules that apply for 1987.

2 The rate schedule for married individuals filing separately also a};glies to an estate taxable
under sec. 1(d) for its taxable years ending less than two years after the date of the decedent’s
deiath. For an explanation of the rate structure applicable to estates and trusts, see Title XVI

ow.

Consistently with reducing the top rate for individuals to 27 percent, the bill amends sec. 541
to reduce to |fercent (88.5 percent for 1987) the personal hof;ing company tax o: unsgicstrib-
uted personal holding company income.
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The benefit of the 15-percent bracket is phased out for taxpayers
above certain income levels through a rate adjustment requiring
additional tax liability. This adjustment is initially computed as
equal to five percent of the excess of the taxpayer’s AGI over the
specified dollar amount for the taxpayer’s filing status (as listed in
the following paragraph), or, if less, as equal to five percent of the
excess of the taxpayer’s taxable income over the breakpoint be-
tween the 15 and 27 percent brackets. (For purposes of the 1987
blended rate schedules, the adjustment is computed by substituting
2-1/2 percent for five percent in the calculation.) However, the
maximum rate adjustment cannot exceed 12 percent of the maxi-
mum amount of taxable income within the 15-percent bracket ap-
plicable to the filing status of the taxpayer.

For married individuals filing jointly or surviving spouses, the
rate adjustment equals five percent of AGI in excess of $75,000,
with the maximum rate adjustment of $3,516 (12 percent of
$29,300) reached at AGI of $145,320; or, if less, five percent of tax-
able income in excess of the $29,300 breakpoint, with the maximum
rate adjustment of $3,516 reached at taxable income of $99,620.3
For heads of household, the rate adjustment applies to AGI be-
tween $55,000 and $111,400, or taxable income between $23,500 and
879,900, subject to a maximum of $2,820. For single individuals, the
rate adjustment applies to AGI between $45,000 and $87,240, or
taxable income between $17,600 and $59,840, subject to a maximum
of $2,112. (As noted above, the rate adjustment for purposes of the
1987 blended rate schedules is computed by substituting 2% per-
cent for five percent in the calculation.)

The dollar amounts listed in the preceding paragraph do not re-
flect adjustments that will be made in 1988 and later years to re-
flect inflation. For example, for married individuals filing jointly,
the rate adjustment for 1988 will be computed in part by reference
to AGI levels beginning at $75,000 as increased to reflect inflation.

2. Standard deduction

Under the bill, the standard deduction replaces the ZBA, and is
deducted by a nonitemizer from AGI in determining taxable
income.

Effective in 1988, the standard deduction amounts are $5,000 for
married individuals filing jointly and for surviving spouses, $4,400
for heads of households, $3,000 for single individuals, and $2,500 for
married individuals filing separately. Beginning in 1989, these
amounts will be adjusted for inflation.

An additional standard deduction amount of $600 is allowed for
an elderly or blind individual ($1,200 for an individual who is both
elderly and blind). For these taxpayers only, the new standard de-
duction amounts (listed in the preceding paragraph) and the addi-
tional $600 standard deduction amount are effective on January 1,
1987. Beginning in 1989, the $600 additional standard deduction
amount will be adjusted for inflation.

3 married individuals filing separate returns, the rate adjustment applies to AGI between
537,15"(% and 872,611610. or taxable income between $14,650 and $49,810, with a maximum rate ad-
t of $1,758.

j en!
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For all individual taxpayers other than elderly or blind individ-
uals, the standard deduction amounts for 1987 are $3,800 for mar-
ried individuals filing jointly and surviving spouses, $2,570 for
heads of households and single individuals, and $1,900 for married
individuals filing separately.

As in present law, the IRS will continue to prepare tax tables re-
flecting the tax liability of individuals who use the standard deduc-
tion. (The IRS also may prepare tax tables for taxpayers who item-
ize, but these tables may not incorporate the standard deduction
into the tables in the way the ZBA is now incorporated in the tax
tables.) In preparing the tables, the IRS may adjust the size of the
intervals between taxable income amounts in the tables to reflect
meaningful differences in tax liability.

3. Personal exemption

In general

The bill increases the personal exemption amount for each indi-
vidual, individual’s spouse, and each dependent to $1,900 in 1987
and to $2,000 in 1988. Beginning in 1989, the $2,000 personal ex-
emption amount will be adjusted for inflation.

In the bill, the personal exemption amounts are reduced for indi-
viduals with AGI exceeding the dollar amounts (described above) at
which the 15-percent rate is totally phased out. The amount for
each exemption is reduced by five percent of the excess of the tax-
payer’s AGI over the lowest amount of AGI which results in the
maximum rate adjustment for taxpayers in that filing status.

Thus, the reduction of the $1,900 exemption amount for 1987
begins at AGI of $145,320 for married individuals filing jointly and
surviving spouses, $111,400 for heads of household, $87,240 for
single individuals, and $72,660 for married individuals filing sepa-
rately. (These dollar amounts are subject to adjustments for infla-
tion in 1988 and later years.) The reduction applies to all exemp-
tions claimed on the return, i.e., for an individual, the individual’s
spouse, and eligible dependents.

The additional exemption in present law for the elderly and for
blind individuals is repealed starting in 1987. As stated above, the
bill provides an additional standard deduction amount of $600 for
an elderly individual and for a blind individual, starting in 1987. In
addition, in the bill, the increased standard deduction amounts
(e.g., $5,000 for married individuals filing jointly) apply for elderly
or blind individuals starting in 1987.

Rules for certain dependents

In the bill, the personal exemption is not allowed to an individ-
ual who is eligible to be claimed as a dependent on another taxpay-
er’s return (for example, where a child is eligible to be claimed as a
dependent on his or her parents’ return), to avoid the double bene-
fit allowed under present law when a dependent claims a personal
exemption on his or her own tax return. In the bill, such an indi-
vidual may use the standard deduction only to offset earned
izngxme; this rule is similar to the present-law rule applicable to the
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The bill provides that if an individual who is not allowed the per-
sonal exemption under this provision has gross income of less than
$100, the individual is not subject to tax on that amount and is not
required to file a Federal income tax return. Thus, for example, if
a child’s gross income consists of $85 in interest on a savings ac-
count, there would be no tax due and no return would have to be
filed. If the child’s gross income consists of $300 of interest, the de
minimis rule would not apply, and the tax would be computed from
the first dollar of taxable income (i.e., without subtracting $100).

4. Inflation adjustments

The new rate structure will be adjusted for inflation (indexed) be-
ginning in 1988, to reflect inflation between the 12-month period
ending on August 31, 1986 and the following 12-month period. The
inflation adjustment, if any, will apply to the breakpoint between
the 15-percent and 27-percent brackets, and to the income levels
above which the rate adjustment and personal exemption reduc-
tions apply. Inflation adjustments will begin in 1989 to the in-
creased standard deduction amounts that are generally effective
for 1988, the $2,000 personal exemption amount for 1988, and the
additional standard deduction amount of $600 for blind or elderly
individuals (which goes into effect in 1987).

In the bill, inflation adjustments (except to the earned income
credit) will be rounded down to the next lowest multiple of $50. For
example, an inflation rate adjustment of four percent would raise
the starting point of the 27-percent bracket for 1988 returns of
married individuals filing jointly from $29,300 to $30,472; this
amount then would be rounded down to $30,450 for purposes of
constructing the indexed rate schedule.

In subsequent years, the indexing adjustment will reflect the
rate of inflation from the 12-month period ended August 31, 1986,
with respect to the rate brackets, or August 31, 1987, with respect
to the $2,000 personal exemption and the increased standard de-
duction amounts. As a result, while rounding down affects the in-
flation adjustments made in each year, there is no cumulative
result on the bracket thresholds and related amounts, since each
year’s inflation adjustment will be computed to reflect the cumula-
tive rate of inflation from the initial base period. If the CPI cur-
rently published by the Bureau of Labor Statistics is revised, then
the revision that is most consistent with the CPI for 1986 is to be
used.

5. Repeal of two-earner deduction

The bill repeals the deduction for two-earner married couples
after 1986. Adjustments made in the relationships of the standard
deductions and rate schedules for unmarried individuals and mar-
ried couples filing joint returns compensate for the repeal of this
provision.

Effective Dates

The new tax rate schedules and rate adjustments are fully effec-
tive for taxable years beginning on or after January 1, 1988. As de-
scribed above, biended tax rate schedules are to be prepared by the
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Treasury Department for 1987. Section 15 will not apply to these
provisions.

For taxable years beginning on or after January 1, 1987, the
standard deduction replaces the ZBA, at the dollar amounts speci-
fied in the bill. The increased standard deduction amounts are ef-
fective for taxable years beginning on or after January 1, 1988. For
elderly or blind individuals, the increased standard deduction
amounts and the additional standard deduction amounts are effec-
tive for taxable years beginning on or after January 1, 1987.

The increase in the personal exemption amount to $1,900 is effec-
tive for taxable years beginning during 1987. The increase to $2,000
is effective for taxable years beginning on or after January 1, 1988.

The provision relating to rounding down of inflation adjustments
is effective for taxable years beginning on or after January 1, 1987.

The repeal of the deduction for two-earner married couples is ef-
fective for taxable years beginning on or after January 1, 1987.

Revenue Effect

Tax rates

The changes in the income tax rates are estimated to decrease
fiscal year budget receipts by $2,511 million in 1987, $52,885 mil-
lion in 1988, $47,743 million in 1989, $36,715 million in 1990, and
$35,971 million in 1991.

Standard deduction

The increases in standard deduction amounts are estimated to
decrease fiscal year budget receipts by $1,104 million in 1987,
$5,869 million in 1988, $7,971 million in 1989, $8,731 million in
1990, and $9,565 million in 1991.

Personal exemption

The increase in the personal exemption amount, and the repeal
of the additional exemption for the elderly and blind and the ex-
emption for an individual who is eligible to be claimed as a depend-
ent on another taxpayer’s return, are estimated to decrease fiscal
year budget receipts by $13,127 million in 1987, $26,170 million in
1988, $27,083 million in 1989, $29,146 million in 1990, and $31,332
million in 1991.

Two-earner deduction

The repeal of the deduction for two-earner married couples is es-
timated to increase fiscal year budget receipts by $1,428 million in
1987, $6,108 million in 1988, $5,848 million in 1989, $6,217 million
in 1990, and $6,609 million in 1991.



B. Increase in Earned Income Credit (Sec. 111 of the bill and secs
32 and 3507 of the Code)

Present Law

. Under present law, an eligible individual is allowed a refundable
income tax credit generally equal to 11 percent of the first $5,000
of earned income, for a maximum credit of $550 (Code sec. 82). The
maximum allowable credit is phased down if the individual’s ad-
justed gross income (AGI) or, if greater, earned income, exceeds
$6,500; no credit is available for individuals with AGI or earned
income equal to or exceeding $11,000.

The credit is available to (1) married individuals filing joint re-
turns who are entitled to a dependency exemption for a child; (2)
surviving spouses (i.e., a widow or widower who maintains a house-
hold for a dependent child); and (3) unmarried heads of households
who maintain a household for a child. In each case, the credit is
available only if the child resides with the taxpayer.

In order to relieve eligible individuals of the burden of comput-
ing the amount of credit to be claimed on their returns, tables are
used for determination of the credit amount. Eligible individuals
may receive the benefit of the credit in their paychecks throughout
the year by electing advance payments (sec. 3507).

Reasons for Change

The earned income credit is intended to provide tax relief to low-
income working individuals with children and to improve incen-
tives to work. Periodically since enactment of the credit in 1975,
the Congress has increased the maximum amount and the phase-
out levels of the credit to offset the effects of inflation and social
security tax increases. .

The committee believes that further increases in the maximum
amount and phase-out level of the credit are necessary to offset
past inflation and increases in the social security tax. In addition,
the committee believes that an automatic adjustment to the credit
to reflect future inflation should be provided, just as it is provided
for the personal exemption, the standard deduction, and rate
brackets, in order to eliminate the reduction in the real value of
the credit caused by inflation. Unlike these other indexed amounts,
however, the inflation adjustment for the earned income credit will
not be rounded down to the nearest $50-divisible amount, thereby
providing additional benefits for low-income individuals entitled to
the credit.

Explanation of Provision

Under the bill, the rate of the earned income credit is increased
from 11 percent to 14 percent. Thus, the credit generally equals 14
43)
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percent of the first $5,000 of earned income; the maximum allow-
able amount of the earned income credit is increased from $550 to
$700 (without taking into account any inflation adjustment).

In addition, the income levels over which the credit is phased
out, at a rate of 10 percent, are higher than under present law. For
taxable years beginning on or after January 1, 1987, the income
level at which phase-down begins is $6,500; thus, no credit will be
available for individuals with AGI or earned income of $13,500 or
more. For taxable years beginning on or after January 1, 1988, the
phase-down begins at income of $10,000; thus, no credit will be
available at AGI or earned income exceeding $17,000.

Effective for taxable years beginning on or after January 1, 1987,
the $5,000 maximum amount of earned income against which the
credit applies and the income levels at which the phase-out of the
credit begins ($6,500 in 1987 and $10,000 in 1988 and later years)
will be adjusted for inflation occurring after the 12-month period
ended August 31, 1984. These adjustments will not be subject to the
rounding down rule applicable to inflation adjustments for the rate
brackets, etc.; i.e., the adjustments relating to the earned income
credit will not be rounded down to the nearest $50-divisible
amount. Instead, any inflation adjustment relating to the credit
that is not a multiple of $10 will be rounded down to the nearest
multiple of $10 (or, if the increase is a multiple of $5, will be in-
creased to the next highest multiple of $10).

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1986.

Revenue Effect

This provision is estimated to decrease fiscal year budget receipts
by $3 million in 1987, $200 million in 1988, $787 million in 1989,
$985 million in 1990, and $1,216 million in 1991, and to increase
fiscal year budget outlays by $50 million in 1987, $1,376 million in
1988, $3,155 million in 1989, $3,505 million in 1990, and $3,846 mil-
lion in 1991. (To the extent that the amount of earned income
credit exceeds tax liability and thus is refundable, it is treated as
an outlay under budget procedures.)



C. Repeal of Income Averaging (Sec. 141 of the bill and secs. 1301-
1305 of the Code)

Present Law

Under the income averaging rules (Code secs. 1301-1305), eligible
individuals may reduce their tax liabilities for a year in which
their income is at least 40 percent greater than their average
income for the immediately preceding three years (the “base
years”). In such a case, income averaging reduces tax liability by
applying a lower marginal rate than would be used under the regu-
lar tax system to a portion of the current year’s income.

In order to use income averaging, an individual must meet one of
several alternative standards generally intended to restrict the
availability of income averaging to individuals who were self-sup-
porting during the base years. Under a provision enacted in the
Consolidated Omnibus Budget Reconciliation Act of 1985 (P.L. 99-
272), an individual who was a full-time student during one or more
of the base years generally is not eligible for income averaging, ef-
fective for taxable years beginning after 1985.

Reasons for Change

The committee believes that, in light of the significantly flatter
rate structure under the bill, there is no longer a need for income
averaging. Moreover, the repeal of income averaging simplifies the
tax system, by eliminating both the need for many individuals to
make a complex series of computations—these are particularly
complicated in the case of an individual whose marital status has
changed during one of the three base years—and controversies
with the Internal Revenue Service regarding whether an individual
was self-supporting during any of the base years.

Explanation of Provision
The bill repeals income averaging after 1986.
Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1986.

Revenue Effect

The provision is estimated to increase fiscal year budget receipts
by $436 million in 1987, $1,855 million in 1988, $2,017 million in
1989, $2,170 million in 1990, and $2,333 million in 1991.

(45)



D. Exclusions from Income

1. Treatment of unemployment compensation benefits (sec. 121 of
the bill and sec. 85 of the Code)

Present Law

Present law provides a limited exclusion from income for unem-
ployment compensation benefits paid pursuant to a Federal or
State program (Code sec. 85).

If the sum of the individual’s unemployment compensation bene-
fits and adjusted gross income (AGI) does not exceed a defined base
amount, then no unemployment compensation benefits are includ-
ed in gross income. The base amount is $18,000, in the case of mar-
ried individuals filing a joint return; $12,000, in the case of an un-
married individual; and zero, in the case of married individuals
filing separate returns. If the sum of unemployment compensation
benefits and AGI exceeds the base amount, the amount of unem-
ployment compensation that is included in gross income generally
is limited to the lesser of (1) one-half the excess of the individual's
AGI plus benefits over the base amount, or (2) the amount of the
unemployment compensation benefits received.

Reasons for Change

Present law generally treats all cash wages and similar compen-
sation (such as vacation pay and sick pay) received by an individual
as fully taxable, but unemployment compensation benefits are tax-
able only if the taxpayer’'s income exceeds specified levels. The
committee believes that unemployment compensation benefits,
which essentially are wage replacement payments, should be treat-
ed for tax purposes in the same manner as wages or other wage-
type payments. Also, when wage replacement payments are given
more favorable tax treatment than wages, some individuals may be
discouraged from returning to work. Repeal of the present-law par-
tial exclusion contributes to more equal tax treatment of individ-
uals with the same economic income and to tax simplification.

Explanation of Provision

Under the bill, all unemployment compensation benefits are in-
cludible in gross income after 1986.

Effective Date

31Tix§8£rovision is effective for amounts received after December

(46)
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Revenue Effect

The provision is estimated to increase fiscal year budget receipts
by $235 million in 1987, $775 million in 1988, $"'749 million in 1989
$¥23 million in 1990, and $701 million in 1991. nm '

2. Tax treatment of prizes and awards (sec. 122 of the bill and
secs. 74, 102, and 274 of the Code)

Present Law

. Under section 74, prizes and awards received by an individual
(other than scholarships or fellowship grants) generyally are includ-
ible in gross income. Treasury regulations provide that taxable

rizes and awards include amounts received from giveaway shows,

oor prizes, awards in contests of all types, and awards from an
employer to an employee in recognition of some achievement in
connection with employment.

Section 74(b) provides a special exclusion from income for certain
prizes and awards that are received for achievements in fields such
as charity, the sciences, and the arts. This exclusion does not apply
unless the recipient (1) has not specifically applied for the prize or
award (for example, by entering a contest), and (2) is not required
to render substantial services as a condition of receiving it. Treas-
ury regulations state that the section 74(b) exclusion does not apply
to prizes or awards from an employer to an employee in recogni-
tion of some achievement in connection with employment.?

While section 74 determines the includibility in income of prizes
and awards, the treatment of other items provided by an employer
to an employee may be affected by section 61, defining gross
income, and section 102, under which gifts may be excluded from
gross income. Section 61 provides in part that “gross income means
all income from whatever source derived,” including compensation
for services whether in the form of cash, fringe benefits, or similar
items. However, an item transferred from an employer to an em-
ployee, other than a prize or award that is includible under section
74, may be excludable from gross income if it qualifies as a gift
under section 102.

The U.S. Supreme Court, in a case involving payments made “in
a context with business overtones,” has defined excludable gifts as
payments made out of “detached and disinterested generosity”’ and
not in return for past or future services or from motives of antici-
pated benefit (Comm'r v. Duberstein, 363 U.S. 278 (1960)). Under
this standard, the Court said, transfers made in connection with
employment constitute gifts only in the “extraordinary’ instance.2

! Treas. Reg. sec. 1.74-1(b). But see Jones v. Comm'r, 743 F.2d 1429 (9th Cir. 1984), holding that
an award from an employer to an employee can qualify for the present-law section 74(b) exclu-
sion under i circumstances. ¥he court held that the exclusion applied in the case of
a inent scientist who was rewarded by the National Aeronautics and Space Administration
(TJASA) for lifetime scientific achievement, only part of which was accomplished while the scien-
tist was employed by NASA. No inference is intended as to whether the decision of this case is
correct under nt law,

2 Under Duberstein, the determination of whether property transferred from an employer to
an empl (or otherwise transferred in a business context) constitutes a gift to the recipient is
to be e on a case-by-case basis, by an “objective inquiry” into the facts and circumstances. If
the transferor’s motive was “the incentive of anticipated benefit,” or if the &yment was in
return for services rendered (whether or not the payor received an economic benefit from the
payment), then the payment must be included in income by the recipient.
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Under certain circumstances, if an award to an employee consti-
tutes an excludable gift, the employer’s deduction may be limited
Pursuant to section 274(b). That section expressly defines the term
‘gift” to mean any amount excludable from gross income under
section 102 that is not excludable under another statutory provi-
sion.

Section 274(b) generally disallows business deductions for gifts to
the extent that the total cost of all gifts of cash, tangible personal
property, and other items to the same individual from the taxpayer
during the taxable year exceeds $25. Under an exception to the $25
limitation, the ceiling on the deduction is $400 in the case of an
excludable gift of an item of tangible personal property awarded to
an employee for length of service, safety achievement, or productiv-
ity. In addition, the ceiling on the employer’s business gift deduc-
tion is $1,600 for an excludable employee award for such' purposes
when provided under a qualified award plan, if the average cost of
all plan awards in the year does not exceed $400.

A further rule that may be relevant with respect to a prize or
award arises under section 132(e), which provides that de minimis
fringe benefits are excludable from income. A de minimis fringe
generally is defined as “any property or service the value of whic
is (taking into account the frequency with which similar fringes
are provided by the employer to the employer’s employees) so small
as to make accounting for it unreasonable or administratively im-
practicable.”

Reasons for Change

Present-law exclusion

Prizes and awards generally increase an individual’s net wealth
in the same manner as any other receipt of an equivalent amount
that adds to the individual’s economic well-being. For example, the
receipt of an award of $10,000 for scientific or artistic achievement
which present law treats as tax-exempt increases the recipient'’s
net wealth and ability to pay taxes to the same extent as the re-
ceipt of $10,000 in wages, dividends, or as a taxable award. Accord-
ingly, the committee believes that prizes and awards generally
should be includible in income even if received due to achievement
in fields such as the arts and sciences.

In addition, the committee is concerned about problems of com-
plexity that have arisen as a result of the present-law exclusion
under section 74(b). The questions of what constitutes a qualifying
form of achievement, whether an individual took action to enter a
contest or proceeding, and whether or not the conditions of receiv-
ing a prize or award involve rendering “substantial” services, have
all caused some difficulty in this regard. Finally, in some circum-
stances the present-law exclusion may serve as a possible vehicle
for the payment of disguised compensation.

At the same time, the committee recognizes that in some in-
stances the recipient of the type of prize or award described in sec-
tion 74(b) may wish to assign it to charity, rather than claiming it
for personal use. Accordingly, the bill provides that a prize or
award meeting the present-law exclusion requirements under sec-
tion 74(b) is excludable from gross income if, and only if, the prize
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or award is transferred by the payor, pursuant to a designation
made by the winner of the prize or award, to a governmental unit
or to a tax-exempt charitable, educational, religious, etc. organiza-
tion contributions to which are deductible under section 170(c)1) or
section 170(c)(2), respectively.

Employee awards

An additional reason for change relates to the tax treatment of
employee awards of tangible personal property given by reason of
length of service, safety achievement, or productivity. Except for
items that may be able to qualify as de minimis fringes as defined
by section 132(e), such employee awards are not excludable from
the employee’s gross income, and the deduction of their cost by the
employer is not limited under section 274(b), if they cannot qualify
as gifts because of either the “detached generosity” standard appli-
cable under section 102 or the rule of section 74(a) that prizes and
awards generally are includible in income.

The committee understands that uncertainty has arisen among
some taxpayers concerning the proper tax treatment of an employ-
ee award. This uncertainty could lead some employers to seek to
replace amounts of taxable compensation (such as sales bonuses)
with “award” programs of tangible personal property. The business
and the employee might contend that such awards are free from
income or social security tax, but that the employer could still
deduct the costs of the awards up to the section 274(b) limitations.
In the case of highly compensated employees, who often might not
be significantly inconvenienced by the fact that such awards would
be made in the form of property rather than cash, an exclusion for
transfers of property with respect to regular job performance (such
as for productivity) could serve as a means of providing tax-free
compensation.

Accordingly, the committee believes that it is desirable to pro-
vide express rules in this area. The committee believes that, in gen-
eral, an award to an employee from his or her employer does not
constitute a “gift” comparable to such excludable items as intrafa-
mily holiday gifts, and should be included in the employee’s gross
income for income tax purposes and in wages for withholding and
employment tax purposes. However, the committee believes that no
serious potential for avoiding taxation on compensation arises from
transfers by employers to employees of items of minimal value.
Therefore, the committee wishes to clarify that the section 132(e)
exclusion under present law for de minimis fringe benefits can
apply to employee awards of low value, including traditional
awards (such as a gold watch) upon retirement after lengthy serv-
ice for an employer. In that case, the award is not made in recogni-
tion of any particular achievement, relates to many years of em-
ployment, and does not reflect any expectation of or incentive for
the recipient’s rendering of future services.

Also, the committee believes that, in certain narrowly defined
circumstances, it is appropriate to recognize traditional business
practices of making awards of tangible personal property for length
of service or safety achievement. These traditional practices in-
volve awards of such items as engraved plaques, desk accessories,
or emblematic jewelry that identify or symbolize the awarding em-

60-511 O0—86——3
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ployer or the achievement being recognized, and awards of items
such as watches on retirement after lengthy service; such special-
ized items are not strictly equivalent, for example, to providing
either a bonus in cash or an allowance of a dollar amount toward
the purchase of ordinary merchandise. The committee believes that
the double income tax benefit of excludability and deductibility is
acceptable for such employee achievement awards under rules in-
tended to prevent abuse and limit the scope of the double benefit.

Thus, the bill restricts the double benefit through dollar limita-
tions, limits the frequency with which length of service awards can
be made to the same employee, and limits safety achievement
awards to the employer’s nonprofessional work force and to no
more than 10 percent of such eligible recipients in one year. In ad-
dition, the exclusion applies only if the item of tangible personal
property is awarded under conditions and circumstances that do
not create a significant likelihood of the payment of disguised com-
pensation. Moreover, the committee believes that the fair market
value of any prize or award to an employee that does not constitute
either a length of service award or a safety achievement award
qualifying under the bill or a de minimis fringe under section 132
should be includible in gross income for income tax purposes and
(like employee achievement awards excludable for income tax pur-
poses under the bill) in wages for employment tax purposes.

Explanation of Provisions

Scientific, etc. awards

Under the bill, the present-law exclusion under section 74(b) for
certain prizes and awards for charitable, artistic, scientific, and
like achievements is modified to apply only if the recipient desig-
nates that the prize or award is to be transferred by the payor to a
governmental unit or a tax-exempt charitable, educational, reli-
gious, etc. organization contributions to which are deductible under
section 170(cX1) or 170(c)2), respectively. If such designation is
made and the prize or award is so transferred to a governmental
unit or charitable organization by the payor, the prize or award is
not included in the winner’s gross income, and no charitable deduc-
tion is allowed either to the winner or to the payor on account of
the transfer to the governmental unit or charitable organization.

For purposes of determining whether a prize or award that is so
transferred qualifies as excludable under the bill, the present-law
rules concerning the scope of section 74(b) are retained without
change. In addition, in order to qualify for the section 74(b) exclu-
sion as modified by the bill, the designation must be made by the
taxpayer, and must be carried out by the organization making the
prize or award, before the taxpayer uses the item that is awarded
(e.g., in the case of an award of money, before the taxpayer spends,
deposits, invests, or otherwise uses the money). Disqualifying uses
by the taxpayer include such uses of the property with the permis-
sion of the taxpayer or by one associated with the taxpayer (e.g., a
member of the taxpayer’s family).
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Employee awards

In general

The bill provides an exclusion from gross income, subject to cer-
tain dollar limitations, for an “employee achievement award” that
satisfies the requirements set forth in the bill. The bill defines an
employee achievement award as an item of tangible personal prop-
erty transferred by an employer to an employee for length of serv-
ice achievement or for safety achievement, but only if the item (1)
is awarded as part of a meaningful presentation, and (2) is awarded
under conditions and circumstances that do not create a significant
likelihood of the payment of disguised compensation.? The exclu-
sion applies only for awards of tangible personal property and is
;:gt available for awards of cash, gift certificates, or equivalent
items.

An award for length of service cannot qualify for the exclusion if
it is received during the employee’s first five years of employment
for the employer making the award, or if the employee has re-
ceived a length of service achievement award (other than an award
excludable under section 132(e)) from the employer during the year
or any of the preceding four years. An award for safety achieve-
ment cannot qualify for the exclusion if made to an employee other
than an eligible employee, or if, during the year, employee awards
for safety achievement have previously been awarded by the em-
ployer to more than 10 percent of the employer’s eligible employ-
ees. For this purpose, eligible employees are all employees of the
taxpayer other than managers, administrators, clerical workers,
and other professional employees, because persons occupying these
positions do not engage in work involving significant safety con-
cerns.

Deduction limitations

Under section 274 as amended by the bill, the employer’s deduc-
tion limitation for all employee achievement awards (safety and
length of service) provided to the same employee during the tax-
able year generally is $400. In the case of one or more qualified
plan awards awarded to the same employee during the taxable
year, however, the employer’s deduction limitation for all such
qualified plan awards (safety and length of service) is $1,600. In ad-
dition to these separate $400/$1,600 limitations, the $1,600 limita-
tion applies in the aggregate if an employee receives one or more
qualified plan awards during the year, and also one or more em-
ployee achievement awards that are not qualified plan awards; i.e.,
the $400 and $1,600 limitations cannot be added together to allow
deductions exceeding $1,600 in the aggregate for employee-achieve-
ment awards made to the same employee in a taxable year.*

3 The types of-conditions and circumstances that are to be deemed to create a significant like-
lihood of payment of. disguised compensation include, for example, the making of employee
awards at the time of annual salary adjustments or as a substitute for a prior program of
awarding cash bonuses, lor the providing of employee awards in a way that discriminates in
favor of highly paid employees. o

*oi‘notl}:;gcag'epof an employee award provided by a partnership, the deduction limitations of
section 274(b) apply to the partnership as well as to each partner.
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A qualified plan award is defined as an employee achievement
award provided under a qualified award plan, ie., an established,
written plan or program of the taxpayer that does not discriminate
in favor of highly compensated employees (within the meaning of
sec. 414(q)) as to eligibility or benefits. However, an item cannot be
treated as a qualified plan award if the average cost per recipient
of all employee achievement awards made under all qualified
award plans of the employer during the taxable year exceeds $400.
In making this calculation of average cost, qualified plan awards of
nominal value are not to be included in the calculation (i.e., are not
to be added into the total of award costs under the plan). In the
case of a qualified plan award the cost of which exceeds $1,600, the
entire cost of the item is to be added into the total of award costs
under the plan, notwithstanding that only $1,600 (or less) of such
cost is deductible.

Excludable amount

In the case of an employee achievement award the cost of which
is fully deductible by the employer under the dollar limitations of
section 274 (as amended by the bill),5 the fair market value of the
award is fully excludable from gross income by the employee. For
example, assume that an employer makes a length of service
achievement award (other than a qualified plan award) to an em-
ployee in the form of a crystal bowl, that the employer makes no
other length of service awards or safety achievement awards to
that employee in the same year, and that the employee has not re-
ceived a length of service award from the employer during the
prior four years. Assume further that the cost of the bowl to the
employer is $375, and that the fair market value of the bowl is
$415. The full fair market value of $415 is excludable from the em-
ployee’s gross income for income tax purposes under section 74 as
amended by the bill.

If any part of the cost of an employee achievement award ex-
ceeds the amount allowable as a deduction by an employer because
of the dollar limitations of section 274, however, then the exclusion
does not apply to the entire fair market value of the award. In
such a case, the employee must include in gross income the greater
of (i) an amount equal to the portion of the cost to the employer of
the award that is not allowable as a deduction to the employer (but
not an amount in excess of the fair market value of the award) and
(ii) the amount by which the fair market value of the award ex-
ceeds the maximum dollar amount allowable as a deduction to the
employer. The remaining portion of the fair market value of the
award is not included in the employee’s gross income for income
tax purposes.

Consider, for example, the case of a safety achievement award to
an eligible employee that is not a qualified plan award, and that
costs the employer $500; assume that no other employee achieve-
ment awards were made to the same employee during the taxable
year, and that safety achievement awards had not previously been
awarded during the year to more than 10 percent of eligible em-

5 In the case of a tax-exempt employer, the deduction limitation amount is that amount that
would be deductible if the employer were not exempt from taxation.
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gloyees of the employer. The employer’s deduction is limited to
400. The amount includible in gross income by the employee is the
greater of (1) $100 (the difference between the item’s cost and the
deduction limitation), and (2) the amount by which the item’s fair
market value exceeds the deduction limitation. If the fair market
value equals, for example, $475, $100 is includible in the employ-
ee’s income. If the fair market value equals $600, then $200 is in-
cludible in the employee’s income.

_ Except to the extent that the new section 74(c) exclusion or sec-
tion 132(e) applies, the fair market value of an employee award
(whether or not satisfying the definition of an employee achieve-
ment award) is includible in the employee’s gross income under
section 61, and is not excludable under section 74 (as amended by
the bill) or section 102 (gifts). The fair market value of an employee
award (or any portion thereof) that is not excludable from income
must be included by the employer on the employee’s Form W-2, as
is required under present law.

Any amount of an employee achievement award that is excluda-
ble from gross income under the bill is includible in wages or com-
pensation for employment tax (e.g., FICA tax) purposes.

The committee bill does not modify section 132(e), under which
de minimis fringe benefits are excluded from gross income. Thus,
an employee award is not includible in income if its fair market
value, after taking into account the frequency with which similar
benefits are provided by the employer to the employer’s employees,
is so small as to make accounting for it unreasonable or adminis-
tratively impracticable.

For purposes of sections 74 and 274 (as modified by the bill), an
employee award that is excludable under section 132(e) is disre-
garded in applying the rules regarding how frequently an individ-
ual may receive a length of service award, or how many employees
of an employer may receive a safety achievement award in the
same taxable year. Under appropriate circumstances, however, the
fact that an employer makes a practice of giving to its employees
length of service or safety achievement awards that qualify under
section 74 and 274 may affect the question of whether other items
given to such employees (particularly if given by reason of length
of service or safety achievement) qualify as de minimis fringe bene-
fits under section 132(e).

The question of whether it is unreasonable or administratively
impracticable (within the meaning of sec. 132(e)) to account for an
item may be affected by the existence of a program whereby the
taxpayer regularly accounts for. other like items and complies with
the statutory reporting requirements. Moreover, in some cases the
fact that a particular employee receives items having the maxi-
mum fair market value consistent, respectively, with the employee
achievement award and the de minimis fringe benefit exclusions
may suggest that the employer’s practice is not de minimis. This is
particularly so when employee awards and other items, purported-
ly within the scope of section 132(e), are provided to the same indi-
vidual in the same year.

The committee expects that the exclusion under section 132(e) for
a de minimis fringe benefit will apply, under appropriate circum-
stances, to traditional retirement gifts presented to an employee on
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his or her retirement after completing lengthy service, where the
section 74(c) exclusion for length of service awards does not apply
because the employee received such an award within the prior four
years. In considering whether an item presented upon retirement
qualifies as de minimis, the duration of the employee’s tenure with
the employer generally has relevance. For example, in the case of
an employee who has worked for an employer for 25 years, a retire-
ment gift of a gold watch may qualify for exclusion as a de minimis
fringe benefit even though gold watches given throughout the
period of employment would not so qualify for exclusion.

Effective Date

The provisions relating to the tax treatment of prizes and awards
are effective for awards made in taxable years beginning after De-
cember 31, 1986. '

Revenue Effect

The provisions relating to the tax treatment of prizes and awards
are estimated to decrease fiscal year budget receipts by $19 million
in 1987, $52 million in 1988, $55 million in 1989, $58 million in
1990, and $61 million in 1991.



E. Deductions for Personal Expenditures

1. Disallowance of itemized deduction for State and local sales
taxes (sec. 135 of the bill and sec. 164 of the Code)

Present Law

Under section 164, itemizers may deduct four types of State and
local taxes that are not incurred in a trade or business or in an
investment activity—individual income taxes, real property taxes,
personal property taxes, and general sales taxes.

Not all sales taxes imposed by State or local governments are de-
ductible by itemizers. To be deductible, the sales tax must be im-
posed on sales (either of property or of services) at the retail level.®
In addition, to be deductible the sales tax generally must apply at
one rate to a broad range of items. However, sales taxes imposed at
a lower rate on food, clothing, medical supplies, and motor vehicles
are also deductible.” Other State or local sales taxes, such as any
selective-rate taxes on sales of alcoholic beverages, tobacco, admis-
sions, or solely on services, generally are not allowable as itemized
deductions.

As an exception to the rule generally requiring taxpayers to sub-
stantiate deductions through recordkeeping, itemizers are permit-
ted to claim sales tax deductions derived from IRS-published tables.
These tables contain State-by-State estimates of liability for indi-
viduals at different income levels.8

Section 164(a) provides that, in addition to the deduction for cer-
tain taxes enumerated in that section, other State, local, and for-
eign taxes are deductible if paid or accrued in the taxable year in
carrying on a business or investment activity. However, a specific
provision of the Code (for example, secs. 189 and 263) may require
capitalization of certain otherwise deductible taxes.

8 This test may be satisfied in the case of a compensatory use tax, i.e,, a tax on the use, con-
sumption, or storage of an item that would have been subject to a general sales tax if sold in the
State or locality imposing the use tax (sec. 164(bX2XD)). .

7 In addition, the imposition of a sales tax on the purchase of motor vehicles at a rate higher
than the general sales tax rate does not completely preclude deductibility for such tax. The de-
duction of such a tax is limited to the rate of the general sales tax for the State (sec.
164(bX2XE)). . )

8 There is a separate table for each State having general sales taxes. The deductible amount is
based on the taxpayer’s AGI plus nontaxable items (such as nontaxed social security benefits)
and on the number of persons in the taxpayer’s household.

Local sales taxes also are imposed in various States. An additional amount for local taxes has
been built into the table for some of these jurisdictions. For other states having local sales taxes,
a further computation must be made after deriving the table amount (e.g., itemizers in one
State were allowed to add sales taxes on electricity or gas during May through October 1984 to
the table amount). Also, taxpayers generally may add to the table amount the actual State and
local sales taxes paid on purchases of a boat, airplane, motor vehicle, or certain other large

items.
(55)
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Reasons for Change

The committee believes that, as part of the approach of its bill to
reduce tax rates through base-broadening, it is appropriate to disal-
low the itemized deduction for State and local sales taxes. A
number of additional considerations support the committee’s deci-
sion.

First, itemized deductions already are not allowed under present
law for various types of State and local sales taxes—such as selec-
tive sales taxes on telephone and other utility services, admissions,
and sales of alcoholic beverages, tobacco, and gasoline. Also,
present law does not allow consumers any deduction to reflect the
inclusion in selling price of taxes levied at the wholesale or manu-
facturers’ level. The committee believes that extending nondeducti-
bility to all State and local sales taxes will improve the consistency
of Federal tax policy by not providing an income tax benefit for
any type-of consumption.

Further, to the extent that sales taxes are voluntary costs of pur-
chasing the consumer product or other items to which the taxes
apply, the deduction is unfair because it favors taxpayers with par-
ticular consumption patterns, and is inconsistent with the general
rule that costs of personal consumption by individuals are nonde-
ductible.

Second, although the committee is aware of arguments that
eliminating the sales tax deduction will provide unwarranted en-
couragement for States to shift away from these taxes and will be
unfair to States that retain them, the committee did not find per-
suasive evidence for this view. On the contrary, it is significant
how small a portion of general sales taxes paid by individuals actu-
ally are claimed as itemized deductions. Data from 1984 show that
less than one-quarter of all such taxes levied are claimed as item-
ized deductions. By contrast, well over one-half of State and local
income taxes paid by individuals are claimed as itemized deduc-
tions. The fact that the large majority of sales tax payments al-
ready are not claimed as itemized deductions under present law al-
leviates any effect of repealing the deduction on the regional distri-
bution of Federal income tax burdens or on the willingness of State
and local governments to use general sales taxes as revenue
sources.

Third, for itemizers who do not rely on the IRS-published tables
to estimate their deductible sales taxes, the deduction for sales
taxes involves substantial recordkeeping and computational bur-
dens, since the taxpayer must determine which sales taxes are de-
ductible, must keep receipts or invoices showing the tax paid on
each purchase, and must calculate the total of all deductible sales
taxes paid. Also, allowing State and local sales taxes to be deducted
creates legal controversies between taxpayers and the IRS regard-
ing what is a general, as opposed to a specific, sales tax. Thus, re-
pealing the deduction advances the committee’s goal of simplifying
the tax system for individuals.

For itemizers who do rely on the IRS tables, the amount of de-
ductions that individuals can take without challenge from the IRS
may vary significantly in particular instances from the amount of
general sales taxes actually paid to State and local governments.
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The tables do not provide accurate estimates for individuals who
have either lower or higher levels of consumption than the aver-
age, and do not reflect the fact that an individual may purchase
items in several States having different general sales tax rates. Ac-
cordingly, use of the tables neither accurately measures the
amount of disposable income an individual retains after paying
general sales taxes, nor accurately provides an appropriate Federal
tax benefit to residents of States that use general sales taxes.

The committee also believes that the tax treatment of sales taxes
incurred in a business or investment activity should be consistent
with that of other costs of capital assets. Thus, for example, the
amount of sales tax paid by a business on acquisition of depreciable
property for use in the business will be treated under the bill as
part of the cost of the acquired property for depreciation purposes.

Explanation of Provisions

The bill repeals the itemized deduction for State and local sales
taxes under section 164.

The bill also amends section 164(a) with respect to deductibility
or capitalization of State and local, or foreign, taxes incurred in a
business or section 212 activity, other than (1) State and local, and
foreign, real property taxes; (2) State and local personal property
taxes; (3) State and local, and foreign, income, war profits, and
excess profits taxes; and (4) the windfall profit tax (sec. 4986).
(Present law regarding the deductibility or capitalization of these
enumerated taxes is not changed by this provision of the bill, but
may be modified by Title III of the bill.) For a State, local, or for-
eign tax other than those enumerated in the first sentence of this
paragraph that is incurred by a taxpayer in connection with the
acquisition or disposition of property, the tax shall be treated, re-
spectively, as a part of the cost of the acquired property or as a
reduction in the amount realized on the disposition.

Effective Date

The provisions are effective for taxable years beginning after De-
cember 31, 1986.

Revenue Effect

The provisions are estimated to increase fiscal year budget re-
ceipts by $714 million in 1987, $4,621 million in 1988, $3,867 million
in 1989, $4,045 million in 1990, and $4,232 million in 1991.

2. Increased floor for itemized deduction for medical expenses
(sec. 134 of the bill and sec. 213 of the Code)

Present Law

In general

Individuals who itemize deductions may deduct amounts paid
during the taxable year, if not reimbursed by insurance or other-
wise, for medical care of the taxpayer and of the taxpayer's spouse
and dependents, to the extent that the total of such expenses ex-
ceeds five percent of adjusted gross income (sec. 213).
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Medical care expenses eligible for the deduction are amounts
paid by the taxpayer for (1) health insurance (including employee
contributions to employer health plans); (2) diagnosis, treatment, or
prevention of disease or malfunction of the body; (3) transportation
primarily for and essential to medical care; and (4) lodging away
from home primarily for and essential to medical care, up to $50
per night. The cost of a medicine or a drug is a medical care ex-
pense if it has been prescribed by a physician or is insulin.

Capital expenditures

Under Treasury regulations, the total cost of an unreimbursed
capital expenditure may be deductible in the year of acquisition as
a medical expense if its primary purpose is the taxpayer’s (or de-
pendent’s) medical care (Reg. sec. 1.213-1(e)(1)(iii)). Qualified capital
expenditures may include eyeglasses or contact lenses, motorized
chairs, crutches, and artificial teeth. The cost of a movable air con-
ditioner may qualify if purchased for the use of a sick person.

In addition, the cost of a permanent improvement to property
that ordinarily would not have a medical purpose (such as central
air conditioning or an elevator) may be deductible as a medical ex-
pense if directly related to prescribed medical care, but only for
any portion of the cost that exceeds the increased value of the
property attributable to the improvement. Related operating and
maintenance costs also may be deducted provided that the medical
reason for the capital expenditure continues to exist.

Under these rules, the Internal Revenue Service has treated as
medical expenses the cost of hand controls and other special equip-
ment installed in a car to permit its use by a physically handi-
capped individual, including a mechanical device to lift the individ-
ual into the car (Rev. Rul. 66-80, 1966-1 C.B. 57). Also, the IRS has
ruled that the additional costs of designing an automobile to ac-
commodate wheelchair passengers constitute medical expenses, in-
cluding the costs of adding ramps for entry and exit, rear doors
that open wide, floor locks to hold the wheelchairs in place, and a
raised roof giving the required headroom (Rev. Rul. 70-606, 1970-2
C.B. 66). Similarly, specialized equipment used with a telephone by
an individual with a hearing disability has been held deductible as
a medical expense, since it was acquired primarily to mitigate the
taxpayer’s condition of deafness (Rev. Rul. 71-48, 1971-1 C.B. 99).

The IRS also has ruled that capital expenditures to accommodate
a residence to a handicapped individual may be deductible as medi-
cal expenses (Rev. Rul. 70-395, 1970-2 C.B. 65). In that ruling, the
taxpayer was handicapped with arthritis and a severe heart condi-
tion; as a result, he could not climb stairs or get into or out of a
bathtub. On the advice of his doctor, he had bathroom plumbing
fixtures, including a shower stall, installed on the first floor of a
two-story house he rented. The lessor (an unrelated party) did not
assume any of the costs of acquiring or installing the special
plumbing fixtures and did not reduce the rent; the entire costs
were paid by the taxpayer. The IRS concluded that the primary
purpose of the acquisition and installment of the plumbing fixtures
was for medical care, and hence that such expenses were deducti-
ble as medical expenses.
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Reasons for Change

The committee believes that, as part of the approach of its bill to
reduce tax rates through base-broadening, it is appropriate to in-
crease the floor under the itemized deduction for medical expenses.

By utilizing a deduction floor of ten percent of the taxpayer’s ad-
justed gross income, the bill continues the benefit of deductibility
where an individual incurs extraordinary medical expenses—for
example, as a result of uninsured surgery, severe chronic disease,
or catastrophic illness. Thus, the bill retains deductibility where
the expenses for a year are so great that they absorb a substantial
portion of the taxpayer’s income and hence substantially affect the
taxpayer’s ability to pay taxes. The committee also believes that
the higher floor, by reducing the number of returns claiming the
deduction, will alleviate complexity associated with the deduction,
including substantiation and audit verification problems and nu-
merous definitional issues.

The committee also concluded that it is desirable to clarify that
certain capital expenditures incurred to accommodate a personal
residence to the needs of handicapped individuals, such as con-
struction of entrance ramps or widening of doorways to allow use
of wheelchairs, constitute medical expenses eligible for the deduc-
tion. The committee believes that this clarification is consistent
with Federal policies that seek to enable handicapped individuals
to live independently and productively in their homes and commu-
nities, thereby avoiding unnecessary institutionalization.

Explanation of Provision

- The bill increases the floor under the itemized medical expense
deduction from five to 10 percent of the taxpayer’s adjusted gross
income.

The committee clarifies that capital expenditures eligible for the
medical expense deduction include certain expenses incurred by a
physically handicapped individual for removing structural barriers
in his or her personal residence for the purpose of accommodating
his or her handicapped condition. These costs are expenditures for:
(1) constructing entrance or exit ramps to the residence; (2) widen-
ing doorways at entrances or exits to the residence; (3) widening or
otherwise modifying hallways and interior doorways to accommo-
date wheelchairs; (4) railings, support bars, or other modifications
to bathrooms to accommodate handicapped individuals; (5) lowering
of or other modifications to kitchen cabinets and equipment to ac-
commodate access by handicapped individuals; and (6) adjustment
of electrical outlets and fixtures. (The enumeration of these specific
types of expenditures is not intended to preclude the Treasury
from identifying in regulations or rulings similar expenditures for
accommodating personal residences for physically handicapped in-
dividuals that would be eligible for deductibility as medical ex-

nses.)
peThe committee believes that the six categories of expenditures
listed above would not add to the fair market value of a personal
residence and hence intends that such expenditures are to count in
full as eligible for the medical expense deduction.
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Effective Date

The provision (increasing the deduction floor) is effective for tax-
able years beginning after December 31, 1986.

Revenue Effect

The provision is estimated to increase fiscal year budget receipts
by $350 million in 1987, $2,313 million in 1988, $2,225 million in
1989, $2,305 million in 1990, and $2,388 million in 1991.

3. Deductibility of mortgage interest and taxes allocable to tax-
free allowances for ministers and military personnel (sec. 144
of the bill and sec. 265(1) of the Code)

Present Law

Code section 265(1) disallows deductions for expenses allocable to
tax-exempt income, such as expenses incurred in earning income
on tax-exempt investments. In addition, that provision has been ap-
plied in certain cases where the use of tax-exempt income is suffi-
ciently related to the generation of a deduction to warrant disal-
lowance of that deduction.

Section 107 provides that gross income does not include (1) the
rental value of a home furnished to a minister as part of compensa-
tion, or (2) the rental allowance paid to a minister as part of com-
pensation, to the extent the allowance is used to rent or provide a
home. In January, 1983, the Internal Revenue Service ruled that
section 265(1) precludes a minister from taking deductions for
mortgage interest and real estate taxes on a residence to the extent
that such expenditures are allocable to a tax-free housing allow-
ance received by the minister (Rev. Rul. 83-3, 1983-1 C.B. 72). This
ruling revoked a 1962 ruling which had taken a contrary position.
In its 1983 ruling, the IRS stated that where a taxpayer incurs ex-
penses for purposes for which tax-exempt income was received, per-
mitting a full deduction for such expenses would lead to a double
ben:tf:t not allowed under section 265(1) as interpreted by the
courts.

The 1983 ruling generally was made applicable beginning July 1,
1983. However, for a minister who owned and occupied a home
before January 3, 1983 (or had a contract to purchase a home
before that date), the deduction disallowance rule was delayed hy
the IRS until January 1, 1985, with respect to such home (IRS Ann.
83-100). This transitional rule effective date was extended through.
1985 by section 1052 of the Deficit Reduction Act of 1984 (P.L. 98-
369) and through 1986 by administrative action of the IRS (Rev.
Rul. 85-96, 1985-29 L.R.B. 7).

In July 1985, the IRS announced that it had not “concluded its
consideration of the question of whether members of the uniformed
services are entitled, under current law, to take deductions on their
income tax returns for home mortgage interest and property taxes
to the extent they receive tax-free housing allowances from the
Federal Government” (IRS Ann. 85-104). The IRS also stated that
“any determination on the issue that would adversely affect mem-
bers of the uniformed services will not be applied to home mort-
gage interest and property taxes paid before 1987.” ‘
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For purposes of this rule, the IRS stated, the uniformed services
include all branches of the armed forces, the National Oceanic and
‘Atmospheric Administration, and the Public Health Service. Eligi-
ble members of such services, the IRS announcement stated, are
entitled to receive tax-free housing and subsistence allowances if
they.do not reside on a-Federal base (see Treas. Reg. sec. 1.61-2(b)).

Reasons for Change

The committee believes that it is appropriate to continue the
long-standing tax treatment with respect to deductions for mort-
gage interest and real property taxes claimed by ministers and
military personnel who receive tax-free housing allowances. In de-
termining the level of regular military compensation, the Federal
Government has assumed that such treatment would be continued.

Explanation of Provision

Under the bill, Code section 265(1) shall not disallow deductions
for mortgage interest or real property taxes paid or incurred with
respect to a personal residence by (1) a minister, on account of a
parsonage allowance that is excludable from gross income under
section 107, or (2) a member of a military service, on account of a
subsistence, quarters, or other housing allowance under Federal
law. The term military service means the Army, Navy, Air Force,
Marine Corps, Coast Guard, National Oceanic and Atmospheric Ad-
ministration, and Public Health Service.

Effective Date

The provision applies for taxable years beginning before, on, or
after December 31, 1986. The bill does not allow taxpayers to
reopen any taxable years closed by the statute of limitations to
claim refunds based on the provision.

Revenue Effect

The provision is estimated to reduce fiscal year budget receipts
by less than $5 million annually.



F. Expenses for Business or Investment

1. Limitations on deductions for meals, travel, and entertainment
(sec. 142 of the bill and secs. 162, 212, 274 and 6653 of the

Code)
Present Law

Overview

In general, deductions are allowable for ordinary and necessary
expenditures paid or incurred in carrying on a trade or business or
for the production or collection of income (Code secs. 162, 212),
Travel expenses incurred while away from home in the pursuit of a
trade or business, including amounts expended for meals and lodg-
ing (other than amounts that are lavish or extravagant under the
circumstances), generally qualify for the deduction (sec. 162(a)(2)).

The taxpayer bears the burden of proving both the eligibility of
an expenditure as a deduction and also the amount of any such eli-
gible expenditure.® In addition, certain limitations and special sub-
stantiation requirements apply to travel and entertainment deduc-
tions (sec. 274). Taxpayers are subject to penalties if any part of an
underpayment of tax (e.g., because of improperly claimed deduc-
tions) is due to negligence or intentional disregard of rules or regu-
lations (sec. 6653(a)) or due to fraud (sec. 6653(b)).

No deduction is allowed for personal, family, or living expenses
(sec. 262). For example, the costs of commuting to and from work
are nondeductible personal expenses.1?

The Code also provides that no deduction is allowed for a pay-
ment that is illegal under any Federal law or State law (but only if
such State law is generally enforced) that subjects the payor to a
criminal penalty or the loss of a license or privilege to engage in a
trade or business. For example, if paying more than the face value
for a ticket (“scalping”) is illegal under an enforced State law, this
rule would disallow any otherwise available deduction of such pay-
ments as business entertainment expenses.

Entertainment activities

In general

Under present law, expenditures relating to activities generally
considered to constitute entertainment, amusement, or recreation
are deductible only if the taxpayer establishes that (1) the item was
directly related to the active conduct of the taxpayer’s business or
(2), in the case of an item directly preceding or following a substan-
tial and bona fide business discussion, the item was associated with

° See, e.g., Interstate Transit Lines v. Comm’r, 319 U.S. 590, 593 (1943); Comm'r v. Heininger,
320 U.S. 467 (1943).
10 Fausner v. Comm'r, 413 U.S. 838 (1973).

(62)
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the active conduct of the taxpayer’s business. The “directly relat-
ed” and “associated with” tests are intended to require a more
proximate relation between the entertainment expense and the
taxpayer’s business than would be required under the “ordinary
and necessary” requirement applicable to all business expenses (in-
cluding business entertainment expenses).

These special requirements apply (subject to ten statutory excep-
tions under present law discussed in greater detail below) to ex-
penses of the taxpayer and the taxpayer’s guests such as expenses
incurred at nightclubs, cocktail lounges, theaters, country clubs,
golf and athletic clubs, and sporting events, and on hunting, fish-
ing, or vacation trips or yachts, as well as to expenses of providing
food or beverages, lodging not used for business purposes, or the
personal use of employer-provided automobiles. If either statutory
test is met or an exception applies, entertainment expenses of the
taxpayer as well as entertainment expenses of the taxpayer’s busi-
ness guests (such as present or potential customers or clients, legal
or business advisors, suppliers, etc.) are deductible (assuming all
generally applicable requirements are satisfied).

“Directly related” test

The regulations under section 274 provide several alternative
tests for satisfying the “directly related” requirement, generally
designed to require the taxpayer to show a clear business purpose
for the expenditure and a reasonable expectation of business bene-
fits to be derived from the expenditure. For example, under the
“active business discussion” test, the taxpayer must have actively
engaged in a business meeting during the entertainment period for
the purpose of business benefit, and must have had more than a
general expectation of deriving some income or other business ben-
efit (other than merely goodwill) at some indefinite future time.

The regulations presume that the ‘‘active business discussion”
test is not met if the entertainment occurred under circumstances
where there was little or no possibility of engaging in business. For
example, the test is presumed not to have been met if there were
substantial distractions, e.g., because the entertainment took place
at a nightclub or a cocktail party, or if the taxpayer met with a
group including nonbusiness-related individuals at a vacation
resort.

Even if the “active business discussion” test is not met, enter-
tainment expenses are deemed ‘directly related” to business and
hence satisfy the special section 274 limitation if incurred in a
“clear business setting” directly in furtherance of the taxpayer’s
business. For example, the ‘“clear business setting” test is met for
expenses of entertainment taking place in a hospitality room at a
convention, where business goodwill may be generated through the
display of business products, or where civic leaders are entertained
at the opening of a new hotel or theatrical production, provided
that the clear purpose is to obtain business publicity. However, be-
cause of distracting circumstances, entertainment is presumed not
to have occurred in a clear business setting in the case of a meet-
ing or discussion taking place at a nightclub, theater, or sporting
event, or during a cocktail party.
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“Associated with” test

The second category of entertainment expenditures that are de-
ductible under present law are expenses associated with the tax-
payer’s business that are incurred directly preceding or following a
substantial and bona fide business discussion. This test generally
permits the deduction of entertainment costs intended to encourage
goodwill, where the taxpayer establishes a clear business purpose
for the expenditure. Entertainment costs for the taxpayer’s spouse,
or the spouses of business customers, also may qualify for deduc-
tion under this test if meeting the general ordinary and necessary
standard.

The “associated with” test does not require that business actual-
ly be transacted or discussed during the entertainment, that the
discussion and entertainment take place on the same day, that the
discussion last for any specified period, or that more time be devot-
ed to business than to entertainment. Thus, if a taxpayer conducts
negotiations with a group of business associates and that evening
entertains them and their spouses at a restaurant, theater, concert,
or sporting event, the entertainment expenses generally are de-
ductible as “associated with” the active conduct of the taxpayer’s
business, even though the purpose of the entertainment is merely
to promote goodwill. Entertainment taking place between business
sessions or during evening hours at a convention is treated as di-
rectly preceding or following a business discussion.

Entertainment facilities

The section 274 rules were amended by the Revenue Act of 1978
to disallow any deduction (or the investment tax credit) for the cost
of entertainment facilities, unless one of the specific statutory ex-
ceptions applies. This general disallowance rule applies to property
such as “skyboxes” in sports arenas, tennis courts, bowling alleys,
yachts, swimming pools, hunting lodges, fishing camps, and vaca-
tion resorts.

Dues or fees paid to a social, athletic, or sporting club are deduct-
ible provided that more than half the taxpayer’s use of the club is
in furtherance of the taxpayer’'s business and the item is directly
related to the active conduct of the taxpayer’s business. The ex-
penses of box seats and season tickets to theaters and sporting
events-are not disallowed as expenses related to entertainment fa-
cilities. Instead, such costs are fully deductible if they meet the
tests applied to entertainment activities.

Exceptions for certain entertainment

In general

There are ten statutory exceptions to the general section 274
rules that an entertainment, recreation, or amusement activity ex-
penditure must satisfy either the “directly related” or “associated
with” tests, and that entertainment facility costs are not deducti-
ble. If an exception applies, the entertainment expenditure is de-
ductible if it is ordinary and necessary and if any applicable sec-
tion 274(d) substantiation requirements are satisfied.

These exceptions are for (1) business meals (discussed below), (2)
food and beverage furnished to employees on the taxpayer’s busi-
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ness premises, (3) entertainment expenses treated by the employer
and employee as compensation to the employee, (4) expenses paid
by the taxpayer under a reimbusement or other expense allowance
arrangement in connection with the performance of services, (5) ex-
penses for recreational, social, or similar facilities or activities for
the benefit of employees generally, (6) entertainment expenses di-
rectly related to bona fide meetings of a taxpayer’s employees,
stockholders, or directors, (7) entertainment expenses directly relat-
ed to and necessary to attendance at a business meeting or conven-
tion of a tax-exempt trade association, (8) expenditures for enter-
tainment (or a related facility) made available by the taxpayer to
the general public, (9) expenses for entertainment sold by the tax-
payer to the public, and (10) expenses includible in the income of
persons who are not employees.

The regulations under section 274 provide that entertainment ex-
penditures are not deductible to the extent they are lavish or ex-
travagant. The Internal Revenue Service has not interpreted this
provision to disallow deductions merely because entertainment ex-
penses exceed a fixed dollar amount, are incurred at expensive res-
taurants, hotels, nightclubs, or resorts, or because they involve
grl.‘;t-glzags)s accommodations or services (see Rev. Rul. 63-144, 1963-2

Meals

Expenses for food and beverage are deductible, without regard to
the “directly related” or “associated with” requirements generally
applicable to entertainment expenses, if the meal or drinks take
place in an atmosphere conducive to business discussion (sec.
274(eX1)). In general, the deduction covers both the expenses of the
taxpayer’s business guest and of the taxpayer, notwithstanding
that meal expenses of an individual (unless incurred away from
home on a business trip) otherwise are nondeductible personal ex-
penses.

There is no requirement that business actually be discussed
either before, during, or after the meal. For example, if the taxpay-
er takes a potential customer to breakfast, lunch, or dinner at a
restaurant or hotel, or to a bar for drinks, the costs of the food and
beverages are deductible whether or not any business is discussed.
The legislative history of the 1962 Act indicates that this “business
meals” exception to section 274(a) thus exempts a significant por-
tion of business “goodwill” entertaining from the restrictions gen-
erally applicable to entertainment expenses.

Under the exception, meals in a restaurant or hotel dining room
are deductible in the absence of distractions such as floor shows.
Business entertaining at the taxpayer’s home also qualifies if the
taxpayer shows that the expenditure was commercially, rather
than socially, motivated. In such situations, expenditures for meals
of a customer’s spouse, and for the taxpayer’s spouse who helps en-
tertain a business customer, are deductible if they meet the general
“ordinary and necessary” standard. However, entertainment at a
night club, sporting event, or large cocktail party generally does
not qualify for the business meal exception.
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Travel expenses

Away from home travel

Traveling expenses incurred by the taxpayer while “away from
home” in the conduct of a trade or business (e.g., where the taxpay-
er travels to another city for business reasons and stays there over-
night) generally are deductible if the ordinary and necessary stand-
ard is met. The “away from home” deduction applies to personal
living expenses such as food and lodging incurred during the trip.
However, travel deductions for meals and lodging are subject to
disallowance if they are “lavish and extravagant” (sec. 162(a)2)),
and must be substantiated pursuant to section 274(d).

Additional rules apply in the case of travel outside the United
States (sec. 274(c)). In general, if an individual engages in both busi-
ness and personal activities while outside the United States, the de-
duction is computed by multiplying the otherwise allowable
amount by the ratio of business days to total number of days
abroad. However, this allocation is not required for travel not ex-
ceeding one week; where vacation purposes were not a major con-
sideration in the travel; or if less than 25 percent of the total travel
days were spent on nonbusiness activities.

Foreign conventions; cruise ship conventions

No deductions for expenses allocable to a convention, seminar, or
similar meeting held outside the “North American area” are al-
lowed unless (a) the taxpayer establishes that the convention is re-
lated directly to the active conduct of the taxpayer’s trade or busi-
ness; and (b) the taxpayer establishes that it is as reasonable for
the meeting to be held outside the North American area as within
it, taking into account certain specified factors. The factors to be
taken into account, in the manner prescribed by Treasury regula-
tions, include the purpose of and activities at the convention; the
purposes and activities of the convention sponsor; and the resi-
dences of the members of the sponsor. If the taxpayer satisfies
these special foreign convention requirements, the general foreign
travel allocation rules (sec. 274(c)) also may apply.

Section 274(h)(3) defines the North American area as the United
States, its possessions, the Trust Territory of the Pacific Islands,
Canada, and Mexico. Under the Carribbean Basin Economic Recov-
ery Act of 1983 (P.L. 98-67), qualifying Caribbean countries may be
included within the North American area if three requirements
are met (sec. 274(h)(6)).

First, the Caribbean country must be a “beneficiary country”
designated by the President as described in section 212(a)(1)(A) of
the 1983 statute; 27 Caribbean countries are listed, including all
major Caribbean countries except Cuba. In addition, Bermuda also
can be a country designated by the President. Second, the Caribbe-
an country must enter into an exchange of information agreement
with the United States relating to tax matters. Third, the deduc-
tion is not available if the Secretary of the Treasury finds that the
tax laws of the country discriminate against conventions held in
this country.

Deductions for conventions held on cruise ships are limited to
$2,000 per taxpayer per year, and are wholly disallowed unless the
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cruise ship is registered in the United States and stops only at
ports of call in this country (including United States possessions)
(sec. 274(h)2)).

Traveling costs as deductible education expenses

Traveling expenses may be deductible as business expenses if the
travel (1) maintains or improves existing employment skills or is
required by the taxpayer’s employer or by applicable rules or regu-
lations, and (2) is directly related to the taxpayer’s duties in his or
her employment or trade or business. Examples of travel expenses
that may qualify for this deduction, depending on the particular
circumstances, include the expenses of a trip to France by a teach-
er of French who is on sabbatical leave from school, and a manage-
ment professor’s tour of foreign businesses.

General substantiation requirements

As a general rule, deductions for travel, entertainment, and cer-
tain gift expenses are subject to stricter substantiation require-
ments than most other business deductions (sec. 274(d)). These
stricter rules were enacted because Congress recognized that “in
many instances deductions are obtained by disguising personal ex-
penses as business expenses.”’!!

Under the section 274 rules, the taxpayer must substantiate by
adequate records, or sufficient evidence corroborating the taxpay-
er’s statement, (1) the amount of the expense or item subject to sec-
tion 274(d); (2) the time and place of the travel, entertainment,
amusement, recreation, or use of the facility or property, or the
date and description of the gift; (8) the business purpose of the ex-
pense or other item; and (4) the business relationship to the taxpay-
er of persons entertained, using the facility or property, or receiv-
ing the gift. These substantiation rules apply to: (1) traveling ex-
penses (including meals and lodging while away from home); (2) ex-
penditures with respect to entertainment, amusement, or recrea-
tion activities or facilities; and (3) business gifts. In addition, the
Tax Reform Act of 1984 made additional property subject to the
section 274(d) rules, including automobiles used for local tra\{el;
these additional categories of expense became subject to the section
274(d) substantiation requirements on January 1, 1986.

Reasons for Change

In general

Since the 1960’s, the Congress has sought to address various as-
pects of deductions for meals, entertainment, and travel expenses
that the Congress and the public have viewed as unfairly benefit-
ing those taxpayers who are able to take advantage of the tax ben-
efit of deductibility. In his 1961 Tax Message, President Kennedy
reported that “too many firms and individuals have devised means
of deducting too many personal living expenses as business ex-
penses, thereby charging a large part of their cost to the Federal
Government.” He stated: “This is a matter of national concern, af-
fecting not only our public revenues, our sense of fairness, and our

11 H, Rpt. No. 87-1447, 87th Cong., 2d Sess. (1962), at 19.
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respect for the tax system, but our moral and business practices as
well.”

The committee shares these concerns, and believes that these
concerns are not addressed adequately by present law. In general,
present law requires some heightened showing of a business pur-
pose for travel and entertainment costs, as well as stricter substan-
tiation requirements than those applying generally to all business
deductions. However, the present-law approach fails to address a
basic issue inherent in allowing deductions for many travel and en-
tertainment expenditures—the fact that, even if reported accurate-
ly and having some connection with the taxpayer’s business, such
expenditures also convey substantial personal benefits to the recipi-
ents.

The committee believes that present law, by not focusing suffi-
ciently on the personal-consumption element of deductible meal
and entertainment expenses, unfairly permits taxpayers who can
arrange business settings for personal consumption to receive, in
effect, a Federal tax subsidy for such consumption that is not avail-
able to other taxpayers. The taxpayers who benefit from deductibil-
ity under present law tend to have relatively high incomes, and in
some cases the consumption may bear only a loose relationship to
business necessity. For example, when executives have dinner at
an expensive restaurant following business discussions and then
deduct the cost of the meal, the fact that there may be some bona
fide business connection does not alter the imbalance between the
treatment of those persons, who have effectively transferred a por-
tion of the cost of their meal to the Federal Government, and other
individuals, who cannot deduct the cost of their meals.

The significance of this imbalance is heightened by the fact that
business travel and entertainment often may be more lavish than
comparable activities in a nonbusiness setting. For example, meals
at expensive restaurants and season tickets at sporting events are
purchased to a significant degree by taxpayers who claim business
deductions for these expenses. This disparity is highly visible, and
contributes to public perceptions that the tax system is unfair.
Polls indicate that the public identifies the deductibility of normal
personal expenses such as meals to be one of the most significant
ele;n:nts of disrespect for and dissatisfaction with the present tax
system.

In light of these considerations, the committee bill generally re-
duces by 20 percent the amount of otherwise allowable deductions
for business meals and entertainment. This reduction rule reflects
the fact that meals and entertainment inherently involve an ele-
ment of personal living expenses, but still allows an 80 percent de-
duction where such expenses also have an identifiable business re-
lationship. The bill also tightens the requirements for establishing
a bona fide business reason for claiming meal and entertainment
expenses as deductions. The bill includes exceptions to the general
percentage reduction rule for certain traditional employer-paid rec-
reational expenses for employees, de minimis fringe benefits, pro-
motional activities made available to the general public, costs for
certain sports events related to charitable fundraising, and meals
provided as an integral part of certain business meeting programs
during 1987-88.
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Required business purpose for meals

In certain respects, more liberal deduction rules are provided
under present law with respect to business meals than other enter-
tainment expenses, both as to the underlying legal requirements
for deductibility and as to substantiation requirements. The com-
mittee believes that more uniform deduction rules should apply. In
addition, the committee believes that business meals should be de-
ductible only if the meal has a clear business purpose currently re-
lated to the active conduct of the taxpayer’s trade or business. The
committee also believes that special penalties should apply when
taxpayers fraudulently or negligently claim business meal deduc-
tions to which they are not entitled.

Excess ticket costs

In some cases, taxpayers may claim entertainment expense de-
ductions for ticket purchases that exceed the face value of the tick-
ets. For example, a taxpayer may pay an amount in excess of the
face price to a “scalper” or ticket agent. The committee believes
that deductions for ticket costs in excess of the face value amount
generally should not be allowed. However, this limitation does not
apply to ticket expenses for sports events meeting certain require-
ments under the bill relating to charitable fundraising.

Luxury water travel

The committee believes that present law may allow excessive de-
ductions for business travel undertaken by luxury water travel
(e.g., by cruise ship). Taxpayers who engage in luxury water travel
ostensibly for business purposes may have chosen this means of
travel for personal enjoyment over other reasonable alternatives
that may better serve business purposes by being faster and less
expensive. Also, the costs of cruise ship travel may include ele-
ments of entertainment and meals (not separately charged) that
are not present in other transportation. Accordingly, the commit-
tee bill generally places per diem dollar limitations on deductions
for luxury water transportation.

Travel as a form of education

The committee is concerned about deductions claimed for travel
as a form of education. The committee believes that any business
purpose served by traveling for general educational purposes, in
the absence of a specific need such as engaging in research which
can only be performed at a particular facility, is at most indirect
and insubstantial. By contrast, travel as a form of education may
provide substantial personal benefits by permitting some individ-
uals in particular professions to deduct the cost of a vacation, while
most individuals must pay for vacation trips out of after-tax dol-
lars, no matter how educationally stimulating the travel may be.
Accordingly, the committee bill disallows deductions for travel that
can be claimed only on the ground that the travel itself is educa-
tional, but permits deductions for travel that is a necessary adjunct
to engaging in an activity that gives rise to a business deduction
relating to education.
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Expenses for nonbusiness conventions

The committee is concerned about deductions claimed for travel
and other costs of attending conventions or other meetings that
relate to financial or tax planning of investors, rather than to a
trade or business of the taxpayer. For example, individuals claim
deductions for attending seminars about investments in securities
or tax shelters. In many cases, these seminars are held in locations
(including some that are overseas) that are attractive for vacation
purposes, and are structured so as to permit extensive leisure ac-
tivities on the part of attendees.

Since investment purposes do not relate to the taxpayer’s means
of earning a livelihood (i.e., a trade or business), the committee be-
lieves that these abuses, along with the personal consumption issue
that arises with respect to any deduction for personal living ex-
penses, justify denial of any deduction for the costs of attending a
nonbusiness seminar or similar meeting that does not relate to a
trade or business of the taxpayer. However, this disallowance rule
does not apply to expenses incurred by a taxpayer in attending a
convention, seminar, sales meeting, or similar meeting relating to
the trade or business of the taxpayer.

Foreign convention rules

The committee believes that it is appropriate to provide that Ber-
muda will be treated as within the North American area for pur-
poses of the foreign convention deductibility rules if the President
certifies that such treatment is in the national security interest of
the United States and that the information exchange programs of
Bermuda do not materially impede the administration and enforce-
ment of U.S. tax laws.

Explanation of Provisions
a. Percentage reduction for meal and entertainment expenses

In general

Under the bill, the amount of an otherwise allowable deduction
for a meal or entertainment expense is reduced by 20 percent. For
example, if a-taxpayer spends $100 for a business meal which, but
for this rule, would be fully deductible, the amount of the allowable
deduction is $80.

For purposes of this rule, meals and entertainment activities
generally are defined as under present law. Thus, 20 percent of an
otherwise allowable deduction for food or beverages, including food
or beverage costs incurred in the course of travel away from home,
is disallowed. Similarly, the cost of a meal furnished by an employ-.
er to employees on the employer’s premises is subject to the rule..
-An entertainment activity is defined, for purposes of this rule, in
accordance with section 274(a)(1XA), i.e., as an activity which is of a
type generally considered to constitute entertainment, amusement,
or recreation. (See discussion below of certain exceptions to the per-
centage reduction rule.)

In determining the amount of the otherwise allowable deduction
that is subject to reduction under this rule, expenses for taxes and
tips relating to a meal or entertainment activity are included. For
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example, in the case of a business meal for which the taxpayer
pays $50, plus $4 in tax and $10 in tips, the amount of the deduc-
tion cannot exceed $51.20 (80 percent of $64). Expenses such as
cover charges for admission to a night club, the amount paid for a
room which the taxpayer rents for a dinner or cocktail party, or
the amount paid for parking at a sports arena in order to attend
an entertainment event there, likewise are deductible only to the
extent of 80 percent under the rule. However, an otherwise allow-
able deduction for the cost of transportation to and from a business
muﬁal (e.g., cab fare to a restaurant) is not reduced pursuant to the
rule.

The percentage reduction rule is applied only after determining
the amount of the otherwise allowable deduction under sections
162 and 274. Meal and entertainment expenses first are limited to
the extent (if any) required pursuant to other applicable rules set
forthlizn section 162 or section 274, and then are reduced by 20 per-
cent.

For example, if a travel meal costs $100, but, under section
162(a)2), $40 of that amount is disallowed as “lavish and extrava-
gant,” then the remaining $60 is reduced by 20 percent, leaving a
deduction of $48. Similarly, when a taxpayer buys a ticket to an
entertainment event for more than the ticket’s face value, the de-
duction cannot exceed 80 percent of the face value of the ticket.
However, the effect of the percentage disallowance rule is deter-
mined prior to application of deduction limits other than those con-
tained in sections 162 and 274.

Exceptions to percentage reduction rule

The bill provides certain exceptions to the applicability of the
percentage reduction rule.

First, the cost of a meal or of an entertainment activity is fully
deductible if the full value thereof is taxed as compensation to the
recipients (whether or not they are employees) or is excludable
under section 132, pursuant to either the subsidized eating facility
exclusion or the exclusion for de minimis fringe benefits. For exam-
ple, a transfer for business purposes of a packaged food or beverage
item (e.g., a holiday turkey or ham, fruitcake, or bottle of wine) is
not subject to the percentage reduction rule where the de minimis
fringe benefit exclusion applies.

Second, in the case of a taxpayer who is reimbursed for the cost
of a meal or of entertainment, the percentage reduction rule in-
stead applies to the party making the reimbursement. This excep-
tion may apply, for example, in the case of a salesperson who pays
for a lunch with a customer at which a sales contract is discussed
and then is reimbursed by his or her employer; in that case, the
employer could deduct only 80 percent of the reimbursement.

Third, the percentage reduction rule does not apply in the case of
certain traditional recreational expenses for employees that are
paid by employers. For example, this exception may apply in the

12 However, in the case of a separately stated meal or entertainment cost incurred in the
course of luxury water travel, the percentage disallowance rule is applied prior to application of
the limitation on luxury water travel expenses (discussed below).
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case of an employer’s deduction for reasonable costs of a year-end
holiday party or a summer outing for employees and their spouses.

Fourth, the reduction rule does not apply in the case of items,
such as samples and promotional activities, that are made avail-
able to the general public. For example, if the owner of a hardware
store advertises that tickets to a baseball game will be provided to
the first 50 people who visit the store on a particular date, or who
purchase an item from the store during a sale, then the full
amount of the face value of the tickets is deductible by the owner.
Similarly, a wine merchant who permits potential customers to
sample wine of the type that the merchant is offering for sale may
deduct in full the cost of wine used as a sample, along with reason-
able costs that are associated with the winetasting (e.g., food that is
provided with the wine to demonstrate the suitability of the wine
for particular types of meals.)

Fifth, expenses for attendance at a sports event, to the extent
otherwise allowable as a business deduction, are not subject to the
percentage reduction rule if the event meets certain requirements
related to charitable fundraising. In order for such costs to be fully
deductible as a business expense under this rule, the event must (1)
be organized for the primary purpose of benefiting a tax-exempt
charitable organization (described in sec. 501(c)3)), (2) contribute
100 percent of the net proceeds to the charity, and (3) use volun-
teers for substantially all work performed in carrying out the
event. This rule applies to the cost of a ticket package, i.e., the
amount paid both for seating at the event, and for related services
such as parking, use of entertainment areas, contestant positions,
and meals furnished at and as part of the event.

For example, a golf tournament that donates all of the net pro-
ceeds from the event to charity is eligible to qualify under this ex-
ception. Such a tournament would not fail to qualify solely because
it offered prize money to golfers who participated, or used paid con-
cessionaires or security personnel. However, the committee intends
that tickets to college or high school football or basketball games or
other similar scholastic events will not qualify under the exception.
Such games generally do not satisfy the requirement that substan-
tially all work be performed by volunteers, if the institutions (or
parties acting on their behalf) pay individuals to perform such
services as coaching or recruiting.

Sixth, the cost of providing meals or entertainment is fully de-
ductible to the extent that it is sold by the taxpayer in a bona fide
transaction for an adequate and full consideration in money or
money’s worth. For example, a restaurant may deduct the full
amount of its ordinary and necessary expenses in providing meals
to paying customers.

Seventh, the full cost of a meal that is provided as an integral
part of a qualified banquet meeting (if charges for the meal are not
separately stated) will be deductible for calendar years 1987 and
1988. Beginning on or after January 1, 1989, the 80-percent reduc-
tion rule will apply to qualified banquet meeting meals in the same
manner as to other business meals.

For purposes of this two-year exception, the term banquet meet-
ing means a convention, seminar, annual meeting, or similar busi-
ness program that includes the meal. The exception applies only if
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more than 50 percent of the participants at the banquet meeting
are away from home (i.e,, can deduct travel expenses under the
“overnight” rule); (2) at least 40 persons attend the banquet meet-
ing; and (3) the meal event is part of the banquet meeting and in-
cludes a speaker.

b. Additional requirements relating to meals

The committee bill also makes certain changes in the legal and
subasltsantxatlon requirements applying to deductions for business
meals.

First, the bill provides that a meal expense, like other entertain-
ment expenses under present law, is not deductible unless the tax-
payer establishes that the item was directly related to the active
conduct of the taxpayer’s trade or business, or, in the case of an
item directly preceding or following a substantial and bona fide
business discussion (including business meetings at a convention or
otherwise), that the item was associated with the active conduct of
the taxpayer’s trade or business. Under this standard, a business
meal expense generally is not deductible unless there is a substan-
tial and bona fide business discussion during, directly preceding, or
directly following the meal. However, in the case of an individual
who is away from home in the pursuit of a trade or business and
who eats alone, the absence of a business discussion does not pre-
clude satisfying the “directly related” or “associated with” require-
ment.

For purposes of deducting meal expenses, the business discussion
requirement (applying to any business meal other than one con-
sumed alone by an individual who is away from home in the pur-
suit of a trade or business) is deemed not to have been met if nei-
ther the taxpayer nor any employee of the taxpayer is present at
the meal. Thus, for example, if the taxpayer reserves a table at a
business dinner but neither the taxpayer nor an employee of the
taxpayer attends the dinner, no deduction will be allowed. Similar-
ly, if one party to a contract negotiation buys dinner for other par-
ties involved in the negotiations, but does not attend the dinner,
the deduction is denied even if the other parties engage in a busi-
ness discussion.!3

For purposes of this rule, an independent contractor who renders
significant services to the taxpayer (other than attending meals on
the taxpayer’s behalf, or providing services relating to meals) is
treated as an employee, if he or she attends the =~ eal in connection
with such performance of services. Thus, for example, an attorney
who was retained by a taxpayer to represent the taxpayer in a par-
ticular legal proceeding would be treated as an employee of the
taxpayer for purposes of this rule, if the attorney represented the
taxpayer at a business meal at which the legal proceeding was dis-
cussed.

Second, the bill provides that the cost of a business meal is not
deductible unless the meal has a clear business purpose currently
related to the active conduct of a trade or business. This require-

13 However, the requirement that the taxpayer be present does not apply in the case of a
transfer for business purposes of a packaged food or beverage item, such as a holiday turkey,
ham, fruitcake, or bottle of wine.
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ment is stricter than the generally applicable requirement for de-
ducting meal and entertainment expenses (described above). Thus,
the clear business purpose requirement is not satisfied in the case
of a meal at which the business discussion does not concern a spe-
cific business transaction or arrangement. In addition, the cost of a
meal is not deductible if it serves non-trade or business purposes of
the taxpayer (e.g., investment purposes) rather than trade or busi-
ness purposes and thus under present law would give rise to a de-
duction (if at all) under section 212 rather than section 162,

Third, the bill makes explicit that the statutory rule under
present law disallowing deductions for certain lavish and extrava-
gant travel expenses (including for meals) applies to all business
meals. Thus, it applies whether or not the expense is incurred
while the taxpayer is away from home, and whether or not the tax-
payer incurs the expense alone .or with others.

Finally, under the bill, to the extent that a taxpayer claims busi-
ness meal deductions to which the taxpayer is not legally entitled,
a special penalty rule applies if the error is negligent or fraudu-
lent. If the erroneous deduction was due to negligence or disregard
of rules and regulations, the otherwise applicable negligence penal-
ty will not be less than 50 percent of the underpayment resulting
from the improperly claimed deduction. If the error is due to fraud,
the penalty equals 100 percent of the extra amount of tax due.

The rules of the bill reflect the committee’s concerns about de-
ductions claimed for meals that do not clearly serve business pur-
poses or are not adequately substantiated. In keeping with these
concerns, the committee expects the Treasury to adopt regulations
providing, to the extent reasonable, stricter substantiation require-
ments for business meal deductions. For example, such regulations
could relate to the need for documentary evidence, such as a res-
taurant receipt, substantiating business meal expenses, including
expenses of less than $25 per day. The committee also emphasizes
that, under present law, as well as under the bill, courts may not
apply the so-called “Cohan rule,” allowing approximation of the
amount of an expense, to any business meal or other entertain-
ment expense.

¢. Deductions for tickets limited to face value

Under the bill, a deduction (if otherwise allowable) for the cost of
a ticket for an entertainment activity is limited (prior to applica-
tion of the 20 percent reduction rule) to the face value of the ticket.
The face value of a ticket includes any amount of ticket tax on the
ticket. Under this rule, a payment to a “scalper” for a ticket is not
deductible (even if not disallowed under present law as an illegal
payment) to the extent that the amount paid exceeds the face
value of the ticket. Similarly, a payment to a ticket agency for a
ticket is not deductible to the extent in excess of the face value of
the ticket.

However, the face value limitation does not apply to an expense
that is excepted under the bill from the percentage reduction rule
because it relates to a sports event that meets certain requirements
related to charitable fundraising (see description above).
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d. Travel as a form of education

Under the bill, no deduction is allowed for travel as a form of
education. This rule applies when a travel deduction would other-
wise be allowable only on the ground that the travel itself serves
educational purposes (for example, in the case of a teacher of
French who travels to France in order to maintain general famili-
arity with the French language and culture). This disallowance
rule does not apply when a deduction is claimed with respect to
travel that is a necessary adjunct to engaging in an activity that
gives rise to a business deduction relating to education (for exam-
ple, where a scholar of French literature travels to Paris in order
to do specific library research that cannot be done elsewhere, or to
take courses that are offered only at the Sorbonne, in circum-
.sl?ln;ces such that the nontravel research or course costs are deduct-
ible).

e. Expenses for nonbusiness conventions, etc.

Under the bill, no deduction is allowed for expenses related to at-
tending a convention, seminar, or similar meeting unless such ex-
penses are deductible under section 162 as ordinary and necessary
expenses of carrying on a trade or business. Thus, the bill disallows
deductions for expenses of attending a convention, etc. where the
expenses, but for the provision in the bill, would be deductible
under section 212 (relating to expenses of producing income) rather
than section 162. The expenses to which the provision relates typi-
cally include such items as travel to the site of such a convention,
fees for attending the convention, and personal living expenses,
such as meals, lodging, and local travel, that are incurred while at-
tending the convention or other meeting. This disallowance rule
does not apply to expenses incurred by a taxpayer in attending a
convention, seminar, sales meeting, or similar meeting relating to
the trade or business of the taxpayer.

f. Luxury water travel

The bill also places limitations on allowable deductions for travel
by ocean liner, cruise ship, or other form of luxury water transpor-
tation. This rule applies, for example, in the case of a taxpayer who
has business reasons for traveling from New York City to London
and who travels by ocean liner.

Under the bill, the deduction allowable in the case of luxury
water travel cannot exceed twice the highest amount generally al-
lowable with respect to a day of travel to employees of the execu-
tive branch of the Federal Government while away from home but
serving in the United States, multiplied by the number of days the
taxpayer was engaged in luxury water travel. For example, if
during a particular taxable year the applicable Federal per diem
amount is $75, a taxpayer’s deduction for a six-day trip cannot
exceed $900 ($150 per day times six days). The applicable per diem
amount generally is the highest travel amount applying for an
area in the conterminous United States; however, any limited spe-
cial exception to this amount (e.g., a higher limit that applied only
to high-ranking executive personnel) would be disregarded.
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If the expenses of luxury water travel include separately stated
amounts for meals or entertainment, the amounts so separately
stated are reduced by 20 percent, under the percentage reduction
rule, prior to application of this per diem limitation. However, in
the absence of separately stated meal or entertainment charges,
taxpayers are not required to allocate a portion of the total amount
charged for luxury water travel .to meals or entertainment unless
the amounts to be allocated are clearly identifiable.

The per diem rule does not apply in the case of any expense allo-
cable to a convention, seminar, or other meeting which is held on
any cruise ship. Thus, the per diem rule does not alter the applica-
tion of the present-law rule under which deductions for conven-
tions held abroad cruise ships are wholly denied or, in certain spe-
cial cases, allowed to the extent not in excess of $2,000 per individ-
ual. Under the bill, the statutory exceptions to the business meal
percentage reduction rule (described above) are also exceptions to
the per diem rule with respect to luxury water travel.

g. Foreign convention rules

The bill provides that Bermuda is to be treated as part of the
North American area for purposes of the foreign convention deduc-
tion rules in section 274(h) if the President certifies (1) that such
treatment is in the national security interest of the United States,
and (2) that the information exchange policies of Bermuda do not
materially impede the administration and enforcement of U.S. tax
laws.** However, if a certification is made within one year of en-
actment of the bill, the second requirement for certification (relat-
ing to U.S. tax laws) does not apply.

Any such certification by the President takes effect when pub-
lished in the Federal Register and remains effective until the third
anniversary of the publication date. If such a certification is in
effect, business deductions for conventions held in Bermuda are not
subject to the rules set forth in section 274¢h)(1).

Effective Date

The provisions are effective for taxable years beginning after De-
cember 31, 1986.

Revenue Effect

The provisions are estimated to increase fiscal year budget re-
ceipts by $1,208 million in 1987, $2,043 million in 1988, $2,817 mil-
lion in 1989, $2,705 million in 1990, and $2,987 million in 1991.

14 Conforming amendments to secs. 274(hX6XC) and (E) are made by the bill.
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2. Repan of miscellaneous itemized deductions; modifications to
certal.n employee business expense deductions (secs. 132-33 of
the bill and sec. 62 and new secs. 280H and 2801 of the Code)

Present Law

In general

The list of itemized deductions on Schedule A of Form 1040 in-
cludes a category labeled miscellaneous deductions, following the
listings for medical expenses, charitable expenses, interest, taxes,
and casualty and theft losses. Under present law, this category gen-
erally includes four types of deductions: (1) certain employee busi-
ness expenses (sec. 162); (2) expenses of producing income (sec. 212);
(3) expenses related to filing tax returns (sec. 212); and (4) expenses
of adopting children with special needs (sec. 222).

Employee business expenses

An employee business expense is a cost incu.ced by an employee
in the course of performing his or her job. Examples of such costs
include unreimbursed expenditures for subscriptions to profession-
al journals or continuing education courses, union or professional
dues, costs of professional uniforms, costs of looking for new em-
ployment, and expenses allowable for business use of the taxpay-
er’s home. Ordinary and necessary employee business expenses
generally are deductible.

Employee business expenses generally can be claimed only as
itemized deductions. However, under present law four types of em-
ployee business expenses are deductible above-the-line in calculat-
ing adjusted gross income, and thus are directly available to non-
itemizers: (1) certain expenses paid by an employee and reimbursed
by the employer; (2) employee travel expenses incurred while away
from home; (3) employee transportation expenses incurred while on
business; and (4) business expenses of employees who are outside
salespersons (sec. 62(2)).15

Certain deductions for employee business expenses also are sub-
ject to specific limitations or restrictions. For example, a taxpayer’s
business use of his or her home (whether or not the taxpayer is in
the business of being an employee) does not give rise to a deduction
for the business portion of expenses related to operating the home
(e.g., rent, depreciation, and repairs) unless the taxpayer uses a
part of the home regularly and exclusively as the principal place of
business or as a place of business used by patients, clients, or cus-
tomers (sec. 280A).1¢ Educational expenses are deductible only if
the education (1) is required by the employer, by law, or by regula-
tions, or (2) maintains or improves skills required to perform the
taxpayer’s present occupation. Costs of looking for new employ-

15 For this purpose, the term outside salesperson means an individual who solicits business as
a full-time salesperson for his or her employer away from the employer’s place of business. The
term outside salesperson does not include a taxpayer whose principal activities consist of service
and delivery, such as a bread driver-salesperson. However, an outside salesperson may perform
incidental inside activities at the employer’s place of business, such as writing up and transmit-
ting orders and spending short periods at the employer’s place of business to make and receive

telephone calls (Treas. Reg. sec. 1.62-1(h)).
‘e'psggiecs. 143(b) and 143(c) of the bill, amending the rules relating to home office deductions.
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ment are deductible only if they relate to employment in the tax-
payer’s present occupation.

Investment expenses

In general, expenses of producing income other than rental or
royalty income are treated as itemized deductions if the related ac-
tivity does not constitute a trade or business. (Trade or business ex-
penses and expenses of producing rental or royalty income are de-
ductible above-the-line.) Among the types of Investment expenses
that may be eligible, in-particular circumstances, for deduction are
investment counsel and trust administration fees, subscriptions to
investment advisory publications, and attorneys’ fees incurred in
collecting income.

Other miscellaneous itemized deductions

Tax counsel and assistance fees, as well as appraisal fees paid to
determine the amount of a casualty loss or a charitable contribu-
tion of property, may be claimed as itemized deductions (sec.
212(3)).

Expenses incurred with respect to a hobby—i.e., an activity that
may generate some gross income but that the taxpayer conducts
for personal recreational reasons, rather than with the goal of
earning a profit—are deductible to the extent such expenses would
be deductible regardless of profit motivation (e.g., certain interest
and taxes) or to the extent of income from the hobby.!” Gambling
losses are deductible as itemized deductions to the extent of gam-
bling gains.

Reasons for Change

The committee believes that, as part of the approach of its bill to
reduce tax rates through base-broadening, it is appropriate to
repeal the miscellaneous itemized deductions and to limit deduc-
tions for certain employee expenses. The committee also concluded
that allowance of these deductions under present law fosters signif-
icant complexity, and that some of these expenses have characteris-
tics of voluntary personal expenditures.

For taxpayers who anticipate claiming itemized deductions,
present law effectively requires extensive recordkeeping with
regard to what commonly are small expenditures. Moreover, the
fact that small amounts typically are involved presents significant
administrative and enforcement problems for the Internal Revenue
Service. These problems are exacerbated by the fact that taxpayers
may frequently make errors of law regarding what types of expend-
;t_ures1 8are properly allowable as miscellaneous itemized deduc-

ions.

Moreover, some miscellaneous expenses allowable under present
law are sufficiently personal in nature that they would have been

17 See sec. 143(a) of the bill, amending the rules relating to hobby losses.

18 Common taxpayer errors include disregarding the restrictions on home office deductions,
and on the types of education expenses that are deductible; claiming a deduction for safe deposit
expenses even if used only to store personal belongings; and deducting the cost of subscriptions
to widely read publications outlining business information without a sufficient business or in-
vestment purpose.
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incurred apart from any business or investment activities of the
taxpayer. For example, membership dues paid to professional asso-
ciations may both serve business purposes and also have voluntary
and personal aspects; similarly, subscriptions to publications may
help taxpayers in conducting a profession and also may convey per-
sonal and recreational benefits. Taxpayers presumably would rent
safe deposit boxes to hold personal belongings such as jewelry even
if the cost, to the extent related to investment assets such as stock
certificates, were not deductible.

The committee believes that generally it is appropriate to disal-
low deductions for employee business expenses because employers
reimburse employees for those expenses that are most necessary
for employment. The committee has retained deductions for unre-
imbursed employee travel and transportation expenses, and outside
salesperson expenses, because they may be incurred in situations
where reimbursement might not be possible (e.g., travel between
two jobs). However, the committee believes that these amounts
should be deductible only as itemized deductions, subject to a floor
of one percent of adjusted gross income. The floor will contribute to
simplification by relieving individuals of the burden of recordkeep-
ing unless they expect to incur such expenditures in excess of the
percentage floor. Also, the floor will relieve the Internal Revenue
Service of the burden of auditing deductions for such expenditures
when not significant in aggregate amount.

Explanation of Provisions

The bill disallows the miscellaneous deductions allowed under
present law on Schedule A, lines 20-23, other than (1) the deduction
for certain costs of adopting children with special needs (sec. 222),
(2) the deduction for estate tax in the case of income in respect of a
decedent (sec. 691(c)), (3) the deduction for gambling losses up to,
but not exceeding, gambling income (sec. 165(d)), and (4) the adjust-
ment deduction where a taxpayer restores certain amounts held
under claim of right (sec. 1341).

~In addition, the bill provides that employee travel and transpor-

tation expenses deductible under present law pursuant to sections
62(2XB) and (C), and expenses of outside salespersons deductible
under present law pursuant to section 62(2)(D)), are allowable only
as itemized deductions and only to the extent that the aggregate of
such expenses of the taxpayer exceeds one percent of adjusted gross
income.?

Effective Date

The provisions apply to taxable years beginning after December
31, 1986.

19 The bill does not modify the above-the-line deduction under sec. 62(2XA) for certain reim-
bursed expenses of an employee under a reimbursement or other expense allowance with his or
her employer. (The Treasury may prescribe regulations under which expenses of an employee
reimbursed by a third party are to be treated as expenses described in sec. 62(2)A).) If the em-

loyee has a reimbursement or other expense allowance arrangement with his or her employer
gut under the arrangement the employer does not reimburse the full amount of such expenses,
the unreimbursed portion paid by tge employee is allowable only to the extent (if any) allowable
under sec. 132 of the bill as an itemized deduction, and subject to the one-percent floor provided
in sec. 133 of the bill.
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Revenue Effect

The provisions are estimated to increase fiscal year budget re-
ceipts by $853 million in 1987, $5,578 million in 1988, $5,040 million
in 1989, $5,468 million in 1990, and $5,932 million in 1991.

3. Changes in treatment of hobby losses (sec. 143(a) of the bill and
sec. 183 of the Code)

Present Law

Expenses arising from hobbies (i.e., activities not engaged in for
profit) are allowed only as itemized deductions. Except for expenses
that are deductible without reference to whether they are incurred
in an activity designed to produce income (i.e., certain interest and
taxes), hobby expenses are deductible only to the extent not exceed-
ing the amount of hobby income for the year (Code sec. 183). These
rules apply, for example, to activities such as horse-breeding, farm-
ing, and researching a restaurant or travel guide, if the taxpayer’s
motivations are recreational rather than profit-oriented.

A facts and circumstances test generally applies to determine
whether a particular activity constitutes a hobby. However, statu-
tory rules provide that if the gross income from an activity exceeds
the deductions attributable thereto for two or more out of five con-
secutive years (seven consecutive years in the case of an activity
which consists in major part of the breeding, training, showing, or
racing of horses), then the activity is presumed to be engaged in for
profit rather than as a hobby. The presumption that an activity is
not a hobby if it is profitable in two out of five consecutive years
(or seven consecutive years, for certain activities) can be overcome
by the Internal Revenue Service under the general facts and cir-
cumstances test.

Reasons for Change

The committee is concerned that the statutory presumption
under present law regarding whether an activity is being engaged
in for profit may unduly benefit some taxpayers who engage in ac-
tivities as hobbies, but who can structure their earnings and ex-
penses so as to realize a profit in at least two out of five consecu-
tive years. For example, the presumption can apply even if the tax-
payer realizes a substantial net loss over five years that reflects a
willingness to incur losses as the cost of personal recreation, rather
than unexpected business difficulties. Even though the Internal
Revenue Service can overcome the statutory presumption, some
abuse nonetheless may arise, in light of the subjective nature of a
genergl facts and circumstances test. However, in the case of horse
breeding, training, showing, and racing activities, the committee
believes that the present-law rules should continue to apply.

Explanation of Provision

Under the bill, for activities other than those consisting in major
part of horse breeding, training, showing, or racing, the statutory
presumption of being engaged in for profit applies only if the activ-
ity is profitable in three out of five consecutive years.
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As in the case of other expenses that under present law are de-
ductible as miscellaneous itemized deductions, deductions for hobby
expenses—other than costs that are deductible without reference to
whether they are incurred in an activity designed to produce
irﬁcoi)li)ﬁ (such as certain taxes)—are disallowed under section 132 of

e bill.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1986.

Revenue Effect

The provision relating to the statutory presumption is estimated
to increase fiscal year budget receipts by a negligible amount.

4. Changes in deduction for business use of home (secs. 143(b)
and (c) of the bill and sec. 280A of the Code)

Present Law

In general

A taxpayer’s business use of his or her home may give rise to a
deduction for the business portion of expenses related to operating
the home (e.g., rent, depreciation, and repairs). However, deduc-
tions are allowed only with respect to a part of the home that is
used exclusively and regularly either as the principal place of busi-
ness of the taxpayer or as a place of business to meet patients, cli-
ents, or customers (Code sec. 280A), or if the part of the home used
for business purposes constitutes a separate structure. In the case
of an employee, a further requirement for a deduction is that the
bilsiness use of the home must be for the convenience of the em-
ployer.

For employees, deductions for depreciation or operating expenses
of a home allowable under these rules generally must be claimed
as itemized deductions. If an employee receives employer reim-
bursements for home office costs and includes the reimbursements
in gross income, the home office expenses generally are reported on
Form 2106 and deductible ‘“above-the-line” as an adjustment to
gross income; an employee who constitutes an “outside’” salesper-
son (sec. 62(2)D)) similarly deducts such amounts above-the-line.
Self-employed persons claim any allowable deductions for home
office expenses above-the-line on Schedule C.

Rental use of home

These general business-use requirements need not be met in the
case of rental use of a part of the home (e.g., when the taxpayer
rents a room to a lodger). In a recent Tax Court case, Feldman v.
Comm’r, 84 T.C. 1 (1985), this rental exception was applied, and the
general requirements for the deduction held inapplicable, where an
employer nominally rented a portion of the employee’s home used
by the employee in performing services for the employer. The court
permitted the taxpayer to deduct home office expenses without re-
quiring regular and exclusive use of the home either as the taxpay-
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er’s principal place of business or as a place to meet patients, cli-
ents, or customers, notwithstanding the court’s finding that the
rental was not an arm’s length arrangement and was made for
more than the fair rental value of the space that nominally was
rented.

Limitations on deduction

Deductions for home office costs that are allowed solely because
there is a qualifying business use of the home are limited to the
amount of the taxpayer’s gross income derived from the business
use of the home during the taxable year. Costs in excess of the lim-
itation cannot be carried over and used as deductions in other tax-
able years. This limitation has no effect on deductions (such as
home mortgage interest and real property taxes) that are allowable
in the absence of business use.

The Internal Revenue Service has issued proposed regulations
defining gross income derived from the business use of the home as
gross income from the business activity in the unit reduced by ex-
penditures required for the activity but not allocable to the use of
the unit itself, such as expenditures for supplies and compensation
paid to other persons.2® However, in Scott v. Comm'r, 84 T.C. 683
(1985), the Tax Court rejected this interpretation, holding that
gross income from the use of the home means gross income from
the business activity itself, i.e., not reduced by any outside expendi-
tures required for the activity.

Under the Tax Court’s interpretation, deductions for business
use of one’s home could be used to create or increase a net loss
from the activity and thus, in effect, to offset income from unrelat-
ed activities. For example, assume that a taxpayer derived gross
income of $1,000 from an activity, and incurred expenses of $1,500
that related to the activity but that did not relate to use of the
home (e.g., expenses for supplies, secretaries, and messengers).
Under the Tax Court’s interpretation, the taxpayer would be per-
mitted to deduct up to $1,000 in home office costs that are not oth-
erwise deductible (e.g., rent or depreciation), despite the fact that
there was no net income from the activity.

Reasons for Change

The provisions of the committee bill that repeal the present-law
miscellaneous itemized deductions claimed on Schedule A of Form
1040, and that place limitations on deductions for certain employee
business expenses that under present law are allowable above-the-
line, partially alleviate concerns of the committee about the rules
governing home office deductions claimed by employees. However,
to the extent home office expenses remain deductible by self-em-
ployed persons or certain employees, the committee believes that
the following modifications to the deductibility of such expenses
are desirable.

_— N
20 Proposed Treas. Reg. sec. 1.280A-2(iX2Xiii), 48 Fed. Reg. 33325 (July 21, 1983).
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Requirements for deduction

The committee believes that taxpayers should not be able to cir-
cumvent the limitations on home office deductions by arranging for
their employers to rent portions of their homes. The allowance of
such arrangements would significantly narrow the applicability of
section 280A and could encourage tax avoidance of the sort that
that section was intended to prevent.

Section 280A was enacted because of concerns that some taxpay-
ers were converting nondeductible personal and living expenses
into deductible business expenses simply because they found it con-
venient to perform some work at home.2! The committee recog-
nizes that in some instances a legitimate cost resulting from busi-
ness use of a home could conceivably be disallowed under the re-
strictions of section 280A; however, any such instances would be
difficult to identify and define.

Further, the committee believes that allowing deductions for use
of a taxpayer’s residence inherently involves the potential for
abuse. In enacting section 280A, the Congress concluded that
absent limitations, taxpayers could claim home office deductions
even when no marginal cost of maintaining the home was incurred
by the taxpayer as a result of the business use. Thus, the Congress
concluded that home office deductions should be disallowed in the
absence of specified circumstances indicating a compelling reason
for business use of the home, and in any event should not be per-
mitted to offset taxable income derived from unrelated activities.

Under the interpretation of section 280A applied by the Tax
Court in the Feldman decision, the committee believes the statute
would fail to achieve its intended purpose. Allowing employees to
use lease arrangements with employers as a method of circumvent-
ing the restrictions on home office deductions might encourage
some taxpayers to arrange sham transactions whereby a portion of
salary is paid in the form of rent. Moreover, it is questionable
whether lease transactions between an employer and employee are
generally negotiated at arm’s length, particularly if such a transac-
tion could provide added tax deductions to the employee at no addi-
tional cost to the employer. Accordingly, the committee believes
that no home office deductions should be allowable (except for ex-
penses such as home mortgage interest and real property taxes
that are deductible absent business use) if the employee rents a
portion of his or her home to the employer.

Limitations on deduction

In general.—The Scott decision would permit taxpayers to use
home office deductions to create or increase a net loss from the
business activity, and thus to offset unrelated income. The commit-
tee believes that a home office deduction to which section 280A ap-
plies should not be used to reduce taxable income from the activity
to less than zero. In adopting the provisions of the bill, the commit-
tee reemphasizes that section 280A was enacted because of con-
cerns about allowing deductions for items which have a substantial

21 See Joint Committee on Taxation, General Explanation of the Tax Reform Act of 1976 (JCS-
33-76), at 139.
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personal component relating to the home, which most taxpayers
cannot deduct, and which frequently do not reflect the incurring of
significantly increased costs as a result of the business activity, and
that the provision should be interpreted to carry out its objectives.

Carryover.—Finally, the committee believes that the application
of section 280A under present law may be unduly harsh in one re-
spect. Deductions that are disallowed because they exceed the stat-
utory limitation (i.e., the amount of income from the business activ-
ity) cannot be carried forward to subsequent taxable years and
claimed to the extent of subsequent income from the activity. How-
ever, since the purpose of this limitation is to deny the use of home
office deductions to offset unrelated income, the committee believes
that deduction carryforwards should be allowed, subject to the gen-
eral limitation that the home office deductions in any year cannot
create or increase a net loss from the business activity.

Explanation of Provisions

Requirements for deduction

The bill provides that no home office deduction is allowable by
reason of business use where an employee leases a portion of his or
her home to the employer.22 For this purpose, an individual who is
an independent contractor is treated as an employee, and the party
for whom such individual is performing services is treated as an
employer. In the case of a lease that is subject to this rule, no home
office deductions are allowed except to the extent that they would
be allowable in the absence of any business use (e.g., home mort-
gage interest expense and real property taxes).

Limitations on deduction

In general.—The bill limits the amount of a home office deduc-
tion (other than expenses that are deductible without regard to
business use, such as home mortgage interest) to the taxpayer’s
gross income from the activity, reduced by all other deductible ex-
penses attributable to the activity but not allocable to the use of
the unit itself. Thus, home office deductions are not allowed to the
extent that they create or increase a net loss from the business ac-
tivity to which they relate.

Carryover—The bill provides a carryforward for those home
office deductions that are disallowed solely due to the income limi-
tation on the amount of an otherwise allowable home office deduc-
tion. Deductions that meet the general requirements of section
280A but that are disallowed solely because of the income limita-
tion may be carried forward to subsequent taxable years, subject to
the continuing application of the income limitation to prevent the
use of such deductions to create or increase a net loss in any year
from the business activity.

22 Also, payments to an employee from his or her employer that constitute wages are not
exempted from withholding requirements and employment taxes merely because the employer
and employee label such payments as “rent” under a “rental” or “lease” agreement.
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Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1986.

Revenue Effect

The provision is estimated to increase fiscal year budget receipts
by a negligible amount.



G. Repeal of Political Contributions Tax Credit (Sec. 112 of the
bill and sec. 24 of the Code)

Present Law

Individual taxpayers may claim a nonrefundable income tax
credit equal to one-half the amount of their contributions during
the year to political candidates and certain political campaign orga-
nizations (Code sec. 24). The maximum allowable credit is $50 for
an individual and $100 for a married couple filing a joint return.

Reasons for Change

The committee believes that, as part of the approach of its bill to
reduce tax rates through base-broadening, it is appropriate to
repeal the political contributions tax credit. The committee also un-
derstands that data compiled by the IRS suggest that a significant
percentage of persons claiming the credit have sufficiently high in-
comes to make contributions in after-tax dollars, without the bene-
fit of the credit. Also, the credit provides no incentive for individ-
uals with no income tax liability for the year. The small credit
amount allowable per return under the dollar limitations makes
verification costly in relation to the tax liability at issue.

Explanation of Provision
The bill repeals the credit for political contributions.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1986.

Revenue Effect

The provision is estimated to increase fiscal year budget receipts
by $327 million in 1988, $341 million in 1989, $354 million in 1990,
and $368 million in 1991.

(86)



TITLE II—-ACCELERATED COST RECOVERY SYSTEM AND
INVESTMENT TAX CREDIT

Cost Recovery Provisions: Depreciation, the Regular Investment
Tax Credit, and Finance Leases (secs. 201, 202, and 211 of the
bill and secs. 38, 46, 57, 168, 178, 179, 312(k), 1245, 1250, and new
sec. 49 of the Code)

Present Law

Overview

The Economic Recovery Tax Act of 1981 (“ERTA”) enacted the
Accelerated Cost Recovery System (“ACRS”) for tangible deprecia-
ble property placed in service after 1980. Under ACRS, the cost or
other basis of eligible property (without reduction for salvage
value) is recovered using an accelerated method of depreciation
over a predetermined recovery period (sec. 168). Under prior law,
an asset’s cost (less salvage value) was recovered over its estimated
useful life (sec. 167). Prior law rules remain in effect for property
placed in service by a taxpayer before 1981, and for property not
eligible for ACRS.

ACRS

Under ACRS, the allowable recovery deduction in each recovery
year is determined by applying a statutory percentage to the prop-
erty’s original cost (adjusted, as described below, for investment tax
credit allowed) (sec. 168(b)(1)).

Personal property

The statutory percentages for personal property are based on the
150-percent declining balance method for the early recovery years,
switching to the straight-line method at a time to maximize the re-
covery allowance. Alternatively, taxpayers can elect to use the
straight-line method over the applicable ACRS recovery period (or
over a longer recovery period) with respect to one or more classes
of ACRS property placed in service during a taxable year (sec.
168(b)3)A)). Under a “half-year” convention, the statutory tables
and straight-line alternatives provide a half-year recovery allow-
ance for the first recovery year, whether the property is placed in
service early or late in the year. No recovery allowance is allowed
in the taxable year in which the taxpayer disposes of the asset.

The cost of eligible personal property is recovered over a three-
year, five-year, 10-year, or 15-year recovery period, depending on
the recovery class of the property. )

The classification of personal property under ACRS generally is
based on the Asset Depreciation Range (“ADR”) system of prior
law. Under the ADR system, a present class life (“midpoint”) was
provided for all assets used in the same activity, other than certain

8"
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assets with common characteristics (e.g., automobiles). Property
with an ADR midpoint life of four years or less (such as automo-
biles, light general purpose trucks, certain special tools, and over-
the-road tractor units), racehorses more than two years old when
placed in service, other horses more than 12 years old when placed
in service, and property used in connection with research and ex-
perimentation are included in the three-year class. The 10-year
class includes long-lived public utility property with an ADR mid-
point life from 18.5 to 25 years, certain burners and boilers, and
railroad tank cars. Longer-lived public utility property having an
ADR midpoint life over 25 years is in the 15-year class. Personal
property not included in any other class is assigned to the five-year
class.

Taxpayers are required to reduce the basis of assets by 50 per-
cent of the amount of regular or energy investment tax credits al-
lowed with respect to personal property (and the reduced basis is
used to compute recovery deductions) (sec. 48(qg)(1)). With respect to
the regular investment tax credit, a taxpayer can elect a 2-percent-
age point reduction in the credit in lieu of the half-basis adjust-
ment (sec. 48(q)(4)).

Real property

The statutory percentages for real property are based on the 175-
percent declining balance method (200-percent for low-income hous-
ing described in section 1250(a)1)BXiXiv)), switching to the
straight-line method at a time to maximize the deduction (sec.
168(b)(2) and (4)). For the year of acquisition and disposition of real
property, the recovery allowances are based on the number of
months during those years that the property is in service. Under a
“mid-month” convention, real property (other than low-income
housng) placed in service or disposed of by a taxpayer at any time
during a month is treated as having been placed in service or dis-
posed of in the middle of the month.

For real property placed in service after May 8, 1985, the cost is
recovered over a 19-year recovery period (15 years for low-income
housing), although longer recovery periods may be elected (sec.
168(b)(2) and (4)).

Generally, low-income housing includes projects eligible for vari-
ous Federal, State, and local housing programs and projects where
85 percent of the tenants are eligible for, but do not necessarily re-
ceive, subsidies under Section 8 of the Housing Act of 1937.

Under ACRS, component cost recovery is not permitted. Thus,
the same recovery period and method must be used for a building
as a whole, including all structural components. A substantial im-
provement (generally, one that is made over a two-year period at a
cost that is at least 25 percent of a building’s unadjusted basis) is
treated as a separate building, the cost of which must be separately
recovered when the improvement is placed in service.

If the 15-percent or 20-percent investment tax credit for rehabili-
tation expenditures is allowed, the basis of real property is reduced
by the amount of credit earned (and the reduced basis is used to
compute recovery deductions) (sec. 48(q)(1) and (38)). The basis of
real property is reduced by 50 percent of the 25-percent credit al-
lowed for the rehabilitation of a certified historic structure (sec.



89

48(q)(1)). In addition, if a credit for rehabilitation expenditures is al-
lowed, the straight-line method of cost recovery must be used with
respect to the rehabilitation expenditures.

Recapture

With certain limited exceptions, gain from the disposition of de-
preciable property is “recaptured” as ordinary income to the extent
of previously allowed ACRS deductions (sec. 1245). For residential
real property that is held for more than one year, gain is treated as
ordinary income only to the extent the depreciation deductions al-
lowed under the prescribed accelerated method exceed the deduc-
tions that would have been allowed under the straight-line method
(sec. 1250(bX1)). In addition, recapture for qualified low-income
housing is phased out after such property has been held for a pre-
scribed number of months, at the rate of one percentage point per
month (sec. 1250(a)(1XB)). For nonresidential real property held for
more than one year, there is no recapture if the taxpayer elected to
recover the property’s cost using the straight-line method over the
applicable ACRS recovery periods (sec. 1245(a)5)XC)). If accelerated
depreciation is claimed with respect to nonresidential real proper-
ty, the full amount of the depreciation deductions previously taken
(to the extent of gain) is recaptured. Because the benefits of capital
gains treatment on gains attributable to previously claimed depre-
ciation often exceed the additional benefit derived from accelerated
depreciation, investors frequently choose to claim straight-line de-
preciation on nonresidential real property.

Application of different depreciation methods for certain pur-
poses

In general, ACRS recovery allowances are reduced for property
that is (1) used predominantly outside the United States (“foreign-
use property’”’) (sec. 168(f)(2)), (2) leased to a tax-exempt entity, in-
cluding a foreign person—unless more than 50 percent of the gross
income derived from the property is subject to U.S. tax—(“tax-
exempt use property’’) (sec. 168(j)), or (3) financed with industrial
development bonds the interest on which is exempt from taxation
(sec. 168(f)(12)).

Different depreciation methods are also used for purposes of com-
puting earnings and profits of a domestic corporation and applying
the minimum tax provisions.

Foreign-use property.—The rationale for reducing ACRS deduc-
tions for foreign-use property is that the investment incentive is in-
tended to encourage capital investment in the United States and
should not be available to property used predominantly outside the
United States. The recovery period for foreign-use personal proper-
ty is equal to the asset’s ADR midpoint life (12 years for property
without a midpoint life), and the 200-percent declining balance
method may be used. The recovery period for foreign-use real prop-
erty is 35 years, and the 150-percent declining balance method may
be used. A taxpayer may elect to use the straight-line method over
the applicable recovery period or certain longer periods.

Communications satellites, as defined in Code section 48(a)(2)(B),
are excluded from the definition of foreign-use property. Other
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spacecraft (and interests therein) are not specifically excluded from
the definition of foreign-use property. .

Tax-exempt use property.—The policy underlying the restriction
on tax-exempt use property is to provide tax-reducing incentives
only to those who are subject to income tax, and to deny them to
tax-exempt entities, including foreign entities.

Depreciation deductions for tax-exempt use property are comput-
ed using the straight-line method and disregarding salvage value.
The cost of tax-exempt use personal property is generally recovered
over the longer of the asset’s ADR midpoint life (12 years if the
property has no ADR midpoint life) or 125 percent of the lease
term. The recovery period for qualified technological property sub-
ject to these rules is five years. The recovery period for tax-exempt
use real property is the longer of 40 years or 125 percent of the
lease term. A taxpayer may elect to recover the cost of tax-exempt
use property over an optional extended recovery period. The rules
for tax-exempt use property override the rules relating to foreign-
use property.

Property financed with industrial development bonds.—Except in
the case of property that is placed in service in connection with
projects for residential rental property, the cost of property that is
financed with tax-exempt industrial development bonds is recov-
ered using the straight-line method over either the applicable
ACRS recovery period or an optional extended recovery period (sec.
168()(12)).

Computation of earnings and profits.—If an accelerated deprecia-
tion method were used for purposes of computing earnings and
profits, the acceleration of depreciation deductions would reduce a
corporation’s earnings and profits, and thereby facilitate the distri-
bution of tax-free dividends. For this reason, domestic corporations
are required to compute earnings and profits using the straight-
line method over recovery periods that are longer than the stand-
ard ACRS recovery periods (sec. 312(k)(3)).

The extended recovery periods used to compute earnings and
profits are: (1) five years for three-year property, (2) 12 years for
five-year property, (3) 25 years for 10-year property, (4) 35 years for
15-year public utility property, and (5) 40 years for 19-year real
property and low-income housing.

Minimum taxes.—The minimum tax provisions are designed to
prevent taxpayers with substantial economic income from avoiding
tax liability by using certain exclusions, deductions, and credits (re-
ferred to as “items of tax preference”). In applicable cases, the
excess of ACRS deductions over depreciation deductions that would
have been allowed had the taxpayer used the straight-line method
over a prescribed recovery period is treated as an item of tax pref-
erence. For purposes of this rule, the prescribed recovery periods
are: (1) five years for three-year property, (2) eight years for five-
year property, (3) 15 years for 10-year property, (4) 22 years for 15
year public utility property, (5) 15 years for low-income housing,
and (6) 19 years for real property other than low-income housing.
These rules apply only with respect to personal property subject to
a lease and 19-year real property and low-income housing (sec.
57(a)(12)). Further, personal property subject to a lease is not taken
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into account for corporations other than personal holding compa-
nies (as defined in sec. 542).

Luxury automobiles and mixed-use property.—ACRS deductions
are subject to fixed limitations for automobiles and are reduced for
certain property (including automobiles) that is used for both per-
sonal and business purposes (sec. 280F). For luxury automobiles, de-
preciation deductions are limited to $3,200 for the first year in the
recovery period, and $4,800 for each succeeding year. For mixed-use
property that is used 50 percent or more for personal purposes,
capital costs are recovered using the straight-line method of depre-
ciation over the same recovery periods that are used for purposes
of computing the earnings and profits of a domestic corporation.
ACRS is available for mixed-use property that is used more than 50
percent for business purposes, but only with respect to the portion
of the property’s basis that is attributable to business use.

Mass asset vintage accounts

In general, taxpayers compute depreciation deductions, as well as
gain or loss on disposition, on an asset-by-asset basis. A taxpayer
can elect to establish mass asset vintage accounts for assets that
are in the same recovery class and placed in service in the same
taxable year. Under proposed Treasury regulations, the definition
of mass assets eligible for this treatment would be limited to assets
(1) each of which is minor in value relative to the total value of
such assets, (2) that are numerous in quantity, (3) that are usually
accounted for only on a total dollar or quantity basis, and (4) with
respect to which separate identification is impractical (Prop. Treas.
reg. sec. 1.168-2(h)(2)).

Lessee-leasehold improvements

In general, if a lessee makes improvements to property, the
lessee is entitled to recover the cost of the improvement over the
shorter of the ACRS recovery period applicable to the property or
the portion of the term of the lease remaining on the date the
property is acquired. If the remaining lease term is shorter than
the recovery period, the cost is amortized over the remaining term
of the lease. For purposes of these rules, under section 178, if the
remaining term of a lease is less than 60 percent of the improve-
ment’s ACRS recovery period, the term of a lease is treated as in-
cluding any period for which the lease may be renewed pursuant to
an option exercisable by the lessee, unless the lessee establishes
that it is more probable that the lease will not be renewed (sec.
178(a)). In any case, a renewal period must be taken into account if
there is a reasonable certainty the lease will be renewed (sec.
178(c)). Section 178 also provides rules relating to the amortization
of lease acquisition costs.

Public utility property
" In general, a regulatory commission allows a public utility to
charge customers rates that are sufficient to recover the utility’s
cost of service. A public utility’s cost of service includes its annual
operating expense and the capital expense allocable to a year. The
capital expense that can be passed through as higher prices to cus-
tomers consists of an annual depreciation charge for equipment



92

and also a rate of return on the capital invested in the equipment
and other property (which capital is referred to as the “rate base”).

ACRS distinguishes between long-lived public utility equipment
and other equipment. Further, as described below, public utilities
are required to use a ‘“normalization” method of accounting for
ACRS deductions (sec. 168(e)3)). ) )

Definition of public utility property.—In general, public utility
property is property used predominantly in the trade or business of
furnishing or selling:

(1) electrical energy, water, or sewage disposal services,

(2) gas or steam through a local distribution system,

(3) telephone services,

(4) other communication services if furnished or sold by the Com-
munications Satellite Corporation for purposes authorized by the
Communications Satellite Act of 1962 (47 U.C.C. sec. 701), or ’

(5) transportation of gas or steam by pipeline,
if the rates are established or approved by certain regulatory
bodies (secs. 168(e)(3XA) and 167(1)(3)(A)).

Normalization accounting.—A public utility can use ACRS only
if a “normalization” method of accounting is used for purposes of
establishing the utility’s cost of service and reflecting operating re-
sults in its regulated books of account. Normalization requires that
(1) a utility’s tax expense for ratemaking purposes must be comput-
ed as if the depreciation deduction were computed in the same
manner as the ratemaking allowance for depreciation (which is
generally based on the straight-line method over relatively .long
useful lives), (2) the deferred taxes (i.e., the difference between the
actual tax expense computed using ACRS and that computed for
ratemaking purposes) must be reflected in a reserve (and thus be
available for capital investment), and (3) the regulatory commission
may not exclude from the rate base an amount that is greater than
the amount of the reserve for the period used in determining the
tax expense as part of the utility’s cost of service (see Treas. reg.
sec. 1.167(1)-1, which interprets a similar provision of prior law).

Normalization prevents the immediate lowering of rates charged
to customers as a result of the cost savings from ACRS. Rather,
current tax reductions are flowed through to customers over the
period of tax deferral.

Expensing of up to 85,000 of personal property

A taxpayer (other than a trust or estate) can elect to deduct the
cost of up to $5,000 of qualifying personal property in the year the
property is placed in service, in lieu of recovering the cost under
ACRS (sec. 179). In general, qualifying property must be acquired
by purchase for use in a trade or business, and must be eligible for
the investment tax credit (although no investment credit is allowed
for the portion of the cost expensed under this rule). The $5,000
limit is scheduled to increase to $7,500 for taxable years beginning
in 1988 and 1989, and to $10,000 for years beginning after 1989.

If expensed property is converted to nonbusiness use within two
years of the time the property was placed in service, the difference
between the amount expensed and the ACRS deductions that
would have been allowed for the period of business use is recap-
tured as ordinary income.
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Anti-churning rules

Under rules enacted as part of ACRS, taxpayers are prevented
from bringing property placed in service before January 1, 1981
under ACRS by certain post effective date transactions (referred to
as “churning transactions”). In general, churning transactions in-
clude those in which either the owner or user of property before
January 1, 1981 (or a related party) is the owner or user immedi-
ately after the transaction. Taxpayers subject to the anti-churning
rules compute depreciation under the law in effect before 1981.

Regular investment tax credit

General rule

A credit against income tax liability is allowed for up to 10 per-
cent of a taxpayer’s investment in certain tangible depreciable
property (generally, not including buildings or their structural
components) (secs. 38 and 46). The amount of the regular invest-
ment credit is based on the ACRS recovery class to which the prop-
erty is assigned. The 10-percent credit is allowed for eligible proper-
ty in the five-year, 10-year, or 15-year public utility property class.
Three-year ACRS property is eligible for a six-percent regular
credit (even if the taxpayer elects to use a longer recovery period).
The maximum amount of a taxpayer’s investment in used property
that is eligible for the regular investment credit is $125,000 per
year; the limitation on used property is scheduled to increase to
$150,000 for taxable years beginning after 1987.

Generally, the investment credit is claimed for the taxable year
in which qualifying property is placed in service. In cases where
property is constructed over a period of two or more years, an elec-
tion is provided under which the credit may be claimed on the
basis of qualified progress expenditures (“QPEs”’) made during the
period of construction before the property is completed and placed
in service. Investment credits claimed on QPEs are subject to re-
capture if the property fails to qualify for the investment credit
when placed in service.

The amount of income tax liability that can be reduced by invest-
ment tax credits in any year is limited to $25,000 plus 85 percent of
the liability in excess of $25,000 (sec. 38(c)). Unused credits for a
taxable year can be carried back to each of the three preceding tax-
able years and then carried forward to each of the 15 following tax-
able years (sec. 39).

Public utility property

Public utility property is eligible for the regular investment
credit only if the tax benefits of the credit are normalized in set-
ting rates charged by the utility to customers and in reflecting op-
erating results in regulated books of account (sec. 46(f)). The invest-
ment credit is denied for public utility property if the regulatory
commission’s treatment of the credit results in benefits being
flowed through to customers more rapidly than under either (1) the
ratable flow-through method or (2) the rate base reduction method.

Under the ratable flow-through method (sec. 46(f)2)), utilities
pass through to customers a pro rata portion of the credit during
each year of the useful life of the asset. The regulatory commission
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may not require that the utility reduce its rate base by the amount
of the credit. Therefore, even though the credit itself is flowed
through to customers over the life of the asset, the utility’s share-
holders are allowed to earn a return on that amount of the cost of
the equipment which has, in effect, been supplied by the Federal
government through the regular investment credit.

Under the rate base reduction method (sec. 46(fX1)), the utility’s
rate base is reduced by the amount of the credit, so that the share-
holders are prevented from earning a return on that part of the
cost of the equipment which is, in effect, paid for by the credit.
Under this method, the regulatory commission may not require
that the utility flow through to customers any part of the credit
itself, and it must allow the utility to charge customers for the de-
preciation expense on the entire cost of the equipment, including
the part paid for by the investment credit.

Finance leases

Overview

The law contains rules to determine who owns an item of proper-
ty for tax purposes when the property is subject to an agreement
which the parties characterize as a lease. Such rules are important
because the owner of the property is entitled to claim tax benefits
including cost recovery deductions and investment tax credits with
respect to the property. These rules attempt to distinguish between
true leases, in which the lessor owns the property for tax purposes,
and conditional sales or financing arrangements, in which the user
of the property owns the property for tax purposes. These rules
generally are not written in the Internal Revenue Code. Instead
they evolved over the years through a series of court cases and rev-
enue rulings and revenue procedures issued by the Internal Reve-
nue Service. Essentially, the law is that the economic substance of
a transaction, not its form, determines who is the owner of proper-
ty for tax purposes. Thus, if a transaction is, in substance, simply a
financing arrangement, it is treated that way for tax purposes, re-
gardless of how the parties choose to characterize it. Under these
rules, lease transactions cannot be used solely for the purpose of
t:;nnsfening tax benefits. They have to have nontax economic sub-
stance.

Finance lease provisions

The Tax Equity and Fiscal Responsibility Act of 1982 provided
rules (finance leasing rules) that liberalized the leasing rules with
respect to certain property. Under the finance leasing rules, the
fact that (1) the lessee has an option to purchase the property at a
fixed price of 10 percent or more of its original cost to the lessor, or
(2) the property can be used only by the lessee (referred to as “lim-
ited use property”), is not taken into account in determining
whether the agreement is a lease.

A qualified agreement under the finance lease rules must be a
lease determined without taking into account the fact that it con-
tains a 10-percent fixed price purchase option or that the property
is limited use property. Thus, the transaction must have economic
substance independent of tax benefits. The lessor must reasonably
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expect to derive a profit independent of tax benefits. In addition,
the transaction, without taking into account the fact the agree-
ment contains a fixed price purchase option or that the property is
limited use property, must not otherwise be considered a financing
arrangement or conditional sale.

The finance lease rules were to have been generally effective for
agreements entered into after December 31, 1983, with three tem-
porary restrictions intended to limit the tax benefits of finance
leasing in 1984 and 1985. First, no more than 40 percent of proper-
ty placed in service by a lessee during any calendar year beginning
before 1986 was to qualify for finance lease treatment. Second, a
lessor could not have used finance lease rules to reduce its tax li-
ability for any taxable year by more than 50 percent. This 50-per-
cent lessor cap was to apply to property placed in service on or
before September 30, 1985. Third, the investment tax credit for
property subject to a finance lease and placed in service on or
before September 30, 1985, was only allowable ratably over 5 years,
rather than entirely in the year the property is placed in service.

Notwithstanding these general rules, finance leasing was to be
available for up to $150,000 per calendar year of a lessee’s farm
property for agreements entered into after July 1, 1982, and before
1984. Furthermore, the 40-percent lessee cap, 50-percent lessor cap,
and 5-year spread of the investment credit did not apply to this
amount of farm property.

The Tax Reform Act of 1984, however, postponed the effective
date of the finance lease rules to generally apply to agreements en-
tered into after December 31, 1987, and extended the three restric-
tions. Thus, the 40-percent lessee cap was extended to property
placed in service by a lessee during any calendar year beginning
before 1990; the 50-percent lessor cap was extended through Sep-
tember 30, 1989; and the 5-year spread of the investment credit for
property subject to a finance lease was extended to property placed
in service on or before September 30, 1989.

The Tax Reform Act of 1984 provided transitional rules which
exempted property from the 4-year postponement if, before March
7, 1984, (1) a binding contract to acquire or construct the property
was entered into by or for the lessee, (2) the property was acquired
by the lessee, or (3) construction of the property was begun by or
for the lessee. In addition, the Act exempted from the 4-year post-
ponement property which is placed in service before 1988 and is (1)
a qualified lessee’s automotive manufacturing property (limited to
an aggregate of $150 million of cost basis per lessee) or (2) property
that was part of a coal-fired cogeneration facility for which certifi-
cation and construction permit applications were filed on specified
dates. The special rules relating to the availability of finance leas-
ing for up to $150,000 per calendar year of a lessee’s farm property
were extended to cover agreements entered into before 1988.

Reasons for Change

The committee appreciates the simplicity of the present law Ac-
celerated Cost Recovery System (ACRS), which provides a small
number of depreciation classes and relatively short recovery peri-
ods. The committee chose to maintain this structure, while adopt-
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ing improvements. For example, the committee believes ACRS can
be made more neutral by increasing the recovery period for very
long-lived equipment from 5 years to 10 years, and by extending
the recovery period of real property. Another modification ap-
proved by the committee is to give equal recovery periods for the
long-lived assets of regulated and nonregulated utilities. Under
present law, nonregulated utilities receive more favorable deprecia-
tion treatment, which can give them an unfair competitive advan-
tage where they provide essentially the same services as regulated
utilities.

The committee believes some further acceleration in the rate of
recovery of depreciation deductions should be provided to compen-
sate partly for the repeal of the investment tax credit. The commit-
tee is cognizant that other nations heavily subsidize business in-
vestments through tax and other policies, and the committee does
not believe such policies can be completely ignored. Therefore, it
was the committee’s judgment that to maintain the international
competitiveness of U.S. business changes were necessary to the ac-
celerated cost recovery system which, in certain cases, provided
greater incentives than those existing under present law. The bill
increases the rate of acceleration from 150-percent declining bal-
ance to 200-percent declining balance for property in the 5-year
and 10-year classes. Together with the large tax rate reductions, in-
vestment incentives will remain high and the nation’s savings can
be utilized more efficiently. '

The committee believes an efficient capital cost recovery system
is essential to maintaining U.S. economic growth. As the world
economies become increasingly competitive, it is most important
that investment in our capital stock be determined by market
forces rather than by tax considerations.

Under present law, the tax benefits arising from the combination
of the investment tax credit and accelerated depreciation are more
generous for some equipment than if the full cost of the investment
were deducted immediately—a result more generous than exempt-
ing all earnings on the investment from taxation. At the same
time, assets not qualifying for the investment credit and acceler-
ated depreciation bear much higher effective tax rates. The output
attainable from our capital resources is reduced because too much
investment occurs in tax-favored sectors and too little investment
occurs in sectors that are more productive, but which are tax-disad-
vantaged. The nation’s output can be increased simply by a reallo-
cation of investment, without requiring additional saving.

The committee believes the surest way of encouraging the effi-
cient allocation of all resources and the greatest possible economic
growth is by reducing statutory tax rates. A large reduction in the
top corporate tax rate can be achieved by repealing the investment
tax credit without reducing the corporate tax revenues collected.
One distorting tax provision is replaced by lower tax rates which
provide benefits to all investment. A neutral tax system allows the
economy to most quickly adapt to changing economic needs.
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Explanation of Provisions

1. Depreciation

a. Overview

The bill modifies the Accelerated Cost Recovery System by (1)
prescribing depreciation methods for each ACRS class (in lieu of
providing statutory tables), (2) reclassifying certain assets, includ-
ing the creation of a second three-year class to which the straight-
line method of depreciation applies, (3) providing more accelerated
depreciation for the five- and ten-year ACRS classes (as revised by
the bill), and (4) requiring the cost of real property to be recovered
using the straight-line method over extended recovery periods. The
bill also provides new averaging conventions for use in determining
when property is treated as placed in service or disposed of during
a taxable year.

The bill includes a provision for limited expensing of eligible
property. In addition, the bill provides an alternative depreciation
system based on ADR midpoints for (1) assets used abroad, (2)
assets used by nontaxable entities, (3) computing earnings and prof-
its of a corporation, (4) assets financed with the proceeds of tax-
exempt obligations, and (5) computing the alternative minimum
tax applicable to corporations and individuals. The bill also in-
cludes a new normalization requirement for assets used by public
utilities.

Under the bill, if a lessee makes improvements to leased proper-
ty, the cost of the leasehold improvement is recovered under the
same rules that apply to an owner of property.

b. General rules

The bill reclassifies certain assets based on midpoint lives under
the ADR system, as in effect on January 1, 1986 (Rev. Proc. 83-35,
1983-1 C.B. 745). Under the bill, eligible personal property is as-
signed among a three-year class, a five-year class, a ten-year class,
or a fifteen-year class. The bill applies the 150-percent declining
balance method, switching to the straight-line method at a time to
maximize the recovery allowance, to certain property in the three-
year class and to the fifteen year class. The depreciation method
for other property in the three-year class is the straight-line
method. The depreciation method applicable to property included
in the five- and ten-year classes is the double declining balance
method, switching to the straight-line method at a time to maxi-
mize the depreciation allowance. The cost of real property is recov-
ered using the straight-line method. As under present law, the sal-
vage value of property is treated as zero; thus, the entire cost or
other basis of eligible property is recovered under the bill.

Eligible property
Under the bill, property eligible for the modified ACRS generally
includes tangible depreciable property (both real and personal),
whether new or used, placed in service after December 31, 1986. El-
igible property does not include (1) property that the taxpayer
properly elects to depreciate under the unit-of-production method
or any other method not expressed in terms of years (other than
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the “retirement replacement betterment” method or similar
method), (2) any property used by a public utility (within the mean-
ing of section 167(1)X8)A)) if the taxpayer does not use a normaliza-
tion method of accounting, (3) any motion picture film or video
tape, (4) any sound recording described in section 280(c)2), or (5)
any property subject to ACRS as in effect before enactment of the
bill or pre-ACRS depreciation rules (by application of an effective
date or transitional rule). As under present law, intangible proper-
ty may be amortizable under section 167.

Normalization requirements for public utility property

The bill continues the rule that public utility property is eligible
for ACRS only if the tax benefits of ACRS are normalized in set-
ting rates charged by utilities to customers and in reflecting oper-
ating results in regulated books of account. In addition to requiring
the normalization of ACRS deductions, the bill provides for the
normalization of excess deferred tax reserves resulting from the re-
duction of corporate income tax rates (with respect to prior depre-
ciation or recovery allowances taken on assets placed in service
before 1987). The bill provides that if an excess deferred tax reserve
is reduced more rapidly or to a greater extent than such reserve
would be reduced under the average rate assumption method, the
taxpayer is not considered to be using a normalization method of
accounting with respect to any of its assets. Thus, if the excess de-
ferred tax reserve is not normalized, the taxpayer must compute its
depreciation allowances using the depreciation method, useful life
determination, averaging convention, and salvage value limitation
used for purposes of setting rates and reflecting operating results
in regulated books of account.

The bill provides that the excess deferred tax reserve is the re-
serve for deferred taxes computed under prior law over what the
reserve for deferred taxes would be if the tax rate in effect under
the bill had been in effect for all prior periods. The average rate
assumption method is the method which reduces the excess de-
ferred tax reserve over the remaining regulatory lives of the prop-
erty which gave rise to the reserve for deferred taxes. Under this
method, the excess deferred tax reserve is reduced as the timing
differences (i.e., differences between tax depreciation and regula-
tory depreciation with respect to each asset or group of assets in
the case of vintage accounts) reverse over the life of the asset. The
reversal of timing differences generally occurs when the amount of
the tax depreciation taken with respect to an asset is less than the
amount of the regulatory depreciation taken with respect to the
asset. Under the bill, the excess deferred tax reserve is multiplied
by a formula that is designed to help insure that the excess is re-
duced to zero at the end of the regulatory life of the asset that gen-
erated the reserve.

The committee does not intend that the provisions apply retroac-
tively to the excess deferred tax reserve generated from previous
reductions in corporate tax rates. The committee intends that such
previous excess deferred tax reserves will continue to be treated
under prior law.



99

Classification of assets and recovery periods

Personal property

Three-year class.—The bill retains the three-year class for proper-
ty with an ADR midpoint of four years or less, but excludes auto-
mobiles, light general purpose trucks, and over-the-road tractor
units. In addition, property used in connection with research and
experimentation is excluded from this three-year class if placed in
service before January 1, 1990. Property used in connection with
research and experimentation and excluded from the three-year
class is included in the five-year class described below.

The cost of property in the three-year class is recovered using the
150-percent declining balance method, switching to the straight-
line method at a time to maximize the deduction, and a three-year
recovery period.

Straight-line three-year class.—The bill creates a second three-
year class that includes automobiles, light general purpose trucks,
and property used to manufacture semiconductors (described in
ADR class 36.0).

The cost of property included in this three-year class is recovered
using the straight-line method and a three-year recovery period.

Five-year class.—The bill modifies the five-year class by exclud-
ing property with ADR midpoint lives of 16 years or more, other
than computer-based telephone central office switching equipment,
and’ including research and experimentation property placed in
service before January 1, 1990 and over-the-road tractor units.
Telephone central office switching equipment is computer-based
only if its functions are those of a computer (as defined in section
168(jX4XB)) in its capacity as telephone central office switching
equipment. The identical qualities of this computer-based equip-
ment and computers are the committee’s basis for placing the com-
puter-based equipment in the five-year class along with computers
(rather than excluding such property because of its 18-year ADR
midpoint life).

The cost of property included in the five-year class is recovered
using the double declining balance method, switching to the
straight-line method at a time to maximize the deduction, and a
five-year recovery period. )

Ten-year class.—The bill modifies the ten-year class by excluding
public utility property with an ADR midpoint of 20 years or more,
and including property that is excluded from the five-year class be-
cause it has an ADR midpoint of 16 years or more.

The cost of property included in the ten-year class is recovered
using the double declining balance method, switching to the
straight-line method at a time to maximize the deduction, and a
ten-year recovery period. . )

15-year utility class.—Under the bill, the 15-year utility class in-
cludes all utility property—whether the property is used by a
public utility or an unregulated company—with ADR midpoints of
20 years or more and steam and electric generation or distribution
equipment described in ADR class 00.4. .

Utility property is defined as any property used predominantly
in the trade or business of furnishing or selling: (1) electrical
energy, water, or sewage disposal services, (2) gas or steam through
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a local distribution system, (3) telephone services, (4) other commu-
nication services if furnished or sold by the Communications Satel-
lite Corporation for purposes authorized by the Communications
Satellite Act, or (5) transportation of gas or steam by pipeline. The
determination of whether property constitutes utility property is
made without regard to whether rates are established or approved
by a regulatory body.

Real property

The bill provides different recovery periods for residential rental
property and nonresidential real property.

Residential rental property.—The bill defines residential rental
property as a building or structure with respect to which 80 per-
cent or more of the gross rental income is rental income from
dwelling units. The term “dwelling unit” is defined as a house or
apartment used to provide living accommodations, but does not in-
clude a unit in a hotel, motel, inn, or other establishment more
than one-half of the units in which are used on a transient basis. If
any portion of a building or structure is occupied by the taxpayer,
the gross rental income from such property shall include the rental
value of the portion so occupied.

The cost of residential rental property is recovered using the
straight-line method of depreciation, and a recovery period of 27.5
years.

Nonresidential real property.—The bill defines nonresidential
real property to include section 1250 class property that has a class
life of more than 12.5 years and is not residential real property.

The cost of nonresidential real property is recovered using the
straight-line method of depreciation, and a recovery period of 31.5
years.

Optional depreciation method

The bill repeals the provision that permits taxpayers to elect use
of the straight-line method over an optional recovery period. The
election to use the straight-line method over the applicable ACRS
recovery period is retained. Further, a taxpayer is permitted to
elect use of an alternative depreciation system based on ADR mid-
K%rﬁtg (described below) for property that is otherwise eligible for

Changes in classifications

The Secretary, through an office established in the Treasury De-
partment (including the Internal Revenue Service), is authorized to
monitor and analyze actual experience with all tangible deprecia-
ble assets, to prescribe a new class life for any property or class of
property (other than property that is specifically assigned to an
ACRS class under the bill notwithstanding its existing ADR mid-
point) when appropriate, and to prescribe a class life for any prop-
erty that does not have a class life. If the Secretary prescribes a
new class life for property (other than real property or other prop-
erty that is specifically assigned), such life will be used in deter-
mining the classification of the property. The prescription of a new
class life for property will not change the ACRS class structure,
but will affect the ACRS class in which the property falls.
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Any class life prescribed under the Secretary’s authority must
reflect the anticipated useful life, and the anticipated decline in
value over time, of an asset to the industry or other group. Thus,
useful life means the economic life span of property over all users
combined and not, as under prior law, the typical period over
which a taxpayer holds the property. Evidence indicative of the
useful life of property which the committee intends the Secretary
will take into account in prescribing a class life includes the depre-
ciation practices followed by taxpayers for book purposes with re-
spect to the property. It also includes useful lives experienced by
taxpayers, according to their reports. It further includes independ-
ent evidence of minimal useful life—the terms for which new prop-
erty is leased, used under a service contract, or financed—and inde-
pendent evidence afforded by resale price data.

The committee expects that initial studies will concentrate on
property that now has no ADR midpoint.

Averaging conventions

The following averaging conventions apply to depreciation com-
putations made under both ACRS (as modified by the bill) and the
alternative depreciation system (described below) provided by the
bill. The recovery period begins on the date property is placed in
service under the applicable convention.

Half-year convention

In general, a half-year convention applies under which all prop-
erty placed in service or disposed of during a taxable year is treat-
ed as placed in service or disposed of at the midpoint of such year.
As a result, a half-year of depreciation is allowed for the first year
property is placed in service, regardless of when the property is
placed in service during the year, and a half-year of depreciation is
allowed for the year in which property is disposed of or is other-
wise retired from service.

To illustrate the half-year convention, assume that a taxpayer
places in service a $100 asset that is assigned to the five-year class.
ACRS deductions, beginning with the first taxable year and ending
with the sixth year, are $20, $32, $19.20, $11.52, $11.52, and $5.76. If
the asset were disposed of in year two, the ACRS deduction for that
year would be $16.

Mid-month convention

In the case of both residential rental property and nonresidential
real property, a mid-month convention applies. Under the mid-
month convention, the depreciation allowance for the first year
property is placed in service is based on the number of months the
property was in service, and property placed in service at any time
during a month is treated as having been placed in service in the
middle of the month. Further, property disposed of by a taxpayer
at any time during a month is treated as having been disposed of
in the middle of the month.
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Special rule where substantial property placed in service during last
three months of year

Except as provided in regulations, the mid-month convention ap-
plies to all property a taxpayer places in service during a taxable
year if more than 40 percent of the aggregate bases of that proper-
ty is placed in service during the last three months of the taxable
year. For purposes of applying the 40-percent test, residential
rental property and nonresidential real property are not taken into
account.

Short taxable years

As under present law, in the case of a taxable year that is less
than 12 months, the amount of the ACRS deduction allowed is an
amount that bears the same relationship to the deduction allow-
able otherwise as the number of months in the short taxable year
bears to 12. This rule does not apply to residential rental property
or nonresidential real property.

¢. Alternative depreciation system

In general

In general, ACRS deductions are reduced for property that (1) is
used predominantly outside the United States (“foreign-use” prop-
erty), (2) is leased to or otherwise used by a tax-exempt entity, in-
cluding a foreign person unless more than 50 percent of the gross
income derived from the property by such person is subject to U.S.
tax (“tax-exempt use” property), (8) is financed directly or indirect-
ly by an obligation, the interest on which is exempt from taxation
under section 103(a) (“tax-exempt bond financed” property), (4) is
imported from a foreign country with respect to which an Execu-
tive Order is in effect because the country maintains trade restric-
tions or engages in other discriminatory acts, or (5) with respect to
which an election to decelerate depreciation deductions is made. In
these cases, depreciation allowances are computed under the alter-
native depreciation system, which provides for straight-line recov-
ery (without regard to salvage value) and use of the applicable
averaging conventions described above.

The recovery period under the alternative system generally is
equal to the property’s ADR midpoint life (12 years for personal
property with no ADR midpoint life, and 40 years for real proper-
ty). Qualified technological equipment (as defined under the rules
for tax-exempt use property), automobiles, light purpose trucks,
and over-the-road tractor units are treated as having a recovery
period of five years.

The alternative depreciation system is used for purposes of com-
puting the earnings and profits of a foreign or domestic corpora-
tion, as well as for purposes of computing the portion of deprecia-
tion allowances treated as an item of tax preference under the al-
ternative minimum tax applicable to corporations and individuals.
The bill also modifies the treatment of depreciation deductions for
luxury automobiles and mixed-use property.
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Foreign-use property

As under present law, foreign-use property is property that is
used outside the United States more than half of a taxable year. In
addition to the exceptions to this general rule that are applicable
under present law, the bill provides a new exception for any satel-
lite or other space craft (or any interest therein) held by a U.S.
person if such property is launched from within the United States.

Tax-exempt use property

The bill retains the rules for tax-exempt use property, including
‘the rules that (1) increase the recovery period used for purposes of
computing depreciation to a period not less than 125 percent of the
lease term, if this period would be longer than the depreciation
period otherwise applicable to the property, and (2) treats qualified
technological equipment with a lease term that exceeds five years
as having a recovery period of five years.

Tax-exempt bond financed property

The bill modifies the definition of tax-exempt bond financed
property to include any property if part or all of such property is
financed (directly or indirectly) by an obligation the interest on
which is exempt from tax under section 103(a). For purposes of this
rule, the proceeds of an obligation are treated as used to finance
property acquired in connection with the issuance of an obligation
in the order in which such property was acquired. Solely for pur-
poses of applying the alternative depreciation system to tax-exempt
bond financed property, (1) solid waste disposal facilities and haz-
ardous waste facilities are treated as having an ADR midpoint of
eight years, and (2) low-income residential rental property is treat-
ed as having a recovery period of 27.5 years.

Luxury automobiles and mixed-used property

The bill conforms the fixed limitations applicable to automobiles
so that the price range of affected cars is unchanged. Under the
bill, depreciation deductions are limited to $2,133 for the first year
in the recovery period, and $4,210 for each succeeding year. In ad-
dition, the bill clarifies that the fixed limitations apply to all de-
ductions claimed for depreciation of automobiles, not just ACRS de-
ductions.

For mixed-use property that is used 50 percent or more for per-
sonal purposes, depreciation deductions are computed under the al-
ternative depreciation system.

Certain imported property

The bill authorizes the President to provide by Executive Order
for the application of the alternative depreciation system to certain
property that is imported from a country maintaining trade restric-
tions or engaging in discriminatory acts. For purposes of this provi-
sion, the term imported property means any property that is com-
pleted outside the United States, or less than 50 percent of the
basis of which is attributable to value added within the United
States. In applying this test, the term ‘“United States” is treated as
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including the Commonwealth of Puerto Rico and the possessions of
the United States.

The bill authorizes reduced depreciation for property that is im-
ported from a foreign country that (1) maintains nontariff trade re-
strictions that substantially burden U.S. commerce in a manner in-
consistent with provisions of trade agreements, including variable
import fees, or (2) engages in discriminatory or other acts or poli-
cies unjustifiably restricting U.S. commerce (including tolerance of
international cartels). If the President determines that a country is
engaging in the proscribed actions noted above, he may provide for
the application of alternative depreciation to any article or class of
articles manufactured or produced in such foreign country for such
period as may be provided by Executive Order.

In general, the terms of the provision relating to certain import-
ed property are substantially identical to those of section 48(a)(7)
relating to the investment tax credit (which is repealed by sec. 211
of the bill).

Election to use alternative depreciation system

A taxpayer may irrevocably elect to apply the alternative system
to any class of property for any taxable year. If the election is
made, the alternative system applies to all property in the ACRS
class placed in service during the taxable year. For residential
rental property and nonresidential real property, this election may
be made on a property-by-property basis. The election to use the al-
ternative system is in addition to the election to recover costs using
tltl)e straight-line method over the ACRS recovery period (described
above).

d. Mass asset vintage accounts

The bill continues the Secretary’s regulatory authority to permit
a taxpayer to maintain one or more mass asset accounts for any
property in the same ACRS class and placed in service in the same
year. As under present law, unless otherwise provided in regula-
tions, the full amount of the proceeds realized on disposition of
property from a mass asset account are to be treated as ordinary
income (without reduction for the basis of the asset). As a corollary,
no reduction is to be made in the depreciable basis remaining in
the account. The limitations on the ability to establish mass asset
accounts under present law, as proposed in Treasury regulations,
resulted, in part, from a concern about the mechanics of recaptur-
ing investment tax credits on dispositions of property from an ac-
count. To facilitate the application of the recapture rules without
requiring that individual assets be identified, the proposed regula-
tions provide mortality dispersion tables that cannot be applied
easily to diverse assets. In view of the provision of the bill that re-
peals the investment tax credit, the primary reason for restricting
a taxpayer’s ability to establish vintage accounts would be set
aside. Accordingly, the committee expects that the definition of
assets eligible for inclusion in mass asset accounts will be expanded
to include diverse assets.
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e. Lessee leasehold improvements

The cost of leasehold improvements made by a lessee is to be re-
covered under the rules applicable to other taxpayers, without
regard to the lease term. On termination of the lease, the lessee
who does not retain the improvements is to compute gain or loss by
reference to the adjusted basis of the improvement at that time.

In light of the bill's treatment of a lessee’s capital costs, the only
future relevance of section 178 will be in determining the amortiza-
tion period for lease acquisition costs. Accordingly, the bill makes
conforming changes to section 178. Under section 178 as revised by
the bill, the term of a lease is determined by including all renewal
options as well as any other period for which the parties reason-
ably expect the lease to be renewed.

f. Treatment of certain transferees

A special rule applies after the transfer of any property in a non-
recognition transaction described in section 332, 351, 361, 371(a),
374(a), 721, or 731 (other than the case of a termination of a part-
nership under 708(bX1XB)). In any such case, the transferee is
treated as the transferor for purposes of computing the deprecia-
tion deduction with respect to so much of the basis in the hands of
the transferee as does not exceed the adjusted basis in the hands of
the transferor. Thus, the transferee of property in one of the trans-
actions described above “steps into the shoes” of the transferor to
the extent the property’s basis is not increased as the result of the
transaction. To the extent the transferee’s basis exceeds the proper-
ty’s basis in the hands of the transferor (e.g., because the transfer-
or recognized gain in the transaction), the transferee depreciates
the excess under the bill’s general rules.

g. Additions or improvements to property

The bill preserves the prohibition against use of the component
method of depreciation. The bill provides that the recovery period
for any addition or improvement to real or personal property
begins on the later of (1) the date on which the addition or im-
provement is placed in service, or (2) the date on which the proper-
ty with respect to which such addition or improvement is made is
placed in service. Any ACRS deduction for an addition or improve-
ment to a property is to be computed in the same manner as the
deduction for the underlying property would be if such property
were placed in service at the same time as such addition or im-
provement. Thus, for example, the cost of a post-effective date im-
provement to a building that constitutes nonresidential real prop-
erty is recovered over 31.5 years using the straight-line method
(i.e., the same recovery period and method that would apply to the
building if it were placed in service after the effective date, unless
a transitional rule applies to such improvement).

h. Expensing in lieu of cost recovery

The bill continues the provision under which a taxpayer (other
than a trust or estate) can elect to treat the cost of qualifying prop-
erty as an expense that is not chargeable to capital account, with
four modifications. The costs for which the election is made are al-
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lowed as a deduction for the taxable year in which the qualifying
property is placed in service.

Under the first modification, the dollar limitation on the amount
that can be expensed is $10,000 a year ($5,000 in the case of a mar-
ried individual filing a separate return).

The second modification provides that the election to expense
qualifying property is unavailable to any taxpayer for any taxable
year in which the aggregate cost of qualifying property placed in
service during such taxable year exceeds $200,000. For every dollar
of investment in excess of $200,000, the $10,000 ceiling is reduced
by $1.

yThe third modification limits the amount eligible to be expensed
to the taxable income derived from the active trade or business in
which the related property is used. For purposes of this rule, tax-
able income from the conduct of an active trade or business is com-
puted separately with respect to each trade or business, and with-
out regard to the cost of the expensed property. For purposes of
this rule, the Secretary is authorized to prescribe regulations for
the allocation of items of income or expense to a trade or business.

Costs that are disallowed as a result of the limitation based on
taxable income are carried forward to the succeeding taxable year
(and added to the amount eligible to be expensed under this provi-
sion for that year). ‘

Under the fourth modification, if property is converted to nonbu-
siness use at any time, the difference between the amount ex-
pensed and the ACRS deductions that would have been allowed for
the period of business use is recaptured as ordinary income.

i. Disposition of assets and recapture

As under present law, if a taxpayer uses ACRS to recover the
costs of tangible property (other than residential rental property
and nonresidential real property), all gain on the disposition of
such property is recaptured as ordinary income to the extent of
previously allowed depreciation deductions. For purposes of this
rule, any deduction allowed under section 179 (relating to the ex-
pensing of up to $10,000 of the cost of qualifying property), 190 (re-
lating to the expensing of the costs of removing certain architectur-
al and transportation barriers), or 193 (relating to tertiary injec-
tant expenses) is treated as a depreciation deduction.

There is no recapture of previously allowed depreciation deduc-
tions in the case of residential rental property and nonresidential
real property.

2. Regular Investment Tax Credit
The bill repeals the regular investment tax credit.

3. Finance Leases
The bill repeals the finance leasing rules.
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Effective Dates

In general

In general, the provisions that modify ACRS apply to all proper-
ty placed in service after December 31, 1986. The provision that re-
peals the regular investment tax credit is effective for property
placed in service after December 31, 1985. Repeal of the finance
l3e1asle9§gle is effective for agreements entered into after December

Transitional rules

Overview

The bill provides certain exceptions to the general effective
dates, in the case of property constructed, reconstructed, or ac-
quired pursuant to a written contract that was binding as of March
1, 1986, (December 31, 1985, for purposes of the investment tax
credit) or in other transitional situations discussed below. Except in
the case of qualified solid waste disposal facilities and certain satel-
lites (described below), the application of the bill's transitional
rules is conditioned on property being placed in service by a pre-
scribed date in the future. In addition, special rules are provided
for investment credits claimed on transitional property, tax-exempt
bond financed property, and the finance lease rules.

Except as otherwise provided, for purposes of the depreciation
transitional rules, rules described below do not apply to any prop-
erty unless the property has an ADR midpoint of seven years or
more and is placed in service before the applicable date, deter-
mined according to the following: (1) for property with an ADR
midpoint less than 20 years (other than computer-based telephone
central office switching equipment), January 1, 1989, and (2) for
property with an ADR midpoint of 20 years or more, residential
rental property, and nonresidential real property, January 1, 1991.

For purposes of the investment tax credit transitional rules, the
applicable placed-in-service dates are: (1) for property with an ADR
midpoint less than five years, July 1, 1986, (2) for property with an
ADR midpoint of at least five but less than seven years and includ-
ing computer-based telephone central office switching equipment,
January 1, 1987, (3) for property with an ADR midpoint of at least
seven but less than 20 years (other than computer-based telephone
central office switching equipment), January 1, 1989, and (4) for
property with an ADR midpoint of 20 years or more, residential
rental property, and nonresidential real property, January 1, 1991.

For purposes of the general effective dates, if at least 80 percent
of a target corporation’s stock is acquired on or before December
31, 1986, (December 31, 1985, for purposes of the investment tax
credit) and the acquiring corporation makes a section 338 election
to treat the stock purchase as an asset purchase after the relevant
date, then the deemed new target corporation is treated as having
purchased the assets before the general effective date.

Anti-churning rules

The bill expands the scope of the present law anti-churning rules
to prevent taxpayers from bringing certain property placed in serv-
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ice before January 1, 1987 under the modified ACRS. The expanded
anti-churning rules apply to all ACRS property other than residen-
tial rental property and nonresidential real property. The bill re-
tains the anti-churning rules applicable to property that was origi-
nally placed in service before January 1, 1981. The committee in-
tends that the anti-churning rules will not apply in the case of
property placed in service before January 1, 1987 for personal use
and converted to business use after January 1, 1987; such property
is treated as originally placed in service when it is first placed in
service for business use.

Binding contracts

The bill does not apply to property that is constructed, recon-
structed, or acquired by a taxpayer pursuant to a written contract
that was binding as of March 1, 1986 (December 31, 1985, for in-
vestment tax credits), and at all times thereafter. If a taxpayer
transfers his rights in any such property under construction or
such contract to another taxpayer, the bill does not apply to the
property in the hands of the transferee, as long as the property
was not placed in service before the transfer by the transferor. For
purposes of this rule, if by reason of sales or exchanges of interests
in a partnership, there is a deemed termination and reconstitution
of a partnership under section 708(b)(1)(B), the partnership is to be
treated as having transferred its rights in the property under con-
struction or the contract to the new partnership.

The general binding contract rule applies only to contracts in
which the construction, reconstruction, erection, or acquisition of
property is itself the subject matter of the contract.

A contract is binding only if it is enforceable under State law
against the taxpayer, and does not limit damages to a specified
amount (e.g., by use of a liquidated damages provisions). A contrac-
tual provision that limits damages to an amount equal to at least
five percent of the total contract price is not treated as limiting
damages.

For purposes of the general binding contract rule, a contract
under which the taxpayer is granted an option to acquire property
is not to be treated as a binding contract to acquire the underlying
property. In contrast, a contract under which the taxpayer grants
an irrevocable put (i.e., an option to sell) to another taxpayer is
treated as a binding contract, as the grantor of such an option does
not have the ability to unilaterally rescind the commitment. In
general, a contract is binding even if subject to a condition, as long
as the condition is not within the control of either party or a prede-
cessor (except in the limited circumstances described below). A con-
tract that was binding as of March 1, 1986 (or December 31, 1985,
in the case of the investment tax credit) will not be considered
binding at all times thereafter if it is substantially modified after
that date.

A binding contract to acquire a component part of a larger prop-
erty will not be treated as a binding contract to acquire the larger
property under the general rule for binding contracts. For example,
if a written binding contract to acquire an aircraft engine was en-
tered into before March 2, 1986, there would be a binding contract
to acquire only the engine, not the entire aircraft.
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Self-constructed property

The bill does not apply to property that is constructed or recon-
structed by the taxpayer, if (1) the lesser of $1 million or five per-
cent of the cost of the property was incurred or committed, (i.e., re-
quired to be incurred pursuant to a written binding contract in
effect) as of March 1, 1986 (December 31, 1985, for purposes of the
investment tax credit) and (2) the construction or reconstruction
began by that date. For purposes of this rule, a taxpayer who
serves as the engineer and general contractor of a project is to be
treated as constructing the property. For purposes of this rule, the
construction of property is considered to begin when physical work
of a significant nature starts. Construction of a facility or equip-
ment is not considered as begun if work has started on minor parts
or components. Physical work does not include preliminary activi-
ties such as planning or designing, securing financing, exploring,
researching, or developing.

Equipped buildings

Under the bill, where construction of an equipped building began
on or before March 1, 1986 (December 31, 1985, for purposes of the
investment tax credit), pursuant to a written specific plan, and
more than one-half the cost of the equipped building (including any
machinery and equipment for it) was incurred or committed before
March 2, 1986 (January 1, 1986, for the investment tax credit) the
entire equipped building project and incidental appurtenances are
excepted from the bill’s application. Where the costs incurred or
committed before March 2, 1986 (January 1, 1986, for the invest-
ment tax credit) do not equal more than half the cost of the
equipped building, each item of machinery and equipment is treat-
ed separately for purposes of determining whether the item quali-
fies for transitional relief.

Under the equipped building rule, the bill will not apply to
equipment and machinery to be used in the completed building,
and also incidental machinery, equipment, and structures adjacent
to the building (referred to here as appurtenances) which are neces-
sary to the planned use of the building, where the following condi-
tions are met:

(1) The construction (or reconstruction or erection) or acquisition
of the building, machinery, and equipment was pursuant to a spe-
cific written plan of a taxpayer in existence on March 1, 1986 (De-
cember 31, 1985, for the investment tax credit); and

(2) More than 50 percent of the adjusted basis of the building and
the equipment and machinery to be used in it (as contemplated by
the written plan) was attributable to property the cost of which
was incurred or committed by March 1, 1986 (December 381, 1985,
for the investment tax credit), and construction commenced on or
before March 1, 1986 (December 31, 1985, for the investment tax
credit).

The written plan for an equipped building may be modified to a
minor extent after March 1, 1986 (December 31, 1985, for the in-
vestment tax credit) (and the property involved still come under
this rule); however, there cannot be substantial modification in the
plan if the equipped building rule is to apply. The plan referred to
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must be a definite and specific plan of the taxpayer that is avail-
able in written form as evidence of the taxpayer’s intentions.

The equipped building rule can be illustrated by an example
where the taxpayer has a plan providing for the construction of a
$100,000 building with $80,000 of machinery and equipment to be
placed in the building and used for a specified manufacturing proc-
ess. In addition, there may be other structures or equipment, here
called appurtenances, which are incidental to the operations car-
ried on in the building, that are not themselves located in the
building. Assume that the incidental appurtenances have further
costs of $30,000. These appurtenances might include, for example,
an adjacent railroad siding, a dynamo or water tower used in con-
nection with the manufacturing process, or other incidental struc-
tures or machinery and equipment necessary to the planned use of
the building. Of course, appurtenances, as used here, do not include
a plant needed to supply materials to be processed or used in the
building under construction. In this case, if the building qualified
as transition property but no equipment had been ordered, and the
appurtenances had not been constructed or placed under binding
order, the equipped building rule would apply. This is true because
the building cost represents more than 50 percent of the total
$180,000. As a result, the machinery and equipment, even though
not under binding contract, is eligible for the rule. In this connec-
tion, it should be noted that the additional cost of appurtenances,
$30,000, is not taken into account for purposes of determining
whether the 50-percent test is met. Nevertheless, the bill would not
apply to these appurtenances since the 50-percent test is met as to
the equipped building.

Plant facilities

The bill also provides a plant facility rule that is comparable to
the equipped building rule (described above), for cases where the fa-
cility is not housed in a building. For purposes of this rule, the
term “plant facility” means a facility that does not include any
building (or of which buildings constitute an insignificant portion),
and that is a self-contained single operating unit or processing op-
eration—located on a single site—identifiable as a single unitary
project as of March 1, 1986.

If pursuant to a written specific plan of a taxpayer in existence
as of March 1, 1986 (December 31, 1985, for the investment tax
credit), the taxpayer constructed, reconstructed, or erected a plant
facility, the construction, reconstruction, or erection commenced as
of March 1, 1986 (December 31, 1985, for the investment tax credit),
and the 50-percent test is met, then the bill will not apply to prop-
erty that makes up the facility. For this purpose, construction, etc.,
of a plant facility is not considered to have begun until it has com-
menced at the site of the plant facility. (This latter rule does not
apply if the facility is not to be located on land and, therefore,
where the initial work on the facility must begin elsewhere.) In
this case, as in the case of the commencement of construction of a
building, construction begins only when actual work at the site
commences; for example, when work begins on the excavation for
footings, etc., or pouring the pads for the facility, or the driving of
foundation pilings into the ground. Preliminary work, such -as
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clearing a site, test drilling to determine soil condition, or excava-
tion to change the contour of the land (as distinguished from exca-
vation for footings), does not constitute the beginning of construc-
tion, reconstruction or erection.

Special rules for sale-leasebacks within 90 days

Property is treated as meeting the requirements of a transitional
or general effective date rule if (1) the property is placed in service
by a taxpayer who acquired the property from a person in whose
hands the property would qualify under a transitional or general
effective date rule, (2) the property is leased back by the taxpayer
to such person, and (3) the leaseback occurs within 90 days after
such property was originally placed in service, but no later than
the applicable date. The committee intends that the special rule for
sale-leasebacks apply to any property that qualifies for transitional
relief under the bill or that was originally placed in service by the
lessee under the sale-leaseback before the general effective date.
This rule would apply where a taxpayer acquires property from a
manufacturer, places the property in service by leasing it to the ul-
timate user, and subsequently engages in a sale-leaseback within
90 days after the property was originally placed in service under
the initial lease.

Special rules for tax-exempt bond financed property

The provision restricting ACRS deductions for property financed
with tax-exempt bonds applies to property placed in service after
December 31, 1986, part or all of such property is financed (directly
or indirectly) by the proceeds of bonds issued after March 1, 1986.
The revised restrictions on ACRS deductions do not apply to facili-
ties placed in service after December 31, 1986, if—

(1) the original use of the facilities commences with the taxpayer
and the construction (including reconstruction or rehabilitation)
ﬁgmmenced before March 2, 1986, and was completed after that

te;

(2) a binding contract to incur significant expenditures for the
construction (including reconstruction or rehabilitation) of the
property financed with the bonds was entered into before March 2,
1986, was binding at all times thereafter, and some or all of the
expenditures were incurred after March 1, 1986; or

(3) acquired after March 1, 1986, pursuant to a binding contract
entered into before March 2, 1986, and that is binding at all times
after March 1, 1986.

For purposes of this restriction, the determination of whether a
binding contract to incur significant expenditures existed before
March 2, 1986, is made in the same manner as under the rules gov-
erning the redefinition of industrial development bonds.

The restrictions on ACRS deductions for bond-financed property
do not apply to property placed in service after December 31, 1986,
to the extent that the property is financed with tax-exempt bonds
issued before March 2, 1986. ACRS deductions for such property
may be determined, however, under the rules generally provided
by the bill. For purposes of this exception, a refunding issue issued
after March 1, 1986, generally is treated as a new issue and the
taxpayer must use the alternative depreciation method provided by



112

the bill for costs that are unrecovered on the date of the refunding
issue.

In cases where a change of recovery method is required because
of a refunding issue, only the remaining unrecovered cost of the
property is required to be recovered using the alternative deprecia-
tion system provided by the bill. Therefore, no retroactive adjust-
ments to ACRS deductions previously claimed are required when a
pre-March 2, 1986, bond issue is refunded where no significant ex-
penditures are made with respect to the facility after December 31,
1986.

Contract with persons other than a person who will construct
or supply the property

The bill provides transitional relief for certain situations where
written binding contracts require the construction or acquisition of
property, but the contract is not between the person who will own
the property and the person who will construct or supply the prop-
erty. This rule applies to written service or supply contracts and
agreements to lease entered into before March 2, 1986 (January 1,
1986, in the case of the investment tax credit). An example of a
case to which this rule would apply would be lease agreements
under which a grantor trust is obligated to provide property under
a finance lease (to the extent continued under the bill).

This transitional rule is applicable only where the specifications
and amount of the property are readily ascertainable from the
terms of the contract, or from related documents. A supply or serv-
ice contract or agreement to lease must satisfy the requirements of
a binding contract (discussed above). This rule does not provide
transitional relief to property in addition to that covered under a
contract described above, which additional property is included in
thia_ ?‘ame project but does not otherwise qualify for transitional
relief.

Development agreements relating to large-scale multi-use
urban projects

The bill does not apply to property that is included in a “quali-
fied urban renovation project.” The term qualified urban renova-
tion project includes certain projects that satisfy the following re-
quirements as of March 1, 1986 (December 31, 1985, for the invest-
ment tax credit): the project is described in the bill and (1) was pub-
licly announced by a political subdivision, for the renovation of an
urban area in its jurisdiction, (2) was either the subject of an agree-
ment for development or a lease between such political subdivision
and the primary developer of the project, or was undertaken pursu-
ant to the political subdivision’s grant of development rights to a
primary developer-purchaser; or (3) was identified as a single uni-
tary project in the internal financing plans of the primary develop-
er, and (4) is not substantially modified at any time after March 1,
1986 (December 31, 1985, for the investment tax credit).

Federal Energy Regulatory Commission application or action

The requirements of the general binding contract rule will be
treated as satisfied with respect to a project if, on or before March
1, 1986, (December 31, 1985, for the investment tax credit), the Fed-
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eral Energy Regulatory Commission (“FERC”) licensed the project
or certified the project as a “qualifying facility” for purposes of the
Public Utility Regulatory Policies Act of 1978 (“PURPA’). A
project that a developer has simply put FERC on notice is a quali-
fying facility is not certified as a qualifying facility.

This rule will not apply if a FERC license or certification is sub-
stantially amended after March 1, 1986 (December 31, 1985, for the
investment tax credit). On the other hand, minor modifications will
not affect the application of this rule (e.g., technical changes in the
description of a project, extension of the deadline for placing prop-
erty in operation, changes in equipment or in the configuration of
equipment).

The committee is informed that FERC does not distinguish be-
tween an application to amend an existing certificate and one to
have a project recertified and responds in both cases by “recertify-
ing” the project. The committee intends that substance should con-
trol over form, and property will remain transitional property if no
substantial change occurs. Similarly, a mere change in status from
a “qualifying small power production facility” to a “qualifying co-
generation facility,” under PURPA, without more, would not affect
application of the transitional rule. The following paragraph pro-
vides guidance about how the “substance over form” rule applies in
typical cases.

The requirements of the transitional rule for FERC Certification
will not be violated under the following circumstances: (1) after
FERC certification, the introduction of efficiencies results in a re-
duction of the project cost and an increase in net electricity output,
and the FERC certificate is amended to reflect the higher electrici-
ty output, (2) a project was originally certified as three separate fa-
cilities, but the taxpayer determines that it is more efficient to
have a single powerhouse, and the FERC certification is amended
to have the facilities combined under a single certificate.

The bill also provides transitional relief for hydroelectric projects
of less than 80 megawatts if an application for a license was filed
with FERC before March 2, 1986.

Qualified solid waste disposal facilities

The bill does not apply to a qualified solid waste disposal facility
if, before March 2, 1986 (for the investment tax credit, January 1,
1986), (1) there is a written binding contract between a service re-
cipient and a service provider, providing for the operation of such
facility and the payment for services to be provided by the facility,
or (2) a service recipient, governmental unit, or any entity related
to such an entity made a financial commitment of at least $200,000
to the financing or construction of the facility. )

For purposes of this rule, a qualified solid waste disposal facility
is a facility (including any portion of the facility used for power
generation or resource recovery) that provides solid waste disposal
services for residents of part or all of one or more governmental
units, if substantially all of the solid waste processed at such facili-
ty is collected from the general public. This rule does not apply to
replacement property. For example, assume a taxpayer/service pro-
vider enters into a long-term service contract before January 1,
1986, and a facility is initially placed in service after that date.
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Assume that the taxpayer finds it necessary to replace the facility
20 years later, pursuant to its obligation to provide continuing serv-
ices under the pre-1987 service contract. The special rule will apply
only to the first facility necessary to fulfill the taxpayer’s obliga-
tions under the service contract.

For purposes of this provision, a contract is to be considered as
binding notwithstanding the fact that the obligations of the parties
are conditioned on factors such as the receipt of permits, satisfac-
tory construction or performance of the facility, or the availability
of acceptable financing. A change in the method or amount of com-
pensation for services under the contract will not be considered a
substantial modification of the contract if, taken as a whole, the
change does not materially affect the scope or function of the
project.

A] service recipient or governmental unit or a related party is to
be treated as having made a substantial financial commitment to a
facility if one or more entities have issued bonds or other obliga-
tions aggregating more than 10 percent of the anticipated capital
cost of such facility, the proceeds of which are identified as being
for such facility or for a group of facilities that include the facility,
or if one or more entities have expended in the aggregate at least
$200,000 of their funds, or utilized or committed at least $200,000 of
their assets, toward the development or financing of such facility.
If a governmental entity acquires a site for a facility by purchase,
option to purchase,! purchase contract, condemnation, or entering
into an exchange of land, it shall be considered to have made a fi-
nancial commitment equal to the fair market value of such site for
purposes of this rule. For purposes of this provision, entities are re-
lated if they are described in section 168(h)(4)(A){).

Other exceptions

The bill also provides other special transitional rules of limited
application. The bill does not apply to (1) those mass commuting
vehicles exempted from the application of the tax-exempt leasing
rules under DEFRA, (2) a qualified lessee’s automotive manufactur-
ing property that was exempted from deferral of the finance lease
rules, or (3) a qualified lessee’s farm property that was exempted
from deferral of the finance lease rules. Under the special rule for
master plans for integrated projects, the committee intends that,
(1) in the case of multi-step plans described in sec. 202(dX5)E) of
the bill, the rule will include executive approval of a plan, if there
has also been executive authorization of expenditures under the
plan before September 26, 1985, and (2) in the case of single-step
plar}s described in sec. 202(d)5)E) of the bill, the rule will include
project-specific designs for which expenditures were incurred or
committed before September 26, 1985.

* In the case of an option to purchase, the committee intends the governmental entity to be
treated as having made a financial commitment only if an amount is paid for the option and
such consideration is forfeitable.
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Special rules applicable to the regular investment credit

Reduction of ITC carryyforwards and credits claimed under transi-
tional rules

If a regular investment tax credit is allowable for a taxable year
beginning after December 31, 1986, the amount allowable is re-
duced by 30 percent (15 percent, in the case of credits allowable for
a taxable year beginning in 1987). The amount by which the credit
is reduced will not be allowed as a credit for any other taxable
year. The one-time reduction in the amount of credits claimed
under transitional rules and credit carryforwards is included be-
cause of the lower marginal tax rates under the bill. For purposes
of determining the extent to which an investment credit deter-
mined under section 46 is used in a taxable year beginning after
December 31, 1986, the order in which other credits included in a
taxpayer’s general business credit are used shall be determined on
the basis of the order in which they are listed in section 38(b). This
rule is inapplicable to credits that a steel company elects to carry-
back 15 years under the special rule described below.

The 30-percent reduction applies to credits claimed under transi-
tional rules provided by the bill and credits that are carried for-
ward from years prior to January 1, 1986. In the case of transition-
al property, the reduction applies to the full amount of credit al-
lowable (determined without regard to an election to take a re-
duced credit in lieu of a half-basis adjustment). In the case of an
election to take a reduced credit in lieu of a half-basis adjustment,
the full percentage reduction applies to the reduced amount of the
credit. The provision does not affect the requirement that a half-
basis adjustment be computed by reference to the full amount of
credit earned.

A taxpayer in whose hands property qualifies for transitional
relief can make an election under section 48(d) to pass the credit
claimed to a lessee.

Elective 15-year carryback for certain taxpayers

Certain companies can elect a 15-year carryback of 50 percent of
investment tax credit carryforwards in existence as of the begin-
ning of a taxpayer’s first taxable year beginning after December
31, 1985. The amount carried back is treated as a payment against
the tax imposed by chapter 1 of the Internal Revenue Code, made
on the last day prescribed by law (without regard to extensions) for
filing a return of tax under chapter 1 of the Code for the first tax-
able year beginning on or after January 1, 1986. The amount car-
ried back would reduce tax liability for the first taxable year begin-
ning after December 31, 1985; to the extent the amount carried
back exceeds the tax liability for such year, any excess could be
claimed as a refund under generally applicable rules. Carryfor-
wards taken into account under the carryback rule are not taken
into account under section 38 for any taxable year beginning after
the termination date. Generally, taxpayers eligible to elect the 15
year carryback are domestic corporations engaged in the manufac-
ture and production of steel.

The amount claimed as a payment against the tax for the first
taxable year beginning on or after January 1, 1986 cannot exceed
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the taxpayer’s net tax liability. The net tax liability is the amount
of tax liability for all taxable years during the carryback period
(not including minimum tax liability), reduced by the sum of cred-
its allowable (other than the credit under section 34 relating to cer-
tain fuel taxes). The carryback period is the period that (1) begins
with the taxpayer’s 15th taxable year preceding the first taxable
year from which there is a credit included in the taxpayer’s exist-
ing carryforward (in no event can such period begin before the first
taxable year ending after December 31, 1961), and (2) ends with the
corporation’s last taxable year beginning before January 1, 1986.

For purposes of determining the net tax liability and the existing
carryovers for a member of an affiliated group that files a consoli-
dated return, the member will generally be treated as if it had
filed separate returns for prior years. The member’s allocable
shares of consolidated net tax liability and existing carryovers for
the prior years will be used to determine the amount of any refund
or credit.

Normalization requirement for public utility property

The bill provides that if the tax benefits of previously allowed in-
vestment tax credits on public utility property are not normalized,
then certain investment tax credits will be recaptured. In general,
the amount recaptured is the greater of (1) all investment tax cred-
its for open taxable years of the taxpayer or (2) unamortized credits
of the taxpayer or credits not previously restored to rate base
(whether or not for open years), whichever is applicable. If such
credits have not been utilized and are being carried forward, the
carryforward amount is reduced in lieu of recapture. These rules
apply to violations of the relevant normalization requirements oc-
curring in taxable years ending after December 31, 1985. Similar
principles apply to the failure to normalize the tax benefits of pre-
viously allowed employee stock ownership plan credits.

General treatment of QPEs

Neither the repeal of the regular investment credit nor the 15- or
30-percent reduction of credits affects QPEs claimed with respect to
the portion of the basis of any progress expenditure property at-
tributable to progress expenditures for periods before January 1,
1986. After December 31, 1985, QPEs cannot be claimed unless it is
reasonable to expect that the property will be placed in service
before the applicable date. The determination of whether it is rea-
sonable to expect that the placement-in-service requirement will be
met is to be made on a year-by-year basis, beginning with the first
taxable year that includes January 1, 1986. For any taxable year in
which reasonable expectations change, no QPEs will be allowed,
and previously claimed QPEs will be recaptured. Further, if the
property is not placed in service on or before the last applicable
date, post-1985 QPEs will be recaptured in the taxable year that in-
cludes such date.

Special rules for television and motion picture films

Special transitional rules apply to television and motion picture
films for purposes of the investment credit (but not depreciation).
For purposes of the general binding contract rule, (1) construction
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is treated as including production, (2) in accordance with industry
practice, written contemporaneous evidence of a binding contract is
treated as a written binding contract, and (3) in the case of any tel-
evision film, a license agreement between a television network and
a producer is treated as a binding contract to produce property. In
addition, a special rule is provided for certain films produced pur-
suant to a permanent financing arrangement described by the bill.
For purposes of the placed-in-service requirement, films and sound
recordings are treated as having ADR midpoints of 12 years.

Finance leases

The finance lease rules continue to apply to any transaction per-
mitted by reason of section 12(c)2) of DEFRA or section 209(d)(1)(B)
of TEFRA.

Revenue Effect

The cost recovery provisions are estimated to increase fiscal year
budget receipts by $8,254 million in 1986, $22,692 million in 1987,
$20,229 million in 1988, $26,732 million in 1989, $34,637 million in
1990, and $44,791 million in 1991.



TITLE III—-ACCOUNTING PROVISIONS

A. Limitations on the Use of the Cash Method of Accounting by
Financial Institutions and Finance Companies (sec. 321 of the
bill and sec. 448 of the Code)

Present Law

Under present law, a taxpayer generally may elect (on its first
income tax return) to use any method of accounting for Federal
income tax purposes that clearly reflects income and that is regu-
larly used in keeping the taxpayer’s books and records (sec. 446).
The latter requirement is considered satisfied where the taxpayer
maintains sufficient records to allow reconciliation of the results
obtained under the method regularly used in keeping its books and
the method used for Federal income tax purpose.

If the method chosen by the taxpayer fails to reflect income
clearly, the Internal Revenue Service may require the taxpayer to
use a method meeting the statutory standard (sec. 446(b)). The In-
ternal Revenue Service has wide discretion in determining whether
a particular method of accounting should be disallowed as not
clearly reflecting income. Once a method of accounting has been se-
lected by a taxpayer, a change to a different method requires the
consent of the Internal Revenue Service.

Various methods of accounting are allowed under present law,
including the cash receipts and disbursements method (cash
method), the accrual method, certain industry specific methods,
and, within certain limitations, hybrid methods combining several
of the approaches of these and other methods.

The cash method generally recognizes items of income when ac-
tually or constructively received and items of expense when paid.
The accrual method generally recognizes income when all events
have occurred that establish the taxpayer’s right to receive the
income and the amount of the income can be established with rea-
sonable accuracy. An item of expense is recognized when all events
have occurred which establish an obligation to pay, the amount
thereof can be determined with reasonable accuracy, and there has
been economic performance with respect to that item.

Present law requires the use of the accrual method in certain sit-
uations. If the production, purchase, or sale of merchandise is a
material income-producing factor to the taxpayer, the taxpayer is
required to keep inventories and to use the accrual method of ac-
counting with respect to inventory items (sec. 471; Treas. Reg. sec.
1.471-1). Also, certain corporations engaged in agricultural activi-
ties with gross receipts exceeding $1 million are required to use the
accrual method of accounting (sec. 447).
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Reasons for Change

The bill provides that financial institutions and finance compa-
nies should continue to be allowed to use the reserve method of
computing losses from bad debts. The committee believes that tax-
payers permitted to use the reserve method for accounting for bad
debts also should be required to use the accrual method for other
items of income and expense as well. Accordingly, the bill requires
that all financial institutions and finance companies use the accru-
al method of accounting for Federal income tax purposes.

Explanation of Provision

The bill provides that financial institutions and finance compa-
nies may not use the cash method of accounting for Federal income
tax purposes. The use of a hybrid method of accounting that
records some, but not all, transactions using the cash method of ac-
counting will be considered the same as the use of the cash method
of accounting for this purpose.

For these purposes, a financial institution is any organization de-
scribed in section 581 (relating to banks, including mutual savings
banks, cooperative banks, or building and loan associations), sec-
tion 586 (relating to small business investment companies and busi-
ness development corporations), and section 166(c) (relating to
banks for cooperatives and production credit associations). A fi-
nance company is any entity which is allowed, under the bill, to
use the reserve method of computing losses from bad debts (See sec.
166(c) as revised by the bill).

The bill treats any change from the cash method of accounting
required as a result of the bill as a change in the taxpayer’s
method of accounting, initiated by the taxpayer with the consent of
the Secretary of the Treasury. In order to prevent items of income
or expense from being included in taxable income either twice or
not at all, an adjustment under section 481 is required to be made.
The amount of such adjustment will be included in income over a
period not to exceed five taxable years. It is expected that the con-
cepts of Revenue Procedure 84-74, 1984-2 C.B. 736, generally will
apply to determine the actual timing of recognition of income or
expense as a result of the adjustment.

The bill does not change the rules of present law relating to
what accounting methods clearly reflect income or the authority of
the Secretary of the Treasury to require the use of an accounting
method that clearly reflects income.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1986.

Revenue Effect

The provision is estimated to increase fiscal year budget receipts
by $79 million in 1987, $156 million in 1988, $177 million in 1989,
$181 million in 1990, and $189 million in 1991.



B. Utilities Using Accrual Accounting (sec. 322 of the bill and sec.
451 of the Code)

Present Law

Present law requires taxpayers using the accrual method of ac-
counting to recognize income at the time when all the events have
occurred which establish the taxpayer’s right to receive the income
and the amount of income can be established with reasonable accu-
racy.

T);le Internal Revenue Service has allowed utilities to use a varia-
tion of the accrual method which recognizes income based upon the
taxable year in which a customer’s utility meter is read (the “cycle
meter reading” method) (Revenue Ruling 72-114, 1972-1 C.B. 124).
In addition, recent judicial decisions have expanded the use of the
cycle meter reading method beyond the provisions of Revenue
Ruling 72-114. See, e.g., Orange and Rockland Utilities v. Commis-
ioner, 86 T.C. No. 14 (1986). Under the cycle meter reading method,
if the meter reading date falls within the current taxable year, the
income attributable to utility services provided on or before the
reading date is included in gross income in that taxable year.
Under this method, any utility services provided to customers
within the current taxable year after the last meter reading date of
such year will not be recognized as income until the following tax-
able year.

Present law is generally unclear with regard to the obligation of
an accrual basis taxpayer to recognize income from the provision of
services at the time that such services are provided to customers.
Some courts have held that taxpayers are allowed to defer recogni-
tion of this income until such time as the taxpayer bills (or may
bill) the customer for such services.

Reasons for Change

The committee believes that the cycle meter reading method of
accounting incorrectly measures taxable income of utilities because
the method does not require the recognition of income as the
income is earned and because the method results in a mismatching
o_f income and expense. For the same reasons, the committee be-
lieves that utilities not using customer meters should be required
to recognize income as such income is earned, and not at some
later date when the customer is billed (or may be billed) by the
utility. Accordingly, the committee believes that utilities using the
accrual method of accounting should be required to recognize
income at the time that the utility services are provided, rather
than at the time those services are billed, or at the time a utility
meter is read.
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Explanation of Provision

The provision requires accrual basis taxpayers to recognize
income attributable to the furnishing or sale of utility services to
customers not later than the taxable year in which such services
are provided to the customer. Such services will normally be con-
sidered to be provided at the time that the services are made avail-
able to, and used by, the customer. For example, water would be
considered as provided at the time that the the customer withdrew
the water from the utility’s delivery system. The year in which
utility services are provided may not be determined by reference to
the time the customer’s meter is read or to the time that the cus-
tomer is billed (or may be billed) for such services.

The effect of the provision is to require an estimate of the
income attributable to utility services provided during the taxable
year but after the final meter reading or billing date which falls
within the taxable year. It is anticipated that, where it is not prac-
tical for the utility to determine the actual amount of services pro-
vided through the end of the current year, this estimate may be
made by assigning a pro rata portion of the revenues determined
as of the first meter reading date or billing date of the following
taxable year.

Utility services subject to the provision are the provision of elec-
trical energy, water or sewage disposal, the furnishing of gas or
steam through a local distribution system, telephone and other
communications services, and the transportation of gas or steam by
pipeline. It is anticipated that similar rules also would be applica-
ble to other utility services which might come into existence at
some future date. Whether or not a utility service is regulated by a
government or governmental agency does not affect its treatment
under this provision.

The bill treats any change in method of accounting required by
this provision as a change in the taxpayer’s method of accounting,
initiated by the taxpayer with the consent of the Secretary of the
Treasury. In order to prevent any item of income from being in-
cluded in taxable income either twice or not at all, an adjustment
under section 481 is required to be made. The amount of such. ad-
justment is to be taken into account ratably over a four-year period.

‘The committee intends that no inference be created by this pro-
vision as to the Federal income tax treatment of utility services
under present law.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1986.

Revenue Effect

The provision is estimated to increase fiscal year budget receipts
by $191 million in 1987, $356 million in 1988, $384 million in 1989,
$387 million in 1990, and $200 million in 1991.



C. Installment Sales (secs. 311 and 312 of the bill and secs. 453,
453A and 453C of the Code)

Present Law

In general

Under present law, gain or loss from a sale of property generally
is recognized in the taxable year in which the property is sold.
Nonetheless, gain from certain sales of property in exchange for
which the seller receives deferred payments is reported on the in-
stallment method, unless the taxpayer elects otherwise (sec. 453).
Eligible sales include dispositions of personal property on the in-
stallment plan by a person who regularly sells or otherwise dis-
poses of personal property on the installment plan (sec. 453A) and
other dispositions of noninventory property, including publicly
traded property, where at least one payment is to be received after
the close of the taxable year in which the disposition occurs (sec.
453(b)X1)). The installment method may not be used where a sale
results in a loss.

Under the installment method, in any taxable year, a taxpayer
recognizes income resulting from a disposition of property equal to
an amount that bears the same ratio to the payments received in
that year that the gross profit under the contract bears to the total
contract price. Payments taken into account for this purpose gener-
ally include cash or other property (including foreign currency and
obligations of third parties), marketable securities, certain assump-
tions of liabilities, and evidences of indebtedness of the purchaser
that are payable on demand or are readily tradable (Temp. Treas.
Reg. sec. 15A.453-1(b)(3)).

For example, assume property that has a basis of $50,000 is sold
in a transaction eligible for installment reporting. The seller re-
ceives $40,000 immediately in cash and will receive $60,000 (plus
interest at the current market rate) in the next taxable year.
Under the installment method, the seller recognizes $20,000 of gain
immediately — $50,000/$100,000 (gross profit ratio) times $40,000
(payments received). The seller recognizes the remaining $30,000 of
ggbno gg)hen the final payment is received—$50,000/$100,000 times

Sales under a revolving credit plan

Taxpayers, who sell property under arrangements commonly
known as revolving credit plans, are permitted to treat a portion of
the receivables arising from sales on such a plan as installment re-
ceivables and report income therefrom on the installment method
(Treas. Reg. sec. 1.453-2(d)). In general, the regulations define a re-
volving credit plan to include a cycle budget account, a flexible
budget account, a continuous budget account, and other similar ar-
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rangements under which the customer agrees to pay a part of the
outstanding balance of the customer’s account during each period
of %medfor which a periodic statement of charges and credits is
rendered.

Dispositions of installment obligations

Generally, if an installment obligation is disposed of, gain (or
loss) is recognized equal to either (a) the difference between the
amount realized and the basis of the obligation in the case of satis-
faction at other than face value, or sale or exchange of the obliga-
tion, or (b) the difference between the fair market value of the obli-
gation at the time of the disposition and the basis of the obligation
in the case of any other disposition (sec. 453B). The basis of the ob-
ligation is equal to the basis of the property sold plus amounts of
gain previously recognized, less the amount of any payments re-
ceived. In general, the mere pledge of an installment obligation as
collateral for a loan is not treated as a disposition.!

Reasons for Change

Proportionate disallowance rule

In general, the underlying reason for allowing the reporting of
gain on the installment method for Federal income tax purposes is
that the seller may be unable to pay tax currently because no cash
may be available until payments under the obligation are received.
The committee believes that the ability to defer taxation under the
installment sales method is inappropriate in the case of gains real-
ized by dealers on ordinary income assets, and also with respect to
gains realized on certain business or rental property, to the extent
that the taxpayer has been able to receive cash from borrowings
related to its installment obligations.

The committee believes that the borrowings of a taxpayer gener-
ally are related to its installment obligations in one of two ways. In
general, either the taxpayer would not undertake all or a portion
of the borrowings but for its extending credit in connection with
the sale of its property or the taxpayer’s borrowing ability is en-
hanced by the presence of the installment obligations among the
taxpayer’s assets. The committee recognizes, however, that it is ex-
tremely difficult to determine with any precision the extent of the
nexus between the taxpayer’s borrowings and its installment obli-
gations. Hence, the committee believes it appropriate to adopt a
rule which assumes that the borrowings of the taxpayer may be al-
located among the taxpayer’s assets on a pro rata basis. Neverthe-
less, the committee believes that farm property and personal use
property, as well as indebtedness relating to such property, should
not be taken into account.

The committee recognizes that arguments may be made that, in
certain circumstances, a taxpayer’s borrowings may appear to have
no nexus whatsoever to its installment obligations, and that in
other circumstances, a taxpayer’s borrowings may appear to be so

! See, e.g., Town and Country Food Co., Inc. v. Commissioner, 51 T.C. 1049 (1969), acq. 1969-2
B. XXV; United Surgical Steel Company, Inc. v. Commissioner, 54 T.C. 1215 (1970), acq. 1971-2

C.
CB. 3.
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closely related to its installment obligations that the installment
obligations could appropriately be treated as having been disposed
of.2 Nevertheless, rather than making necessary the difficult and
subjective inquiry regarding the nexus between the borrowings of a
taxpayer and its installment obligations, the committee believes
that imposing a limitation based on a pro rata allocation of the tax-
payer’s borrowings is an appropriate accommodation of competing
concerns.

The committee believes, however, it is appropriate to provide
elective treatment for installment obligations arising from certain
sales of real property or similar interests. These interests generally
are “timeshares” and residential lots. The committee believes that
taxpayers making such sales should not be subject to the propor-
tionate disallowance rule if they elect to pay interest for the privi-
lege of deferring the payment of their tax liability.

In addition, the committee believes that an exception should be
provided for installment obligations arising from sales by a manu-
facturer to a dealer, where the term of the dealer’s obligation is
based on the time that the dealer resells or rents the property,
where the seller has the right to repurchase the property after a
specified period, and where the amount of the dealer’s outstanding
installment obligations is a significant percentage of its total sales
to dealers. The committee believes that the taxpayer in such cir-
cumstances should not be required to recognize income under the
proportionate disallowance rule because this type of arrangement
sufficiently resembles a consignment arrangement of the dealer’s
inventory to warrant an exception from the general rule.3

Revolving credit plans and publicly traded property

In addition to the general limitation on the use of the install-
ment method, the committee believes that two additional limita-
tions should be imposed. First, the committee believes that sales
under a revolving credit plan should not be permitted to be ac-
counted for under the installment method. The committee believes
that such sales more closely resemble the provision of a flexible
line of credit accompanied by cash sales by the seller, and therefore
is not appropriately afforded the use of the installment method.
Second, the committee believes that the installment method should
not be available for sales of certain publicly traded property. In
general, publicly traded property is considered to be a sufficiently
liquid asset to be treated the same as a payment of cash for pur-
poses of applying the installment method. Moreover, since the tax-
payer can easily sell such property for cash in the public market,
the committee believes that such property does not present the
s:itlme_ l:;qmdlty problem that the installment method is intended to
alleviate.

2 The committee intends no change in present law regarding the circumstances under which
an installment obligation may be treated as having been disposed of.

3 The committee intends no inference regarding the treatment of any particular transactions
as either sales or consignments.
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Explanation of Provision

In general

In general, the bill limits the availability of the installment
method of accounting in three circumstances. First, the bill disal-
lows the use of the installment method with respect to a portion of
certain installment receivables, based on the amount of the out-
standing indebtedness of the taxpayer. The bill grants an election
to taxpayers selling certain “timeshares” and residential lots
whereby such taxpayers may elect to pay interest on the deferral
of their tax liability and not be subject to the general rules under
the bill relating to installment sales. In addition, the bill retains
present law for certain installment obligations the term of which is
dependent on the time of resale (or of the renting) of the property
whose sale gave rise to the obligation.

Second, the bill prohibits taxpayers from using the installment
method for sales pursuant to a revolving credit plan. Third, the bill
provides that the installment method cannot be used for sales of
certain publicly traded property.

Proportionate disallowance rule

In general

Under the bill, use of the installment method for certain sales by
persons who regularly sell real or personal property described in
section 1221(1), and for certain sales of business or rental property,
is limited based on the amount of the outstanding indebtedness of
the taxpayer. The limitation generally is applied by determining
the amount of the taxpayer’s “allocable installment indebtedness”
(“AII”) for each taxable year and treating such amount as a pay-
ment immediately before the close of the taxable year on “applica-
ble installment obligations” of the taxpayer that arose in that tax-
able year and are still outstanding as of the end of the year.*

“Allocable installment indebtedness’’

In general, AIl for any taxable year is determined by (1) dividing
the face amount of the taxpayer’s “applicable installment obliga-
tions” that are still outstanding at the end of the year by the sum
of (a) the face amount of all installment obligations (i.e., both appli-
cable installment obligations and all other installment obligations)
and (b) the adjusted basis of all other assets of the taxpayer,® (2)
multiplying the resulting quotient by the taxpayer’s average quar-
terly indebtedness, and (c) subtracting any AII that is attributable
to applicable installment obligations arising in previous years. In
the case of an individual, this computation does not take into ac-
count assets that are certain farm property or personal use proper-
ty within the meaning of sec. 1275(b)3) (including installment obli-
gations arising from the sale of such property), or indebtedness
that is secured by only such property.

4 The provisions of the bill do not affect the treatment of any payment (within the meaning of
sec. 453(c)) prior to the close of the taxable year of sale, which payment would be accounted for
under the ordinary rules for applying the installment method. .

5 Taxpayers may elect to use depreciation deductions as calculated under section 312(k) for
purposes of computing the adjusted basis of its assets under this formula.
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“Applicable installment obligations” are any installment obliga-
tions that arise from the sale after February 28, 1986, of (1) person-
al property on the installment plan by a person who regularly sells
or otherwise disposes of personal property, (2) real property that is
held by the taxpayer for sale to customers in the ordinary course of
a trade or business, or (3) real property (othe;r than certain farm
property) used in the taxpayer’s trade or business or held for the
production of rental income, provided that the selling price of th_e
property exceeds $150,000, so long as the obligation in any case is
held by the seller or a member of the same affiliated group as the
seller.

In each subsequent taxable year, the taxpayer is not required to
recognize gain attributable to applicable installment obligations
arising in any prior year to the extent that the payments on the
obligations do not exceed the amount of AIl attributable to such
obligations. On the receipt of such payments, the AII attributable
to the obligation on which the payment is received is reduced by
the amount of such payments. Payments on an applicable install-
ment obligation in excess of the AII allocable to such obligation are
accounted for under the ordinary rules for applying the install-
ment method.

In general, AII for a particular applicable installment obligation
is not adjusted after its initial computation, except to reflect the
receipt of payments on the installment obligation that do not result
in the recognition of any additional gain. However, in order to
assure that a proportionate share of a taxpayer’s indebtedness is
allocated to all installment obligations, additional AIl may be allo-
cated to installment obligations arising in previous years if the
amount of Al for a particular taxable year exceeds the amount of
applicable installment obligations arising in that year and out-
standing at year end. In this situation, the amount of such excess is
first allocated to (and treated as a payment on) outstanding appli-
cable installment obligations that arose in the preceeding year (but
only to the extent that the face amount outstanding exceeds the
ATl for such obligations), and then allocated in a similar fashion to
g?lch Izraceeding taxable year until the full amount of the excess is

ocated.

Calculation of indebtedness

Under the bill, the taxpayer must compute its average indebted-
ness for the year in order to calculate the amount of its AIL. The
bill provides the calculation is to be made, for this purpose, on a
quarterly basis. In making the calculation, all indebtedness of the
taxpayer that is taken into account for purposes of the provision
and that is outstanding as of the end of each quarter should be
taken into account, including (but not limited to) accounts payable
and accrued expenses as well as other amounts more commonly
considered as indebtedness, such as loans from banks, and indebt-
edness arising from the issuance of bonds or in connection with the
purchase of property by the taxpayer.® The committee recognizes

¢ Where any indebtedness of the taxpayer, or any applicable installment obligation is subject
to the rules of either section 483 or section 1274, and either such section causesga portion of ]the

Continued
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that the extent to which indebtedness relating to accrued expenses
and similar items is reflected in the computation may be dimin-
ished, for example, where a taxpayer regularly pays all of its ac-
crued expenses and similar items at month end. However, the com-
mittee intends that any repayments of indebtedness for the pur-
pose of avoiding this limitation be ignored for this purpose.

Affiliated groups

Where the taxpayer is a member of an affiliated group (within
the meaning of sec. 1504(a), but without regard to sec. 1504(b)®), or
a group under common control (within the meaning of sec. 52(b)),
then for purposes of making the calculations required under the
bill, all such members are treated as one taxpayer. Thus, for pur-
poses of the bill, each member is treated as having all of the assets
and liabilities of every other member. The committee intends that
any indebtedness between members of the group, other than in-
debtedness that would be treated as an applicable installment obli-
gation, would be disregarded (as both assets and liabilities) for this
purpose. In addition, the committee intends that the adjusted basis
of any asset transferred from one member of the group to another
is to be reduced, for this purpose, by the portion of the gain that
has not been recognized or otherwise has been deferred as of the
time of the computation, either under the consolidated return regu-
lations (see Treas. Reg. sec. 1.1504-13) or because the gain on the
transfer was eligible to be reported under the installment method.

Thus, taxpayers who are members of such groups would compute
All on a group-wide basis for each taxable year. The AIl so comput-
ed would then be allocated pro rata to the applicable installment
obligations of all of the members of the group, and the allocated
amount accordingly would be treated as a payment on the obliga-
tions.

The bill also provides that under regulations to be issued by the
Secretary of the Treasury (which would be effective as of the time
that the provisions of the bill are effective), use of the installment
method would be disallowed in whole or in part where the provi-
sions of the bill otherwise would be avoided through use of related
parties or other intermediaries.

Example

The application of the rules of the bill may be illustrated by the
following example. The example assumes that the taxpayer is a
dealer in real property, uses the calendar year as its taxable year,
and that its operations began in 1987.

Calendar year 1987.—During 1987, the taxpayer sells one proper-
ty? for $90,000, taking back the purchaser’s note for the entire pur-

principal amount of such indebtedness or applicable installment obligation to be recharacterized
as interest, then the provisions of the bill are to be applied based on the restated principal
amounts.

& For purposes of this provision, any shareholder who meets the stock ownership requirement
of section 1504(a)X2) (taking into account all stock owned directly or indirectly by such share-
holder) is treated as a member of the affiliated group.

7 All sales referred to in the example are assumed to be of property that is held for sale to
customers in the ordinary course of the taxpayer’s trade or business. The facts of the example
are intended only for purposes of illustrating the provisions of the bill limiting the use of the

Continued
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chase price.® The property was sold at a profit. No payments are
received on the obligation before the end of the year.

The aggregate adjusted basis of the taxpayer’s assets, other than
the installment obligation,? is $310,000 as of the e_nd of 1987. The
taxpayer’s average quarterly indebtedness for 1987 is $200,000.

The taxpayer’s AIl for 1987 would be $45,000. This amount is
computed by multiplying (1) the taxpayer’s average quarterly in-
debtedness for 1987 ($200,000) by (2) the quotient of (a) the total
face amount of taxpayer’s outstanding applicable installment obli-
gations ($90,000) and (b) the sum of (i) the total face amount of the
taxpayer’s installment obligations ($90,000) and (ii) the adjusted
basis of its other assets as of the end of 1987 ($310,000). The taxpay-
er would be treated as receiving a payment of $45,000 on the out-
standing installment obligation as of the close of 1987.10

Calendar year 1988.—During 1988, the taxpayer sells another
property for $110,000, taking back the purchaser’s note for the
entire purchase price. The property was sold at a profit. No pay-
ments were received in 1988 on either the 1987 or 1988 installment
obligations held by the taxpayer.

The aggregate adjusted basis of the taxpayer’s assets, other than
the installment obligations, is $400,000 as of the end of 1988. The
taxpayer’s average quarterly indebtedness for 1988 is $300,000.

The taxpayer’s AIl for 1988 would be $55,000. This amount is
computed by multiplying (1) the taxpayer’s average quarterly in-
debtedness for 1988 ($300,000) by (2) the quotient of (a) the total
face amount of the taxpayer’s outstanding applicable installment
obligations ($200,000) and (b) the sum of (i) the total face amount of
the taxpayer’s installment obligations ($200,000) and (ii) the adjust-
ed basis of its other assets as of the end of 1988 ($400,000), and (3)
subtracting the amount of AII allocated to applicable installment
obligations that arose prior to 1988 ($45,000). The taxpayer would
be treated as having received a payment of $55,000 on the install-
ment obligation that arose in 1988, as of the close of 1988.

Calendar year 1989.—In 1989, the taxpayer sells a third property
for $130,000. The property was sold at a profit. Also in 1989, the
installment obligation that the taxpayer received in 1987 is paid in
full. No payments are received on either the obligation that was re-
ceived in 1988 or the one received in 1989.

The aggregate adjusted basis of the taxpayer’s assets, other than
its installment obligations, is $360,000 as of the end of 1989, The
taxpayer’s average quarterly indebtedness for 1989 is $500,000.

installment method. The committee intends no inference regarding the circumstances under
which property is properly considered to be held for sale to customers in the ordinary course of
a trade or business.

8 All installment obligations received in this example are assumed not to be payable on
demand or readily tradable (within the meaning of sec. 453(f)). In addition, such installment ob-
ligations are assumed to have stated interest sufficient to avoid the recharacterizarion of any
portion of the principal amount as interest under section 483 or section 1274. Payments referred
to in the example are payments of principal on the obligations.

. It is assumed that none of the taxpager’s assets in the example other than its applicable
installment obligations are installment obligations. If so, these assets would be taken into ac-
count at their face amount rather than their adjusted basis.

10 Where the taxpayer has more than one applicable installment obligation outstanding as of
the close of the taxable year, the amount of AIl for the year would be allocated pro rata (by
outstanding face amount) to the obligations, and the proportionately allocated amount would be
treated as a payment on each respective outstanding obligation.
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With respect to the $90,000 payment that was received on the in-
stallment obligation that arose in 1987, the first $45,000 of the pay-
ment would not result in the recognition of any additional gain
with respect to the obligation, and would reduce the amount of AII
that is treated as allocated to that obilgation. The next $45,000
would be treated as an additional payment on the obligation that
results in the recognition of additional gain under the installment
method.

Taking into account the payment on the 1987 installment obliga-
tion, the AIl allocated to taxable years before 1989, for purposes of
computing AII for 1989, would be $55,000 ($45,000 of AIl from 1987
plus $55,000 of AII from 1988 minus $45,000 of AII from 1987 re-
turned in 1989).

The taxpayer’s AIl for 1989 would be $145,000. This amount is
computed by multiplying (1) the taxpayer's average quarterly in-
debtedness for 1989 ($500,000) by (2) the quotient of (a) the total
face amount of the taxpayer’s outstanding applicable installment
obligations as of the end of 1989 ($110,000 plus $130,000, or
$240,000) and (b) the sum of (i) the total face amount of the taxpay-
er’s installment obligations ($240,000) and (ii) the adjusted basis of
its other assets as of the end of 1989 ($360,000), and (8) subtracting
the amount of AII allocated to applicable installment obligations
that arose prior to 1989 ($55,000).

Since taxpayer’s AII for 1989 ($145,000) exceeds the amount of
applicable installment obligations arising in 1989 and outstanding
at the end of the year ($130,000), the taxpayer is treated as having
received a payment, as of the close of 1989, of $130,000 on the in-
stallment obligation that arose in 1989, and a payment of $15,000
(i.e., the excess of $§145,000 over $130,000) on the installment obliga-
tion that arose in 1988.

Special election for sales of timeshares and residential lots

The bill provides an election under which the proportionate dis-
allowance rule would not apply to installment obligations that
arise from the sale of certain types of property by a dealer to an
individual, but only if the individual’s obligation is not guaranteed
or insured by any third person other than an individual.! The ob-
ligation must arise from the sale of a “timeshare” or of unim-
proved land, the development of which will not be done by the
seller of the land or any affiliate of the seller.12

For these purposes, a timeshare is a right to use a specified
parcel of residential real property for a period not exceeding six
weeks per year. The committee intends that where an individual or
any related person owns more thap one timeshare in a single
parcel of residential real property, then all of the timeshares of the
individual and the related parties are aggregated for purposes of
determining whether the six week test is met. In addition, for pur-
poses of the provision, a timeshare may include a right to use

11 The committee intends that any Federal or private insurance relating to the payment of
the individual’s obligation would prevent the obligation from qualiﬁying for the special election.
12 The committee intends that a parcel of land is not to be considered to have n improved
or developed if it merely has been provided with the benefits of common infrastructure items

such as roads and sewers.
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campground sites in designated locations over ascertainable periods
of time for recreational (not residential) purposes.!3

If these conditions are met, then the seller of the property that
gave rise to these obligations may elect not to have the general
rules of the bill relating to installment sales apply, provided that
the seller pays interest on the deferral of its tax liability attributa-
ble to the use of the installment method.

Exception for certain sales by manufacturers to dealers

The bill provides an exception for installment obligations arising
from the sale of tangible personal property by the manufacturer of
the property (or an affiliate of the manufacturer) to a dealer,'* but
only if the dealer is obligated to make payments of principal only
when the dealer resells (or rents) the property, the manufacturer
has the right to repurchase the property at a fixed (or ascertain-
able) price after no longer than a nine month period following the
sale to the dealer, and certain other conditions are met. In order to
meet the other conditions, the aggregate face amount of the install-
ment obligations that otherwise qualify for the exception must
equal at least 50 percent of the total sales to dealers that give rise
to such receivables (the “fifty percent test’”) in both the taxable
year and the preceding taxable year, except that, if the taxpayer
met all of the requirements for the exception in the preceding tax-
able year, then the taxpayer would not be treated as failing to
meet the fifty percent test before the second consecutive year in
which the taxpayer did not actually meet the test. For purposes of
applying the fifty percent test the aggregate face amount of the
taxpayer’s receivables is computed using the weighted average of
the taxpayer’s receivables computed on a monthly basis. In addi-
tion, these requirements must be met by the taxpayer in its first
taxable year beginning after the date of enactment of the bill. For
purposes of this provision, obligations issued before the date of en-
actment are treated as meeting the applicable requirements if such
obligations are conformed to the requirements of the bill within 60
days of the date of enactment of the bill.

Receivables that meet the conditions for the exception are not
subject to the provisions of the bill relating only to limitation on
the use of the installment method. The committee intends no infer-
ence regarding the treatment of these transactions for Federal
income tax purposes.

Revolving credit plans

Under the bill, taxpayers who sell property on a revolving credit
plan are not permitted to account for such sales on the installment
met}}od. For this purpose, the committee intends that the term “re-
volving credit plan” have the same meaning as that under present
law (see Treas. Reg. sec. 1.453-2(d)).

'3 The committee intends no inference whether income from transactions involving such
“campground timeshares” may properly be accounted for on the installment method.
14 [ e, the sale of the property must be intended to be for resale or leasing by the dealer.
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Publicly traded property

Under the bill, taxpayers who sell stock or securities that are
traded on an established securities market, or to the extent provid-
ed in Treasury regulations, property (other than stock or securities)
of a kind regularly traded on an established market, are not per-
mitted to use the installment method to account for such sales. The
committee understands that the fair market value of an install-
ment obligation received in exchange for such property is to be
considered to be the same as the fair market value of the property
at the time of sale. '

The committee intends that, in the case of sales that are made
on an established market, where cash settlement of transactions
customarily occurs several business days after the date on which a
trade is made, that gain or loss would be recognized for Federal
income tax purposes by both cash or accrual method taxpayers on
the day that the trade is executed.

The bill also provides that, under regulations to be issued by the
Secretary of the Treasury (which would be effective as of the time
that the provisions of the bill are effective), use of the installment
method may be disallowed in whole or in part where the provisions
of the bill otherwise would be avoided through use of related par-
ties or other intermediaries. The committee intends that such regu-
lations would apply to sales of property, a substantial portion of
whose value is attributable to property gain from the sale of which
could not be reported on the installment method on account of the
provisions of the bill. For example, if a taxpayer sells his interest
in a wholly owned corporation the only assets of which are stock or
securities that are traded on an established securities market, the
Secretary of the Treasury may deny the use of the installment
method to account for gain on the sale.

The committee intends that any Treasury regulations would not
deny use of the installment method if the seller could not have
sold, or caused the sale of, the publicly traded stock or securities
directly. For example, a retiring partner in a large investment
partnership makes an installment sale of his partnership interest,
a substantial portion of the value of which is attributable to stocks
and securities held by the partnership. Provided that the retiring
partner could not have sold or caused the sale of the partnership’s
assets directly, the gain on the sale of the partnership interest may
be reported on the installment method.

Effective Date

The elimination of the installment method for sales on a revolv-
ing credit plan and for sales of publicly traded property is effective
for sales of property after December 31, 1986. Taxpayers, who sell
property under revolving credit plans and who may no longer use
the installment method of accounting for such sales, may include
in income any adjustment resulting from their ceasing to use the
installment method over a period not exceeding five years.

The proportionate disallowance rule is effective as of January 1,
1987, for sales made on or after March 1, 1986. Hence, a taxpayer
would treat the outstanding balance of installment obligations aris-
ing on or after March 1, 1986, and before January 1, 1987, as
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having arisen during its first taxable year beginning after Decem-
ber 31, 1986, for purposes of applying the rules of the bill. In addi-
tion, the bill does not treat certain specified loans as outstanding
indebtedness for purposes of the proportionate disallowance rule.

Revenue Effect

The provision is estimated to increase fiscal year budget receipts
by $1,290 million in 1987, $1,713 million in 1988, $1,380 million in
1989, $1,394 million in 1990, and $1,431 million in 1991.



D. Capitalization of Inventory, Construction, and Development
Costs (secs. 301 and 302 of the bill and new sections 263A and
460 of the Code)

Present Law

In general

Producers of property generally may not deduct currently the
costs incurred in producing the property. Rather, such costs must
be capitalized and recovered through an offset to sales price if the
property is produced for sale, or through depreciation or amortiza-
tion if the property is produced for the taxpayer’s own use in a
business or investment activity. Although substantially all direct
production costs must be capitalized, the treatment of indirect costs
may vary depending on the type of property produced. For exam-
ple, different rules may apply depending on whether the property
is fungible property held in inventory, nonfungible property held
{or stale to customers, or property produced under a long-term con-
ract.

Purchases of goods for resale are subject to more liberal rules
which require only that direct acquisition costs be inventoried.

Inventories

Taxpayers must maintain inventories!® and generally must use
the accrual method of accounting for purchases and sales for tax
purposes whenever necessary to clearly determine their income
(sec. 471). In general, all producers and sellers of goods must main-
tain inventories under methods prescribed by the Internal Revenue
Service as conforming to the best accounting practice in the par-
ticular trade or business and as clearly reflecting income.

Purchased goods

In the case of purchased goods, a taxpayer must include in inven-
tory the invoice price of the goods less any trade or other discounts.
Cash discounts, approximating a fair interest rate, may be deduct-
ed or not at the taxpayer’s option, provided a consistent practice is
followed. Transportation or other necessary charges incurred in ac-
quiring possession of the goods then are added to this adjusted in-
voice price in determining the total inventory costs.'® Thus, for ex-
ample, freight-in, brokerage or franchise service fees, and handling
charges incurred in connection with a purchase of goods are includ-

15 The purpose of maintaining inventories is to assure that the costs of producing or acquiring
goods are matched with the revenues realized from their sale. Inventory accounting accom-
plishes this by accumulating production or acquisition costs in an inventory account as they are
incurred rather than allowing an immediate deduction when incurred. When the related goods
are sold, these costs are removed from the inventory account and recorded as costs of sale,
which reduce taxable income for the year of the sale.

18 Treas. Reg. sec. 1.471-3(b).
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ible in inventory costs.!” The courts have generally held that stor-
age and other costs incurred by the taxpayer while the goods are in
its possession are not inventoriable costs but may be deducted cur-
rently.18

Manufactured goods

The Treasury regulations require that all direct and indirect
“production costs” (costs incident to and necessary for production
or manufacturing operations and processes) be included in an in-
ventory account and not used to reduce taxable income until dispo-
sition of the goods to which they relate. The determination of
which direct and indirect costs constitute production costs is made
in accordance with the “full absorption” method.!® Direct produc-
tion costs required to be included in an inventory account include
the costs of materials forming an integral part of the product or
consumed in the manufacturing process, and the labor that is di-
rectly involved in fabrication of the product. Direct labor costs in-
clude not only wages and salaries of production workers and super-
visors, but also such items as vacation and holiday pay, payroll
taxes, and payments to supplemental unemployment benefit plans
paid or incurred on behalf of employees engaged in direct labor.2°

Under the full absorption method, indirect production costs are
divided into three categories. Costs in Category 1 must be included
in inventory costs; costs in Category 2 do not have to be included in
inventory costs; and costs in Category 3 must be included in inven-
tory costs only if they are included in inventory costs for purposes
of the taxpayer’s financial reports.

Category 1 costs.—Category 1 costs include:

(1) repair expenses,

(2) maintenance,

(8) utilities, such as heat, power, and light,

(4) rent,

(5) indirect labor and production supervisory wages, including
basic compensation, overtime pay, vacation and holiday pay, shift
differential, payroll taxes, and contributions to a supplemental un-
employment benefit plan,

(6) indirect materials and supplies,

(7) tools and equipment not capitalized, and

(8) costs of quality control and inspection to the extent such costs
are incident to and necessary for production or manufacturing op-
erations or processes.2!

Category 2 costs.—Category 2 costs include:

(1) marketing expenses,

(2) advertising expenses,

(3) selling expenses,

(4) other distribution expenses,

(5) interest,

(6) research and experimental expenses, including engineering
and product development expenses,

17 See, e.g., Rev. Rul. 80-141, 1980-1 C.B. 111; McDonald v. Commissioner, 2 B.T.A. 906 (1925).
18 See, e.g., McIntosh-Mills v. Comm’r, 9 B.T.A. 301 (1927), acq. VII-1 C.B. 21.

19 Treas. Reg. sec. 1.471-11.

20 Treas. Reg. sec. 1.471-11(bX2).

21 Treas. Reg. sec. 1.471-11(cK2)i).
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(7) losses under section 165,

(8) percentage depletion in excess of cost depletion,

(9) depreciation and amortization reported for Federal income
tax purposes in excess of depreciation reported for financial state-
ment purposes, )

(10) income taxes attributable to income received on the sale of
inventory,

(11) pension contributions to the extent they represent past serv-
ices costs,

(12) general and administrative expenses incident to and neces-
sary for the taxpayer’s activities as a whole rather than to produc-
tion or manufacturing operations or processes, and

(13) salaries paid to officers attributable to the performance of
services that are incident to and necessary for the taxpayer’s ac-
tivities as a whole, rather than to production or manufacturing op-
erations.22

Category 3 costs.—Category 3 costs include:

(1) taxes otherwise allowable as a deduction under section 164
(other than State and local and foreign income taxes) attributable
to assets incident to and necessary for production or manufacturing
operations,

(2) depreciation reported on financial statements and cost deple-
tion on assets incident to and necessary for production or manufac-
turing operations or processes,

(3) pension and profit-sharing contributions representing current
service costs otherwise allowable as a deduction under section 404,
and other employee benefits incurred on behalf of labor incident to
and necessary for production or manufacturing operations or proc-
esses,

(4) costs attributable to rework labor, scrap, spoilage, and strikes
that are incident to and necessary for production or manufacturing
operations or processes,

(5) factory administrative expenses (not including any cost of sell-
ing or any return of capital),

(6) salaries paid to officers attributable to services performed in-
cident to and necessary for production or manufacturing operations
or processes, and

(7) insurance costs incident to and necessary for production or
manufacturing operations or processes (e.g., insurance on produc-
tion machinery and equipment).23 ]

If a taxpayer uses a method of accounting for financial reporting
purposes that would not be allowable for Federal income tax pur-
poses (such as the “prime cost” method, which includes as invento-
ry costs only direct costs), taxes, depreciation, production-related qf-
ficers’ salaries, and insurance costs must be taken into account in
inventory. Employee benefit costs and costs attributable to strikes,
rework labor, scrap, and spoilage are treated as Category 2 costs
and need not be included in inventory costs.24 )

Indirect production costs required to be treated as inventory
costs must be allocated to goods in a taxpayer’s ending inventory

22 Treas. Reg. sec. 1.471-11(cX2Xii).
23 Treas. Reg. sec. 1.471-11(c)2Xiii).
24 Treas. Reg. sec. 1.4T1-11(ck3).
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using a method of allocation that fairly apportions such costs
among the goods produced. The regulations authorize use of either
the standard cost method or the manufacturing burden rate
method. In general, the standard cost method assigns a predeter-
mined rate (e.g., $X per direct labor hour) for each element of prod-
uct cost, including direct materials and labor and fixed and vari-
able overhead. The manufacturing burden rate method is similar to
the standard cost method but assigns predetermined rates only to
overhead costs.

Self-constructed property and nonfungible property produced for
sale

Under present law, the costs of acquiring, constructing, or im-
proving buildings, machinery, equipment, or other assets having a
useful life that extends substantially beyond the end of the taxable
year are not currently deductible (sec. 263).2° Rather, such “cap-
ital” expenditures become part of the basis of the acquired, con-
structed, or improved property. These costs may be recoverable
over the useful life of the property through depreciation or amorti-
zation deductions if the property is used in a business or invest-
ment activity and has a determinate useful life, and is therefore
subject to an allowance for depreciation or amortization. Other-
wise, such costs are recoverable when the property is sold or other-
wise disposed of. At the time of sale or other disposition, any unre-
covered basis of the asset is offset against the amount realized in
computing gain or loss.

A taxpayer that constructs a building or other capital asset for
its own use must capitalize all direct construction costs such as
direct materials and labor. Moreover, depreciation on the taxpay-
er’s equipment used to construct the property may not be deducted
currently but must be capitalized into the basis of the self-con-
structed property.26

The proper tax treatment of many indirect expenses incurred in
connection with the self-construction of property, however, is less
certain. One line of cases refers to the authority of section 446(b),
which requires use of an accounting method that clearly reflects
income, and to the Supreme Court’s holding in Idaho Power Co. v.
Commissioner in holding that vacation pay, payroll taxes, health
and welfare benefits, and general overhead costs and executive sal-
aries attributable to self-construction must be capitalized rather
than deducted currently.2” Other cases have used a facts and cir-
cumstances test and ruled that such indirect costs need be capital-
ized only to the extent they are incremental or variable overhead

25 See also, Treas. Reg. secs. 1.263(a)-2(a); 1.263(a)-1(b); 1.446-1(a)4Xii); 1.461-1(aX2).

28 Idaho Power Co. v. Commissioner, 418 U.S. 1 (1974).

27 See, e.g., Adolph Coors Co. v. Commissioner, 519 F.2d 1280 (10th Cir. 1975), cert. denied, 423
U.S. 1087 (1976) (Internal Revenue Service is justified in requiring capitalization of overhead
costs of construction); Louisville & Nashville R.R. Co. v. Commisstoner, 641 F.2d 735, (6th Cir.
1981), aff'g, rev’g, and remanding 66 T.C. 962 (1976) (upholding Tax Court’s determination that
vacation pay and health and welfare benefits were subject to capitalization, but reversing as to
payroll taxes); Variety Construction Co. v. Commissioner, T.C. Memo 1962-257 (1962) (overhead
costs held subject to capitalization).
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costs, that is, to the entent they exceed fixed overhead or vary sig-
nificantly with the level of self-construction.28

Under the Treasury regulations, the use of “incremental” costing
for indirect costs (in lieu of full absorption costing) is expressly pro-
scribed in the case of inventory but no such prohibition applies for
self-constructed property. In some instances, the Internal Revenue
Service has acknowledged the deductibility of certain indirect costs
incurred during self-construction. In Idaho Power, for example, the
Service conceded that the taxpayer was entitled to deduct payroll
taxes incurred with respect to employees engaged in construction
of the property.

Long-term contracts

Special accounting rules may apply to taxpayers providing goods
under certain types of contracts spanning two or more taxable
years. A taxpayer with income and expenses from “long-term con-
tracts” may report under the traditional cash or accrual methods
which are, subject to the restrictions previously mentioned,2? gen-
erally available to all taxpayers. At the taxpayer’s election, howev-
er, income and expenses attributable to long-term contracts may be
accounted for under one of two alternative methods — the percent-
age of completion method or the completed contract method.

A long-term contract for this purpose is a building, installation,
construction, or manufacturing contract that is not completed by
the end of the taxable year in which it is entered into. A manufac-
turing contract qualifies, however, only if it involves the manufac-
ture of either unique items of a type not normally carried in the
finished goods inventory of the taxpayer, or items normally requir-
ing more than 12 months to complete.3°

Percentage of completion method.—Under the percentage of com-
pletion method, income is recognized according to the percentage of
the contract that is completed during each taxable year. The deter-
mination of the portion of the contract completed during the tax-
able year may be made by either (i) comparing the costs incurred
during the year to the total estimated costs to be incurred under
the contract, or (ii) comparing the work performed during the year
with the estimated total work to be performed.3! All costs attribut-
able to the long-term contract are deductible in the year in which
they are incurred, although a contractor must maintain inventories
for materials and supplies.

Completed contract method.—Under the completed contract
method, the entire gross contract price is included in income in the
taxable year in which the contract is finally completed and accept-
ed. All costs properly allocable to a long-term contract are deducted
in the year of completion.

28 Fort Howard Paper Co. v. Commissioner, 49 T.C. 275 (1967) (incremental method and full
absorption method equally permissible because taxpayer used the method for 35 years and the
Internal Revenue Service had previously audited the taxpayer and did not object). See also L.T.
2196, IV-2 C.B. 112 (1925); Paducah Water Co. v. Commissioner, 33 F.2d 559 (D.C. Cir. 1929).

29 For example, the cash method normally may not be used by a taxpayer required to main-
tain inventories.

30 Treas. Reg. sec. 1.451-3.

31 Treas. Reg. sec. 1.451-3(cX2).
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Regulations adopted in 1976 provide detailed rules for the alloca-
tion of costs between contract and non-contract costs. These costing
rules essentially parallel the full absorption rules, except that,
under the completed contract method, most Category 3 costs must
be treated as contract costs. Thus, unless a contract is subject to
the “extended period long-term contract” rules described below, the
following costs are not contract costs: marketing and selling ex-
penses (including the cost of developing bids); advertising expenses;
distribution expenses; interest; general and administrative ex-
penses attributable to the performance of services that benefit the
contractor’s activities as a whole (e.g., payroll, legal, and account-
ing expenses); research and experimental expenses under section
174; losses under section 165; percentage depletion in excess of cost
depletion; depreciation and amortization on idle equipment and fa-
cilities; the excess of depreciation or amortization reported for tax
purposes over that reported on financial statements; income taxes
attributable to income received from long-term contracts; pension
and profit-sharing contributions and other employee benefits
(whether representing past or current service costs); costs attributa-
ble to strikes, rework labor, scrap, and spoilage; and salaries of offi-
cers that benefit the contractor’s activities as a whole.

In the Tax Equity and Fiscal Responsibility Act of 1982, P.L. 97-
248 (TEFRA), Congress directed the Treasury Department to
modify the rules relating to allocation of costs to long-term con-
tracts. In the case of “extended period” long-term contracts—those
that are not expected to be completed within 24 months from the
contract commencement date—certain costs previously not treated
as contract costs must be allocated to the contracts to the extent
they either directly benefit or were incurred by reason of such con-
tracts. These costs include:

(1) bidding expenses on contracts awarded to the taxpayer;

(2) distribution expenses, such as shipping costs;

(3) general and administrative expenses properly allocable to
long-term contracts under regulations prescribed by the Treasury
Department;

(4) research and development expenses that either are directly
attributable to particular long-term contracts existing when the ex-
penses are incurred, or are incurred under an agreement to per-
form research and development;

(5) depreciation, capital cost recovery, and amortization for equip-
ment and facilities currently being used in the performance of ex-
tended period long-term contracts, in excess of amounts reported
for financial accounting purposes;

(6) pension and profit-sharing contributions representing current
service costs, and other employee benefits;

(7) rework labor, scrap, and spoilage; and

(8) percentage depletion in excess of cost depletion.

An exception to these rules is provided for contracts for the con-
struction of real property if the contract is expected to be complet-
ed within three years, or if the contractor’s average annual gross
receipts for the three taxable years preceding the year of the con-
tract do not exceed $25 million. The regulations as adopted in 1976
continue to apply to these construction contracts and to all other-
long-term contracts expected to be completed within two years.
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The legislative history of TEFRA expresses Congress’ intention
that the portion of the taxpayer’s general and administrative ex-
penses that directly benefits extended period long-term contracts
must be allocated to such contracts, even though the same type of
costs also benefits other activities of the taxpayer. However, gener-
al and administrative expenses that are incurred in the operation
of the taxpayer’s general management or policy guidance functions
g{)rsgxample, salaries of financial officers) are currently deducti-

e.

The Treasury Department recently issued final regulations re-
flecting the TEFRA modifications and clarifications.32 Under the
regulations, the principal distinctions between the treatment of
long-term contracts and the treatment of extended period long-
term contracts involve: the deductibility of depreciation (in the case
of assets used in the performance of particular long-term contracts,
only book depreciation must be allocated to contracts in the
former, whereas all such depreciation must be allocated to con-
tracts in the latter); the deductibility of current-service pension
costs (deductible for the former but not the latter); general and ad-
ministrative expenses (deductible for the former if beneficial to the
taxpayer’s activities as a whole, but in most instances partially al-
locable to the contract for the latter) and the deductibility of re-
search and experimental costs (deductible for the former, but treat-
ed as contract costs for the latter if directly related to a particular
contract or incurred under an agreement to perform research).34

In addition, rework labor, scrap, and spoilage costs are allocated
to the contract in the case of extended period long-term contracts,
but not for other long-term contracts.

Consistent with the TEFRA legislative history, the regulations
adopt an expansive view of general and administrative expenses
that directly benefit extended period long-term contracts and there-
fore must be allocated to such long-term contracts. Examples of the
types of functions the cost of which ordinarily are required to be
allocated include administration of manufacturing or construction
projects, personnel operations, purchasing operations, materials
handling and warehousing operations, accounting and data services
operations related to contract activities, data processing, security
services, and legal departments that provide legal services with re-
spect to contracts. Functions for which allocation of costs ordinari-
ly is not required include overall management and policy guidance
(e.g., services by the board of directors and the chief executive, fi-
nancial, legal, and accounting officers if no substantial part of their
services relate to a particular contract), general financial planning
and management, financial accounting, tax services, public rela-
tions, and internal audit.35

Interest and taxes incurred during construction

Interest and taxes incurred by a taxpayer during construction or
improvement of real property (other than low-income housing) to

32 §, Rept. No. 97-530, 97th Cong., 2d Sess. (1982), at p. 547.
38 Treagury Decision 8067, 51 Fed. Reg. 376 (January 6, 1986).
34 See Treas. Reg. sec. 1.451-3(dX5), (6).

35 Treas. Reg. sec. 1.451-3(dX9)vi).
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be used or held for sale in a trade or business or used in an activity
for profit generally must be capitalized and amortized over 10
years (sec. 189). The construction period commences with the date
on which construction of the building or other improvement begins
and ends on the date it is ready to be placed in service or held for
sale.36

The legislative history of amendments to section 189 indicates
Congress’ intention that the Treasury Department issue regula-
tions allocating interest to expenditures for real property during
construction consistent with the method prescribed by Financial
Accounting Standards Board Statement Number 34 (FAS 34).
Under FAS 34, the amount of interest to be capitalized is the por-
tion of the total interest expense incurred during the construction
period that could have been avoided if funds had not been expend-
ed for construction. Interest expense that could have been avoided
includes interest costs incurred by reason of additional borrowings
to finance construction, and interest costs incurred by reason of
borrowings that could have been repaid with funds expended for
construction.37 .

No regulations relating to this provision have been proposed or
adopted to date.

Reasons for Change

Production, acquisition, and carrying costs

The committee believes that the present-law rules regarding the
capitalization of costs incurred in producing property are deficient
in two respects. First, the existing rules may allow costs that are in
reality costs of producing, acquiring, or carrying property to be de-
ducted currently, rather than capitalized into the basis of the prop-
erty and recovered when the property is sold or as it is used by the
taxpayer. This produces a mismatching of expenses and the related
income and an unwarranted deferral of taxes. Second, different
capitalization rules may apply under present law depending on the
nature of the property and its intended use. These differences may
create distortions in the allocation of economic resources and the
manner in which certain economic activity is organized.

The committee believes that, in order to more accurately reflect
income and make the income tax system more neutral, a single,
comprehensive set of rules should govern the capitalization of costs
of producing, acquiring, and holding property, including interest
expense, subject to appropriate exceptions where application of the
rules might be unduly burdensome.

Long-term contracts

The committee believes that the rules applicable to non-extended
period long-term contracts also result in a mismatching of income
and expense, and that the more comprehensive capitalization rules
(including a rule requiring the capitalization of interest) should
generally apply to all long-term contracts. In addition, the commit-
tee believes that there is no justification for allowing taxpayers

36 IS‘;ee H. Rep. No. 97-760, 97th Cong., 2d Sess. (1982) at p. 485.
37
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using any method of accounting for such contracts, other than the
percentage of completion method, to deduct general and adminis-
trative costs that are clearly identifiable, by virtue of Federal certi-
fication requirements or (in the case of cost-plus contracts) the
terms of the contract, as contract costs. These costs are necessarily
associated with a particular contract and will be directly reflected
in the contract price; they should therefore be accumulated and de-
ducted only when the related income is reported by the taxpayer.

Explanation of Provisions

The bill requires application of a uniform set of capitalization
rules to all costs incurred in manufacturing or constructing proper-
ty or in purchasing and holding property for resale. In addition, in-
terest costs generally will be subject to capitalization in cases
where the interest is allocable to construction of real property, or
to production of personal property that is long-lived property to be
used by the taxpayer, or that requires an extended period to
produce. The rules do not apply, however, to products produced in
a farming business.

1. Uniform capitalization rules

Scope and nature of rules

Uniform capitalization rules prescribed by the Treasury Depart-
ment will govern the inclusion in inventory or capital accounts of
all costs (1) incurred in manufacturing, construction, and other
types of activities involving the production of real or personal prop-
erty, or (2) incurred in acquiring or holding such property for
resale. Thus, the rules will apply to assets to be held by a taxpayer
in inventory or for sale to customers in the ordinary course of busi-
ness, and to assets or improvements to assets constructed by a tax-
payer for its own use in a trade or business or in an activity en-
gaged in for profit. The rules apply to intangible as well as to tan-
gible property. However, the committee does not intend to modify
present-law principles governing the determination of whether an
expenditure results in a separate and distinct asset that has a
useful life substantially beyond the taxable year.®® Thus, if the
costs of producing an intangible item such as goodwill are deducti-
ble under current law, such costs will continue to be deductible
under the bill. The uniform capitalization rules merely will pre-
scribe which costs associated with an asset required to be capital-
ized must be included in its basis or otherwise capitalized.

The uniform capitalization rules will be patterned after the rules
applicable to extended period long-term contracts, set forth in the
final regulations issued under section 451. Accordingly, taxpayers
subject to the rules will be required to capitalize not only direct
costs but also an allocable portion of most indirect costs that bene-
fit the assets produced or acquired for resale, including general and
administrative and overhead costs and other costs described in sec-
tion 1.451-3 of the regulations. The committee recognizes that
modifications of the rules set forth in the long-term contract regu-

38 See Treas. Reg. sec. 1.263(a)-1,(a)-2; Commissioner v. Lincoln Savings and Loan, 403 U.S. 345
(1971).
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lations may be necessary or appropriate in order to adapt such
rules to production not involving a contract, and intends that the
Treasury Department will have the authority to make such modifi-
cations. The existing long-term contract regulations provide a large
measure of flexibility to taxpayers in allocating indirect costs to
contracts inasmuch as they permit any reasonable method of allo-
cation authorized by cost accounting principles. The committee ex-
pects that the regulations under this provision will adopt a similar-
ly liberal approach and permit allocations of costs among numer-
ous items produced or held for resale by a taxpayer to be made on
the basis of burden rates or other appropriate methods similar to
those provided under present law.?® The regulations may adopt
other simplifying methods and assumptions where, in the judgment
of the Secretary of the Treasury, the costs and other burdens of lit-
eral compliance may outweigh the benefits.

Retailers and wholesalers

In general, the uniform capitalization rules will apply to taxpay-
ers who acquire and hold property for resale in the same manner
as they apply to producers. Among the costs “retailers and whole-
salers” are required to treat as inventory costs under the bill are
the following: costs incident to purchasing inventory (e.g., wages or
salaries of employees responsible for purchasing); repackaging, as-
sembly, and other costs incurred in processing goods while in the
taxpayer’s possession; costs of storing goods (e.g., rent or deprecia-
tion, insurance premiums, and taxes attributable to a warehouse,
and wages of warehouse personnel);*® and the portion of general
and administrative costs allocable to these functions.*!

The committee intends that, in the case of a taxpayer engaged in
a retail sales business, however, only offsite storage costs—that is,
costs of storing goods in a facility distinct from the facility wherein
the taxpayer conducts retail sales of these goods—will be inventor-
iable costs under this provision. The rules relating to capitalization
?f intertlest do not apply to real or personal property solely acquired
or resale.

Pension costs

Under the uniform capitalization rules, contributions to a pen-
sion, profit-sharing, or stock bonus plan and other employee benefit
expenses are considered indirect costs that must be capitalized to
the same extent as other indirect costs, unless such contributions
relate to past-service costs.42 It is intended that, in the case of a
contribution to a qualified plan, the determination of whether the
contribution relates to past or current services will be made inde-

39 See Treas. Reg. sec. 1.471-11(d) (authorizing use of the manufacturing burden rate method,
the sta)nda)lrd cost method, or any other method that fairly apportions such costs among items of
inventory).

40 The committee intends that storage costs incurred by a manufacturer following completion
(or substantial completion) of the manufacturing process with regard to a product will likewise
be subject to capitalization under these rules. Thus, the bill overrules any case law holding to
the contrary (without inference as to the validity of such cases under present law). See, eg.,
Heaven Hill Distilleries, Inc. v. U.S., 476 F.2d 1327 (Ct.Cl. 1973) (holding that storage costs in-
curred by the manufacturer of whisky during the aging process were currently deductible), and
Van Pickerill & Sons, Inc. v. U.S., 445 F.2d 918 (7th Cir. 1971).

41 No inference is intended regarding the deductibility of such costs under present law.

42 See Treas. Reg. sec. 1.451-3(dX6XiiiXI).



143

pendently of any allocation between “normal cost” and “past-serv-
ice cost” required under the minimum funding standards (sec. 412)
or under the plan’s benefit formula. The committee anticipates
that the Treasury Department will publish guidelines for making
this determination, and that such determination may be based, in
whole or in part, on any actuarial funding methods that may be
utilized by qualified defined benefit plans.

Any allocation of employee benefit costs (and any other costs) be-
tween production (or inventory, in the case of purchased goods)
costs and period costs will, of course, be made after application of
any other relevant limitations provided in the Code. For example,
in the case of a qualified defined benefit pension plan that is sub-
ject to the minimum funding standard, an employer will first, cal-
culate his liability under the minimum funding standards (using
the applicable funding method and actuarial assumptions); next,
calculate the limit on deductions for such contributions (pursuant
to section 404 of the Code); and finally, allocate the otherwise de-
ductible amount between production costs and other costs applying
the uniform capitalization rules. In applying these rules, the alioca-
tion of the otherwise deductible amount between past- and current-
service costs will be made independently of the allocation made in
the first step of the calculation, under rules published by the
Treasury Department.

Similarly, in the case of a plan that is not subject to the mini-
mum funding standards (e.g., a profit-sharing plan), an employer
must compute the otherwise allowable deduction limit pursuant to
section 404 and then allocate that amount between production or
inventory costs and other costs.

Exceptions

The capitalization rules do not apply to any portion of costs con-
stituting research and experimental expenditures under section
174, or to development and other costs of o0il and gas wells or min-
eral property to the extent such costs qualify under sections 263(c)
or 616(a). The rules also do not apply to property produced under a
long-term contract; to property produced in a farming business as
defined in section 2032A; or to property produced by the taxpayer
for use by the taxpayer other than in a trade or business or activi-
ty engaged in for profit.

In the case of a property acquired by a taxpayer for resale, the
uniform capitalization rules apply only if the taxpayer’'s average
annual gross receipts for the three preceding taxable years were $5
million or less. Aggregation rules will apply in determining wheth-
er the $5 million threshold is exceeded.

The uniform capitalization rules are not intended to apply to ex-
penditures properly treated as repair costs under present law that
do not relate to the manufacture, remanufacture, or production of
property. Moreover, the uniform capitalization rules are not in-
tended to modify present law rules relating to valuation of invento-
ries on a basis other than cost.

2. Interest

Interest on debt must be capitalized if such debt is incurred or
continued to finance the construction or production of (1) real prop-
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erty (whether such property is held for sale to customers or is used
by the taxpayer in a trade or business or activity for profit), or (?)
other property with a class life of 20 years or more under the bill’s
depreciation system if the property is to be used by the taxpayer in
its trade or business or an activity for profit. Interest incurred in
connection with other property estimated to have a production
period of more than two years (one year in the case of items cost-
ing more than $1 million) also is subject to capitalization under
this rule. For this purpose, the production period for property
begins when construction or production is commenced and ends
when the property is ready to be placed in service or is ready to be
held for sale. For example, in the case of property such as wine or
whisky that is aged before it is sold, the production period includes
the aging period. Activities such as planning or design generally do
not cause the production period to begin.

The committee intends that the determination of whether debt is
incurred or continued to finance the production of property will be
made under rules similar to those applicable under section 189 of
present law.43 Under these rules, any interest expense that would
have been avoided if production or construction expenditures had
been used to repay indebtedness of the taxpayer is treated as con-
struction period interest subject to capitalization.** Accordingly,
under the bill, debt that can be specifically traced to production or
construction expenditures first must be allocated to production or
construction. If production or construction expenditures exceed the
amount of this debt, interest on other debt of the taxpayer must be
treated, to the extent of this excess, as production or construction
period interest. For this purpose, the assumed interest rate would
be an average of the rates on the taxpayer’s outstanding debt (ex-
cluding debt specifically traceable to production or construction).

The committee contemplates that the Treasury Department will
issue regulations to prevent the avoidance of these rules through
the use of related parties. For example, such regulations could pro-
vide that where a subsidiary corporation is owned by two 50-per-
cent parent corporations, and the subsidiary is engaged in con-
structing long-lived property for its own use, but has no outstand-
ing debt, each 50-percent parent would be required to capitalize in-
terest expense as if each had directly incurred one-half of the con-
struction expenditures incurred by the subsidiary. In addition,
under the bill, the interest capitalization rules are applied first at
the level of a partnership (or other flow-through) entity, and then
at the level of the partners (or beneficiaries), to the extent that the
partnership has insufficient debt to support the production or con-
struction expenditures.

43 The provisions under section 189 of present law regarding capitalization of taxes have been
replaced by similar rules, in the extended period long-term contract regulations, which also re-
quire the capitalization of taxes.

44 Production or construction expenditures include the cumulative production costs required
to be capitalized, including interest required to be capitalized as a production or construction
cost for prior periods. In addition, interest on debt that relates to any asset that is devoted to
the production of property generally must be capitalized as part of the cost of that property,
whether or not the cost of the asset has been fully reflected in the property account. Where such
an asset is used for the production of property and for other purposes, only the allocable portion
of such interest must be capitalized.
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If production or construction is for a particular customer who
makes progress payments or advance payments for property to be
used in a business or activity for profit, or held for sale, the cus-
tomer is treated as constructing the property to the extent of such
payments. Thus, interest costs attributable to payments to the con-
tractor are subject to capitalization by the customer if the property
is real property, long-lived property or requires a production or
construction period of more than two years (one year if the cost ex-
ceeds $1 million). The contractor must capitalize interest only with
respect to indebtedness relating to the excess of its accumulated
contract costs over the accumulated payments received by the con-
tractor during the year.

3. Long-term contract costs

Under the bill, taxpayers reporting income on a long-term con-
tract under a method other than the percentage of completion
method (including the accrual-shipment method or other accrual
method of accounting) are subject to the capitalization rules now
applicable to taxpayers using the completed contract method of ac-
counting with respect to extended period long-term contracts, with
certain modifications. Such taxpayers also must capitalize any
other costs identified by the taxpayer (or a related person) as being
attributable to the contract. Thus, for example, general and admin-
istrative expenses identified pursuant to a cost-plus contract, or
pursuant to a contract with a Federal agency in which costs are
certified under Federal statute or regulations, must be capitalized,
regardless of whether such costs may be treated as period costs
under existing regulations. Research and development costs unre-
lated to a particular contract, marketing, selling, and advertising
expenses, and unsuccessful bid and proposal costs, are exempt from
the capitalization requirement, as under present law.%5

These rules do not apply to any contract for the construction or
improvement of real property if the contract (1) is expected to be
completed within the two-year period beginning on the commence-
ment date of the contract, and (2) is performed by a taxpayer
whose average annual gross receipts for the three taxable years
preceding the taxable year in which the contract is entered into do
not exceed $10 million. For purposes of this exception, an improve-
ment to real property includes a building, a road, a dam, or other
similar property. Contracts eligible for this exception, and con-
tracts reported under the percentage of completion method, will
remain subject to the rules of present law.

Interest incurred in connection with a long-term contract gener-
ally must be allocated under the same rules (including the avoided
cost principle) as interest allocable to property not produced under
a long-term contract. In applying these rules to a long-term con-
tract, the production period generally begins on the contract com-
mencement date, that is, the date on which the taxpayer incurs
any costs under the contract. Design and engineering costs, but not
costs related to bidding or negotiations on the contract, are taken
into account for this purpose. The production period ends on the

45 Bid and proposal costs may be treated as unsuccessful for this purpose only after the tax-
payer has witEdrawn its bid or the contract has been awarded to another person.

60-511 O—86—F6
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contract completion date. A special rule applies in the case of a
taxpayer not using the completed contract method of accounting.
For such a taxpayer, the production period begins on the date by
which at least five percent of the total estimated costs (including
design and planning costs) under the contract have been incurred,
if later than the contract commencement date.

Effective Dates

In general

The uniform capitalization rules generally are effective for costs
and interest paid or incurred after December 31, 1986. Self-con-
structed assets with respect to which substantial construction oc-
curred prior to March 1, 1986, will remain subject to the present-
law tax accounting rules. The committee intends that construction
of an asset which began after February 28, 1986, will be considered
within this transitional rule if the asset is an integral part of an
integrated facility, construction of which began before March 1,
1986. An asset generally will be considered an integral part of a
facility only if such asset will first be placed in service at essential-
ly the same time as other assets comprising the facility.

The bill also retains present law rules for depreciation on assets
used to produce inventory or self-constructed property if the assets
were placed in service by the taxpayer before March 1, 1986, or the
taxpayer had entered into a binding contract to purchase the assets
prior to that date. Accordingly, such assets will be subject to
present-law rules relating to the capitalization of depreciation.

Long-term contracts

_ The new rules for long-term contracts, including the interest cap-
italization provision and provision relating to cost-plus and Federal
contracts, apply to contracts entered into after February 28, 1986.

Inventories

In general

The new rules apply to inventories for the taxpayer’s first tax-
able year beginning after December 31, 1986. Taxpayers are re-
quired to spread the section 481 adjustment resulting from the
change in inventory accounting over a period of no more than five
years, in accordance with the rules applicable to a change in
method of accounting initiated by the taxpayer and approved by
the Internal Revenue Service.¢¢ Under these rules, the adjustment
generally is includible in income over a period equal to the lesser
of the period the taxpayer has used the method of accounting or
five years.

With respect to property which is primarily held for sale to cus-
tomers in the ordinary course of business, but which is not invento-
ry property, the rules are effective for costs and interest paid or
incurred after December 31, 1986, with no restatement of begin-
ning balances and no section 481 adjustment. E.g, see W.C. & A.N.
Miller Development v. Commissioner, 81 T.C. 619 (1983).

46 See Rev. Proc. 84-74, 1984-2 C.B. 736.
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The bill contemplates that the changes in the rules governing
the absorption of costs into inventory will be treated as a change in
the taxpayer’s method of accounting. The cost of all inventory sold
or otherwise disposed of after the effective date must reflect the
changes in the absorption rules. This requires that inventory on
hand as of the effective date be revalued to reflect the greater ab-
sorption of production costs under the rules of the bill. Normally,
the revaluation must be done by valuing the items included in in-
ventory on the effective date as if the new absorption rules had
been in effect during all prior periods. Thus, a determination of
what direct and indirect production costs should be assigned to
each item of inventory is to be made in accordance with the
changes contained in the bill. The difference between the inventory
as originally valued and the inventory as revalued will be the
amount of adjustment required by section 481.

In some circumstances, particularly where the taxpayer is con-
sidered as holding in inventory items which were acquired for
resale, produced, or manufactured a number of years prior to the
effective date of the bill, the information necessary to make such a
determination may not be available. Such a situation may arise,
for example, if the taxpayer has items of inventory which it no
longer produces, or if the taxpayer is using the last-in, first-out
(LIFO) method of accounting. The committee expects that the
Treasury Department will issue regulations or rulings permitting a
taxpayer in this situation to estimate the amount by which the in-
ventory will be revalued by using available data.

FIFO method

For example, assume that a taxpayer that uses the first-in, first-
out (FIFO) method of valuing inventories maintains inventories of
bolts, two types of which it no longer produces. Bolt A was last pro-
duced in 1984, for which year the taxpayer determines a revalu-
ation of inventory costs resulting in a 20 percent increase. A por-
tion of the inventory of bolt A, however, is attributable to 1983 for
which the taxpayer does not have sufficient data for revaluation.
Bolt B was last produced in 1982 and no data exists which would
allow revaluation of the inventory cost of bolt B pursuant to the
new absorption rules. The inventories of all other bolts are attrib-
utable to 1984 and 1985 production, for which revaluation using
available data results in an average 15 percent increase in invento-
ry cost. With respect to bolt A, the 20 percent increase determined
for 1984 also may be applied to the 1983 production as an accepta-
ble estimate. With respect to bolt B, the overall 15 percent increase
for the inventory as a whole may be used in valuing the costs of
bolt B.

LIFO method

Taxpayers using the last-in, first-out (LIFO) method of valuing
inventories also may have difficulty in assembling sufficient data
to restate their inventory costs. Taxpayers using the dollar-value
LIFO method may have particular problems since the valuation of
each year’s LIFO layer is dependent upon prior year’s cost data in
situations where the double extension method is used.
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The committee expects that taxpayers using the specific goods
LIFO method to value their inventories generally will be allowed to
use the same type of estimating techniques as FIFO taxpayers.
Thus, the percentage change obtained in revaluing those inventory
layers for which sufficient data is available may be applied to re-
value all preceding year’s layers.

Example 1

For example, assume a manufacturer produces two different
parts. Work-in-process inventory is recorded in terms of equivalent
units of finished goods. The manufacturer’s specific goods LIFQ in-
ventory records show the following at the end of 1985:

LIFO
Product and layer Number  Cost carrying
values
Product #1:
1988 ... oeeeeccrrrieerrerinsresrreseerreesneas 150  $5.00 $750
1984 .....ocovvveeeereerieenreenrenseeereeeens 100 6.00 600
TO85 ..ireirrreerineresreesisseessesereeneas 100 6.50 650
1986 .....eevreeecnecrecereenr st eeneens 50 7.00 350
2,350
Product #2:
1983 ..t 200 4.00 800
1984 ...t eeseee e 200 4.50 900
1985ttt re e reenens 100 5.00 500
1986......oeeveeeceeeeececetene e eeseeene 100 6.00 600
2,800
Total of carrying value of
Products #1 and #2.......oeevieeeeeeerveeerensesesessnssens 5,150

Data available to the taxpayer allows it to revalue the unit costs
of product #1 under the new absorption rules to $7.00 in 1984,
$7.75 in 1985 and $9.00 in 1986, and to revalue the unit costs of
product #2 to $6.00 in 1985 and $7.00 in 1986. The available data
for product #1 results in a weighted average percentage change
for product #1 of 20.31 percent.#” The available data for product
#2 results in a weighted average percentage change for product
#2 of 18.18 percent.%8 The revalued costs for product #1 for 1983
can be estimated by applying the weighted average increase deter-
mined for product #1 (20.31 percent) to the unit costs originally
carried on the taxpayer’s records. The estimated revalued unit cost
in the case of product #1 would be $6.02 ($5.00 x 1.2081). The costs
of product #2 are redetermined in a similar manner for 1983 and

*7 This is computed as follows: [(100 X (7.00 -6.00)) + (100 X (7.75 -6.50)) + [50 X (9.00 -1.00)}
divided by [(100 X 6.00) + (100 X 6.50) + (50 X 7.0(()))&.

*¢ This is computed as follows: [(100 X (6.00 -5.00)) + (100 X (7.00 -6.00))] divided by [(100 X
5.00) + (100 X 6.00)).
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1984 by applying the weighted average increase determined for
product #2 of 18.18 percent to the unit costs of $4.00 and $4.50,
yielding revalued unit costs of $4.73 and $5.32 respectively.

The weighted average increase estimation does not affect the re-
valuation of costs for those years in which actual revaluation is
{)osmble. The revalued inventory of the taxpayer would be as fol-
ows:

LIFO
Product and layer Number  Cost carrying
values
Product #1:
1983 ... 150  $6.20 $903
1984 ... 100 7.00 700
1985 ... 100 7.75 775
1986 ... 50 9.00 450
2,828
00 4.73 946
00 5.32 1,064
100 6.00 600
100 7.00 700
3,310
Total of carrying value of
Products #1 and #2
under new absorption
TULES «.oeeeeee e e e ae e e 6,138

;I‘E)h&%;nount of the adjustment (under section 481) is $988 ($6,138

A taxpayer using the specific goods LIFO method also may have
inventories for which new costs have not been incurred for several
years and, consequently, a weighted average increase for those par-
ticular inventory items may not be available for estimation pur-
poses. In such a case, the taxpayer may take the weighted average
increases for all its revalued inventory items and determine an
overall percentage increase, weighted by the value of each invento-
ry item included in the calculation, to estimate the revaluation
necessary for such items.

The committee anticipates that the Treasury Department will
develop rules to permit taxpayers using the dollar-value LIFO
method who lack sufficient data to revalue all of their LIFO layers
under the new absorption rules to compute the percentage change
in the current costs of their inventory as a result of the new ab-
sorption rules for the LIFO layers accumulated during the three
most recent years that the taxpayer has sufficient information.
(These rules will apply to taxpayers acquiring property for resale,
as well as taxpayers producing or manufacturing property.) Tax-
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payers then would apply that percentage to restate the costs of the
beginning LIFO inventory value of the entire pool for the year of
change. For purposes of determining future indexes, the year prior
to the year of change will then be considered as a new base year
and the current costs for that year are to be used for extension
purposes to future taxable years. The increase in the beginning bal-
ance in the LIFO inventory as a result of this change will repre-
sent the section 481 adjustment amount.

Example 2

For example, a calendar year taxpayer first adopted the dollar
value LIFO method in 1981, using a single pool and the double ex-
tension method. The taxpayer’s beginning LIFO inventory for the
year of change is as follows:

LIFO
Base year Index carryi
rywng

costs value
Base layer......ccccvvcevnnincnninnnineennnn. $14,000 1.00 $14,000
1981 JAYET ..o rissenevaeiens 4,000 1.20 4,800
1982 1ayer .....ccccoeevmisinnnninniieneens 5,000 1.30 6,500
1983 layer .....cccoevceeeeencecrnenieeinnns 2,000 1.35 2,700
1984 1ayer .....ccoeerveeeereeccceneneecniinias 0 1.40 0
1985 1ayer ......cccoevereecmrencrercisissenions 4,000 1.50 6,000
1986 1ayer .....ccocvvcveerverceerreerecsacsnans 5,000 1.60 8,000
Total ....cccoovvverereerrernnn 34,000 ........... 42,000

The taxpayer is able to recompute inventoriable costs under the
new absorption rules for the ending LIFO layers for three preced-
ing taxable years as follows:

Current Current Weighted
Year cost as cost as percentage
recorded adjusted change;

1983 $35,000 $45,150 0.29
1984......ooovccntenees 43,500 54,375 25
1985, 54,400 70,720 30

Total....ciiieinnns 132,900 170,245 28

_ Applying the average revaluation factor of .28 to each layer, the
inventory is restated as follows:
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LIFO
Ba:gs{f O Index carrying

value
Base layer........coovecrcecrrenenreennn, $17,920 1.00 $17,920
1981 layer .......ccccocvvvrvnveennrceecrenne, 5,120 1.20 6,144
1982 layer ......ccccoovvecreeenerereeinen, 6,400 1.30 8,320
1983 layer ... 2,560 1.35 3,456
1984 layer ......ccceeevtvereveenrereiienenen, 0 1.40 0
1985 layer .......cccovvvervecererrienennen 5,120 1.50 7,680
1986 layer .......cccovvveeececriecreeenen 6,400 1.60 10,240
Total ..........ccocvevenennee. 43,520 ............ 53,760

The section 481 adjustment is the difference between the reval-
ued LIFO carrying value under the new absorption rules and the
LIFO carrying value as originally reported. In this example, the
section 481 adjustment is $11,760 ($53,760 —$42,000). The section
481 adjustment also may be found by multiplying the LIFO carry-
ing value as originally reported by the average percentage change
determined in first step described above. In this example, that pro-
cedure also would determine the amount of the section 481 to be
$11,760 ($42,000 X .28).

The year prior to the year of change will be treated as a new
base year for the purpose of determining the index in future years.
This requires that layers in years prior to the base year be restated
in terms of the new base year index. In the example above, the re-
stated inventory would be as follows:

Restated LIFO
base year  Index carrying

costs value
Old base layer.........cccccoveevereurnneee. $28,672 0.625 $17,920
1981 layer .......ccoeveeevrernrecvecernenens 8,192 75 6,144
1982 layer ........cocoveeererneneereecrscenennne 10,272 .81 8,320
1983 layer .......cccoereverecerncenrniccsanns 4,114 .84 3,456
1984 layer ........cccecevrveeververrecrnreenenns 0 875 0
1985 layer .......cocecveveeveveceneeeieeenenenn 8,170 94 7,680
New base layer (1986).................... 10,240 1.50 10,240
Total.....cccccoveveerecrrvecrencrcennnanas 69,660 ... teenee 53,760

For taxpayers not possessing sufficient data to revalue all of
their LIFO layers under the new absorption rules, the most recent
three years prior to the year of change for which the taxpayer has
sufficient information may be used in determining the average re-
valuation factor. Where the taxpayer possesses sufficient informa-
tion to use additional years in determining the average revaluation
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factor, such additional years may be used at the option of the tax-
payer, as long as the additional years are consecutive years prior to
the year of change. For example, assume a calendar year taxpayer
has sufficient information to revalue years 1981 through 1986. The
average revaluation factor may be determined on the basis of all
six years. On the other hand, a taxpayer with sufficient informa-
tion to revalue 1980 through 1982 and 1984 through 1986 would use
only the 1982 through 1986 years in determining the average reval-
uation factor, since the years 1980 through 1982 are not consecu-
tive to the year of change.

The use of the average revaluation factor based upon current
costs to estimate the revaluation of older inventory layers may
result in an increase in the value of inventories representing costs
which did not exist in the affected year. To the extent that a tax-
payer can show that costs which contributed to the determination
of the average revaluation factor could not have affected a prior
year, the average revaluation factor as applied to that year may be
adjusted by an appropriate amount.

Revenue Effect

The provision is estimated to increase fiscal year budget receipts
by $4,963 million in 1987, $8,066 million in 1988, $8,266 million in
1989, $7,846 million in 1990, and $7,635 million in 1991.



E. Special Treatment of Certain Items

1. R%se(ll'v;a for Bad Debts (sec. 303 of the bill and sec. 166 of the
ode

Present Law

In general

Present law allows taxpayers a deduction from income for those
debts arising from a trade or business which become wholly or par-
tially worthless during the taxable year (sec. 166(a)). The amount of
the deduction may be determined using either the specific charge-
off method or the reserve method (sec. 166(c)). The deduction is not
available to a cash-method lender for items that will be taken into
income at the time they are received.

Dealers in property are allowed to establish a reserve for losses
which may result from their liability as a guarantor, endorser, or
indemnitor on debt which arose as a result of the dealer’s sale of
real or tangible personal property (sec. 166(f)).

Specific charge-off method

The specific charge-off method allows a deduction for bad debts
as the individual debt becomes either wholly or partially worthless.
At such time as a receivable is determined to be uncollectible in
whole or in part, the receivable is reduced by the amount that is
uncollectible, and a deduction is allowed for an equal amount. If an
amount previously charged-off as uncollectible is later recovered,
the recovery is treated as a separate income item at the time of
collection.

Wholly worthless amounts are allowed as a bad debt deduction
for tax purposes in the year in which they become worthless. Par-
tially worthless amounts not only must have become partially
worthless for Federal income tax purposes, but also must be
charged-off on the taxpayer’s books in the amount of such partial
worthlessness before a bad debt deduction is allowed for Federal
income tax purposes. A deduction for partially worthless bad debts
is only allowed for business debts.

Reserve method

Under the reserve method, a deduction is allowed for a reasona-
ble addition to a reserve for bad debts. A reserve account is set up
as an allowance against the contingency that some receivables may
later prove to be uncollectible. The reasonable addition to the re-
serve for any year is that amount which is necessary to bring the
beginning bad debt reserve, adjusted for actual bad debt losses and
recoveries during the year, to be increased to the allowed ending
balance computed under an approved method. The actual formula
is beginning reserve minus actual worthless debts experienced

(153)



154

during the year plus actual recoveries during the year minus dg—
ductible addition to reserve equals ending reserve. The formula is
solved for the deductible addition after all the other amounts are
determined. Thus, amounts charged off or recovered are not items
of expense or income, but are integral components of the computa-
tion of the deductible addition to the reserve.

The annual addition to the reserve account is required to be rea-
sonable in amount, determined in light of the facts existing at the
close of the taxable year of the proposed addition. The most widely
used formula for determining the appropriate bad debt reserve for
tax purposes is based on the decision in Black Motor Company v.
Commissioner, 41 B.T.A. 300 (1940), affd 125 F. 2d 977 (6th Cir.
1941). This formula uses a six year moving average, determined by
dividing the sum of bad debts actually charged off (net of actual
recoveries) for the most recent six years (including the current
year) by the sum of the debts owed the taxpayer over the same six
year period. This average is multiplied by the amount of debts out-
standing at the close of the current year to produce the reserve bal-
ance at the close of the current year. The result is a figure based
on past experience which approximates the bad debt charge-offs ex-
pected to occur in a single taxable year.

The Black Motor formula is not the exclusive method for deter-
mining the deductible addition to the reserve. In addition, the
result obtained under the formula must still be determined to be
reasonable under the circumstances of the year of computation.

Determination of worthlessness

1 ]

Both the specific charge-off method and the reserve method re-
quire a determination of the period in which a debt becomes totally
or partially worthless.

Worthlessness is a question of fact, to be determined by consider-
ing all pertinent evidence, including the value of any collateral se-
curing the obligation and the financial condition of the debtor. A
debt is not worthless merely because its collection is in doubt. As
long as there is a reasonable expectation that it eventually may be
paid, the debt is not to be considered worthless.
~ Wholly worthless bad debts may be charged off for Federal
income tax purposes only in the year they become worthless, and
not in some later year when the fact of worthlessness is confirmed.
The period in which the debt is actually charged off the taxpayer’s
books is not determinative. Partially worthless business bad debts
must be charged off on the taxpayer’s books in order to be charged
off for Federal income tax purposes. However, a charge-off for a
partially worthless bad debt for Federal income tax purposes may
not tg(l! taken after the year in which the debt becomes wholly
worthless.

Bad debt reserves for guarantees, eftc.

Present law requires that an actual debt be owed to the taxpayer
in order to support the creation of a reserve for bad debt losses. For
this reason, no deduction is generally allowed for potential losses of
taxpayers who guarantee, endorse, or provide indemnity agree-
ments with respect to debts owed to others.
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An exception to this general rule is made for dealers in property.
To the extent that these types of potential obligations arise from
the sale of real or tangible personal property, dealers may establish
a reserve account and deduct additions necessary to maintain it in
the same manner as a reserve account for business debts owed di-
rectly to the taxpayer. This type of reserve normally arises where a
guarantee or other indemnification agreement is given to induce a
lender to arrange financing for a dealer’s property or where a deal-
er’s receivables are factored with rights of recourse.

Reasons for Change

The committee believes that the reserve method of accounting
for bad debts should generally be repealed. Use of the reserve
method for determining losses from bad debts results in deductions
being allowed for Federal income tax purposes for losses that sta-
tistically may or may not occur in the future. In this regard, the
reserve for bad debts is inconsistent with the treatment of other de-
ductions under the all events test. Moreover, use of the reserve
method allows a deduction prior to the time that the losses actual-
ly occur. If a deduction is allowed prior to the taxable year in
which the loss occurs, the value of the deduction to the taxpayer
will be overstated.

The committee believes that the reserve method of accounting
for bad debts should continue to be permitted for financial institu-
tions. Financial institutions generally are required by government
regulators to maintain capital sufficient to support the level of
lending and other activities that they engage in. The committee is
concerned that the repeal of the reserve method at this time could
jeopardize the ability of financial institutions to meet their capital
requirements.

Similarly, the committee recognizes that certain finance compa-
nies are important competitors of financial institutions with re-
spect to certain personal and business loans. In order not to pro-
vide an unfair competitive advantage to financial institutions, the
committee believes that the use of the reserve method of account-
ing for bad debts also should be continued for these finance compa-
nies as well.

Explanation of Provision

In general

The bill repeals the availability of the reserve method of deduct-
ing bad debts for all taxpayers, other than financial institutions
and certain farm credit institutions and finance companies. The
effect of the bill is to require the bad debt expense of all other tax-
payers to be recognized using the specific charge-off method.

Taxpayers excepted from the general rule

The bill allows certain taxpayers to continue to use the reserve
method of deducting bad debts. Financial institutions who are eligi-
ble to compute their bad debt deduction under the provisions of
section 585 (relating to banks), section 586 (relating to small busi-
ness investment companies), -and section 593 (relating to thrift in-
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stitutions) may continue to compute their deductions using those
sections. Certain farm credit institutions also are allowed to contin-
ue to use the reserve method. These institutions are production
credit associations which are chartered pursuant to section 2091 of
Title 12 of the United States Code and banks for cooperatives
which are chartered pursuant to section 2121 of title 12 of the
United States Code. . )

The bill provides that finance companies will be allowed to use
the reserve method of computing deductions for bad debts with
regard to any qualified indebtedness. For the purpose of this provi-
sion, a finance company is any person that meets the definition of
a lending or finance company contained in section 542(cX6) and
that has as a substantial portion of its business, the making of
loans to members of the general public. In determining whether a
person meets the definition of a lending or finance company con-
tained in section 542(c)(6), income from a loan that arises from the
sale of property or services that were sold or manufactured by the
taxpayer (or an affiliate of the taxpayer) is not considered as
income derived from the active and regular conduct of a lending or
finance business.

A taxpayer is considered to make loans to the general public if it
operates offices at which members of the general public may make
application for loans. On the other hand, the mere loaning of
money by allowing charge purchases on a charge account or credit
carc} would not be the making of loans to members of ‘the general
public.

The fact that any specific loan may not be required by the previ-
ous arrangement does not result in that loan being considered to be
a loan to a member of the general public. Thus, if a person is al-
lowed to charge purchases on a charge account or credit card in
excess of the limit previously arranged, the loan arising from the
charging of the purchases would still be considered the result of a
pr%‘i'jous arrangement and not a loan to a member of the general
public.

Qualified indebtedness for which a finance company may use the
reserve method of computing its losses from bad debts is all indebt-
edness originated by the taxpayer other than (i) loans arising from
the sale of property or services that were sold or manufactured by
the taxpayer or an affiliate of the taxpayer and (ii) negotiable in-
struments and notes. A loan will be considered as having been
originated by the taxpayer if it is acquired by the taxpayer pursu-
ant to a prior arrangement with the person originating the loan.
An entity meeting the definition of a finance company may use the
reserve method of computing bad debts only with regard to qualify-
ing indebtedness. The bad debt expense on debts that are not quali-
fyix:}g1 iéldebtedness must be recognized using the specific charge-off
method.

Booking requirement

The bill conforms the treatment of wholly worthless business
debts to the treatment of partially worthless business debts by pro-
viding that no business debt will be deductible as wholly or partial-
ly worthless for Federal income tax purposes until it is charged off
on the taxpayer’s books. Thus, no deduction for a worthless busi-
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ness debt is allowed prior to the time it is so recognized for other
purposes.

This change resolves a potential difficulty which can arise under
present law where a taxpayer does not discover that the debt is
worthless until a later year. The rules of present law require that
the taxpayer amend a prior year’s return in order to obtain the de-
duction. The year of actual worthlessness may be a closed taxable
year. The bill avoids this problem by requiring the debt to be both
worthless and charged-off before a deduction is allowed. Thus, the
taxpayer cannot be required to deduct the bad debt in a year prior
to the year in which he discovers it to be worthless.

In adopting this change, the committee does not intend to create
an opportunity for taxpayers to assign deductions for worthless
debts to whichever taxable year will yield the lowest overall tax
burden. Thus, where it is clearly demonstrable that a taxpayer is
actually aware that a debt is wholly worthless, the committee in-
tends that the deduction be allowable in the year that the taxpayer
becomes aware of the bad debt, even if the taxpayer delays charg-
ing it off his books in order to avoid tax liability.

Bad debt reserves for guarantees, efc.

The bill also repeals the reserve method for dealers who guaran-
tee, endorse or provide indemnity agreements with respect to debts
owed to others. Expenses that arise from a dealer’s guarantee, en-
dorsement, or indemnity agreement are not deductible until the
dealer suffers a loss as a result of its honoring the guarantee, en-
dorsement or indemnity agreement. If the dealer is subrogated to
the rights of the original creditor, such loss will be deductible at
the time the subrogation rights become wholly or partially worth-
less and the dealer charges off the amount on its books.

Transitional rules

The bill treats any change from the reserve method to the specif-
ic charge-off method as a result of the bill as a change in the tax-
payer’s method of accounting, initiated by the taxpayer with the
consent of the Secretary of the Treasury. To prevent taxpayers
from deducting losses on debts twice, first as a deduction to a re-
serve for bad debts under current law and later as a deduction due
to the debt being specifically charged off after the required change
in accounting method, the bill requires that the balance in any re-
serve for bad debts as of the effective date be taken into income
ratably over a five-year period. In the case of a bad debt reserve for
guarantees, the amount of the reserve is first reduced by the bal-
ance in any suspense account established under section 166(f)(4)
and the net amount taken into income ratably over a five-year
period.

Effective Date

‘The provision is effective for taxable years beginning after De-
cember 31, 1986.
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Revenue Effect

The provision is estimated to increase fiscal year budget receipts
by $873 million in 1987, $1,380 million in 1988, $1,314 million in
1989, $1,326 million in 1990, and $1,327 million in 1991.

2. Qualified Discount Coupons (sec. 324 of the bill and sec. 466 of
the Code)

Present Law

Under present law, issuers of qualified discount coupons using
the accrual method of accounting may elect to deduct the cost of
redeeming qualified discount coupons outstanding at the close of
the taxable year and received for redemption by the taxpayer
within a statutory redemption period following the close of the tax-
able year (sec. 466). The statutory redemption period is the 6-month
period immediately following the close of the taxable year, unless
the taxpayer elects a shorter period.

A qualified discount coupon is coupon which (1) is issued by the
taxpayer, (2) is redeemable by the taxpayer, and (3) allows a dis-
count on the purchase price of merchandise or other tangible per-
sonal property. The coupon must not be redeemable directly by the
issuer (i.e., a direct consumer rebate) and may not by itself, or in
conjunction with any other coupons, bring about a price reduction
of more than $5 with respect to any item.

The election must be made with respect to each trade or business
of the taxpayer and constitutes a method of accounting. Revocation
of an election may be made only with permission of the Secretary
of the Treasury. In certain situations, a taxpayer is required to es-
tablish a suspense account in the year of election in order to limit
the bunching of deductions in that year.

Reasons for Change

The committee believes that the provision of current law allow-
ing a deduction for discount coupons received for redemption after
the close of the taxable year results in an incorrect measurement
of taxable income. A coupon received during the redemption period
is deductible in computing the prior year’s income even though it
may relate to the sale of a product which took place during the
current taxable year and such a mismatch may occur even though
the coupon was outstanding at the end of the prior taxable year.
Thus, a deduction may be allowed in the year prior to the year in
which the income is recognized.

_The committee also believes that the present law provision pro-
vides an unwarranted exception to the general rules of tax ac-
counting. An accrual basis taxpayer normally is allowed to recog-
nize an expense only when all events establishing its obligation to
pay the amount claimed as a deduction have occurred, the amount
thereof can be determined with reasonable accuracy, and there has
been economic performance with respect to the item. Absent the
special provision of present law for discount coupons, such costs
wc:iuld r:e(c)lt be considered deductible until the coupons actually were
redeemed.
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Explanation of Provision

The bill repeals the provision of present law allowing a deduction
for the cost of redeeming qualified discount coupons received
during a redemption period after the close of the taxable year. As a
result, only those costs of redeeming discount coupons received for
redemption during the taxable year will be allowed as a deduction
during that taxable year.

The bill treats any taxpayer currently electing to deduct the cost
of redeeming qualified discount coupons as having elected to
change its method of accounting. The change will be considered to
have been initiated by the taxpayer with the consent of the Secre-
tary of the Treasury. Any adjustment which is required to be made
by section 481 will be reduced by any balance in the suspense ac-
count of the taxpayer, and the net amount is to be taken into ac-
count ratably over a period not to exceed five taxable years, com-
mencing with the first taxable year beginning after December 31,
1986. It is expected that the concepts of Revenue Procedure 84-74,
1984-2 C.B. 736, generally will apply to determine the actual timing
of recognition or expense as a result of the adjustments arising
from this provision.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1986.

Revenue Effect

The provision is estimated to increase fiscal year budget receipts
by $13 million in 1987, $25 million in 1988, $28 million in 1989, $29
million in 1990, and $30 million in 1991.

3. Depreciation Recapture Income on Installment Sales of Farm
I{‘ri%atzlon Equipment (sec. 313 of the bill and sec. 453(i) of
the Code)

Present Law

In an installment sale of depreciable real or personal property,
all depreciation recapture income under sections 1245 and 1250 is
recognized in the taxable year of the disposition, whether or not
principal payments are received in that year. Any gain in excess of
the depreciation recapture income is taken into account under the
installment method (gec. 453).

Reasons for Change

Prior to the Deficit Reduction Act of 1984, any depreciation re-
capture income was recognized only as (and to the extent) gain was
required to be reported under the installment method for the tax-
able year. The committee understands that the changes made to
the installment provisions by the Deficit Reduction Act may have
proved unduly burdensome for some farmers, many of whom have
been forced by the current farm crisis to sell their irrigation equip-
ment on the installment method. In many cases, the selling farmer
lacks the funds to pay the tax that will result from full recapture
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of depreciation in the year of sale. The committee believes that it is
appropriate to provide relief from the normal rules in this situa-
tion.

Explanation of Provision

The bill provides that depreciation recapture income resulting
from an installment sale of equipment used to irrigate farmland is
recognized under the rules in effect prior to the Deficit Reduction
Act. Accordingly, any depreciation recapture with respect to such
equipment will be recognized as gain is recognized under the in-
stallment method.

Effective Date

The provision is effective as if included in the Deficit Reduction
Act of 1984.

Revenue Effect

This provision is estimated to decrease fiscal year budget receipts
by less than $5 million annually.



F. Cancellation of Indebtedness for Solvent Taxpayers (sec. 323 of
the bill and sec. 108 of the Code)

Present Law

Present law provides that gross income includes “income from
discharge of indebtedness” (sec. 61(a)12)). A discharge of indebted-
ness is considered to occur whenever a taxpayer’s debt is forgiven,
cancelled, or otherwise discharged by a payment of less than the
principal amount of the debt. The amount of indebtedness dis-
charged is equal to the difference between the face amount of the
debt, adjusted for any unamortized premium or discount, and any
consideration given by the taxpayer to effect the discharge.

Exceptions to the general rule are provided in cases where the
discharge occurs in a case arising under title 11 of the United
States Code (relating to bankruptcy), when the taxpayer is insol-
vent, or where the indebtedness discharged is qualified business in-
debtedness (sec. 108(a)(1)). Qualified business indebtedness is indebt-
edness incurred or assumed by a corporation or by an individual in
connection with property used in the individual’s trade or business.
A taxpayer must elect to have the indebtedness treated as qualified
business indebtedness (sec. 108(d)(4)).

In the case of a discharge of qualified business indebtedness, the
amount of the discharge that would have been included in gross
income had the discharge not been of qualified business indebted-
ness is applied to reduce the basis of depreciable property of the
taxpayer (sec. 108(c)(1)). An election is available to treat inventory
as depreciable property for this purpose. The amount of discharge
income that can be excluded as a discharge of qualified business in-
debtedness is limited to the basis of the taxpayer’s depreciable
property. If the amount of discharge income exceeds the basis of
depreciable property, the excess is included in gross income for the
year in which the discharge occurs.

Reasons for Change

The committee is concerned that the present law treatment of
discharges of qualified business indebtedness is too generous.
Income from such discharges generally is deferred by reducing the
basis of depreciable assets, regardless of the capacity of the taxpay-
er to currently pay the tax. In addition, the provision produces dis-
parate results among taxpayers depending upon the makeup of
their depreciable assets. For taxpayers without sufficient amounts
of inventory or depreciable assets, the full benefit of the deferral is

not available.
(161)
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Explanation of Provision

The bill repeals the provision of present law (sec. 108(a)}1)C))
which provides for the exclusion from gross income of income from
the discharge of qualified business indebtedness. The effect of the
bill is to require that any discharge of indebtedness, other than a
discharge in title 11 cases and a discharge that occurs when the tax-
payer is insolvent, results in the current recognition of income in
the amount of the discharge.

The committee does not intend to change the present law treat-
ment of a discharge of indebtedness that occurs in a title 11 case or
when the taxpayer is insolvent.?® The committee also does not
intend to change the provision of present law (sec. 108(eX5)) that
treats any reduction of purchase-money debt of a solvent debtor as
a purchase price adjustment, rather than a discharge of indebted-
ness.

Effective Date

The provision is applicable to discharges of indebtedness occur-
ring after December 31, 1986.

Revenue Effect

The provison is estimated to increase fiscal year budget receipts
by $59 million in 1987, $83 million in 1988, $65 million in 1989, $55
million in 1990, and $45 million in 1991.

42 Sec. 706 of the bill provides that certain solvent farmers will be treated aas insolvent tax-
payers for the purpose of determining whether there is income from the discharge of indebted-
ness. To the extent that a farmer is considered insolvent under sec. 706 of the bill, no income
will be required to be recognized under this provision.



G. Tax.able Year of Partnerships, S Corporations, and Personal
Service Corporations (sec. 304 of the bill and secs. 441, 706, and
1378 of the Code)

Present Law

In general

Taxable income is computed on the basis of a taxpayer’s taxable
year. A taxpayer’s taxable year generally is required to be the
same as the taxpayer’s annual accounting period, i.e., the twelve-
month period on the basis of which the taxpayer regularly com-
putes his income in keeping his books. A taxable year that ends on
the same day of the week in each year (a 52-53 week year) also is
acceptable. Taxpayers generally are allowed to select any taxable
year on their first Federal income tax return that is consistent
with their annual accounting period. The taxable year for most in-
dividuals is the calendar year. Certain types of entities, including
partnerships and S corporations, are required to select taxable
years that generally conform to the taxable years of their owners.
Once a taxable year is selected, the permission of the Secretary of
the Treasury is required for any change.

Partnerships

Under present law, partners in a partnership take into account
their allocable share of income, gain, loss, deduction or credit of
the partnership for their taxable year in which the partnership’s
taxable year ends. The items of income, gain, loss, deduction or
credit are computed at the partnership level and reflect the part-
nership’s (not the partner’s) taxable year. To the extent that the
partner’s and the partnership’s taxable years are not the same, a
deferral of income can result. For example, assume a partnership
has a taxable year ending in June, while an individual partner has
a calendar year. The partner will include in his income tax return
for the current calendar year his distributive share of partnership
items that arose in the first six months of the current calendar
year and his share of such items that arose in the last six months
of the prior calendar year. Partnership items arising in the last six
months of the current calendar year will not be included in the
partner’s return until the following calendar year. Thus, the recog-
nition of six months’ of partnership income has been deferred by
the partner until the following taxable year.

Present law requires a partnership adopting or changing a tax-
able year to use the year of all of its principal partners (or the cal-
endar year, if all of the partnership’s principal partners do not
have the same taxable year), unless the partnership establishes to
the satisfaction of the Secretary of the Treasury a business purpose
for selecting a different taxable year (sec. 706). A principal partner
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is a partner having an interest of five percent or more in partner-
ship profits or capital. A partnership that adopted its taxable year
prior to April 2, 1954, is not required to change its ta:xable year re-
gardless of whether or not the taxable year adopted is the same as
the taxable year of all of the partnership’s principal partners.
(Treas. Regs. sec. 1.706-1(b)(6))

In 1972, the Internal Revenue Service issued Revenue Procedure
72-51 (1972-2 C.B. 832), announcing the procedures to be followed in
approving a request by a partnership desiring to change to, or to
adopt, a taxable year other than that of all of its principal part-
ners. The Revenue Procedure provides that consideration will be
given to all the facts and circumstances, including any distortion of
income due to the deferral of income, in determining whether a
taxable year different from that of all the principal partners is ac-
ceptable. However, in order to facilitate adoptions or changes with
a minimum of distortion, requests by a partnership to adopt or
change to an accounting period differing from that of the principal
partners will generally be approved where the adoption of such
change would result in the deferral of income to the partners of
three months or less. Under the Revenue Procedure, if a taxpayer
adopts a taxable year providing 3 months or less deferral of
income, the taxpayer is required to add a certain amount of income
to the short period required to effect the change of taxable year.
The taxpayer is then allowed to deduct this amount ratably over a
ten year period beginning with the year of change.

S corporations

Under present law, shareholders of an S corporation take into ac-
count undistributed taxable income and net operating losses of the
S corporation for their taxable year in which the S corporation’s
taxable year ends. To the extent that a taxable year of a sharehold-
er and an S corporation are not the same, a deferral of tax can
result that is similar to the deferral present with respect to part-
nerships, as discussed above.

Present law requires a corporation that makes an election to be
taxed as an S corporation, or an S corporation that changes its tax-
able year, to adopt a “permitted year” (sec. 1378). A permitted year
is a calendar year or any other accounting period for which the S
corporation establishes a business purpose to the satisfaction of the
Secretary of the Treasury. A corporation that was an S corporation
for a taxable year that includes December 31, 1982 (or that was an
S corporation for a taxable year beginning in 1983 by reason of an
election made on or before October 19, 1982) may retain a taxable
year that is not a permitted year. However, if more than 50 per-
cent of the stock of such an S corporation is newly owned stock, the
S corporation must change its taxable year to a permitted year.
Revenue Procedure 83-25 (1983-1 C.B. 689) provides procedures
similar to those in Revenue Procedure 72-51 (supra) that the Inter-
nal Revenue Service will follow in approving a request by an S cor-
poration desiring to change to, or to adopt, a taxable year other
than a calendar year.
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Personal service corporations

Under present law, personal service corporations generally are
taxed in the same manner as other corporations. A personal serv-
ice corporation generally may adopt any taxable year on its first
Federal income tax return that conforms with its annual account-
ing period. A personal service corporation desiring to change its
taxable year must first obtain the consent of the Secretary of the
Treasury.

A personal service company normally reports its income and
pays tax only at the corporate level. However, a deferral similar to
the deferrals available for partnerships and S corporations may be
accomplished through the use of the personal service corporation.
For example, assume a personal service corporation with a taxable
year ending in January pays its calendar year employee-owners a

i salary during the year and, immediately prior to the close
of the corporation’s taxable year (during January), declares a bonus
to the employee-owners equal to the profits of the corporation. The
corporation obtains a deduction for the bonus paid and the employ-
ee-owners need not report the bonus income until the following De-
cember, when the employee-owners’ calendar years end. Thus, the
tax on the bonus is effectively deferred.

Current law provides special rules for a personal service corpora-
tion substantially all the services of which are performed for or
on behalf of one other entity, and which is formed or availed of to
avoid or evade tax. The Secretary of the Treasury is empowered to
allocate all income, deductions, credits, exclusions and other allow-
ances between this type of personal service corporation and its em-
ployee-owners, if such allocation is necessary to prevent the avoid-
ance or evasion of Federal income tax or to reflect clearly the
income of the personal service corporation or any of its employee-
owners (sec. 269A). This rule does not apply in the case where the
personal services of the corporation are performed on behalf of
more than one other entity, such as a professional corporation with
more than one employee-owner.

Reasons for Change

The committee believes that present law allows an improper de-
ferral of income for certain partners, shareholders in S corpora-
tions, and owners of personal service corporations. Older partner-
ships, partnerships where the taxable year of the principal part-
ners is not representative of the taxable year of the majority part-
ners, older S corporations, and personal service corporations, are
allowed taxable years that make such deferral possible, while other
partnerships and S corporations are required to use taxable years
conforming more closely to the taxable years of their owners. The
committee believes that this feature of present law decreases the
fairness of the Internal Revenue Code and provides an unwarrant-
ed competitive advantage to certain taxpayers.

Explanation of Provision

The bill requires that all partnerships, S corporations, and per-
sonal service corporations conform their taxable years to the tax-



166

able years of their owners. The bill provides that a partnership
may not have a taxable year other than the taxable year of its
partners owning a majority interest in partnership profits and cap-
ital, unless it establishes to the satisfaction of the Secretary of the
Treasury a business purpose therefor. If partners owning a majori-
ty of partnership profits and capital do not have the same taxable
year, the partnership must adopt the same taxable year as its prin-
cipal partners. If the principal partners of the partnership do not
have the same taxable year and no majority of its partners have
the same taxable year, the partnership must adopt a calendar year
as its taxable year. ) o

For example, assume a partnership has one principal partner
which is a fiscal year corporation owning an interest of 10 percent
in partnership profits and capital. The remainder of the partners
are individuals on a calendar taxable year; none of these individ-
uals owns a sufficient interest in the partnership to be a principal
partner. Under present law, the partnership would be required to
adopt the same taxable year of the corporate partner (i.e., the tax-
able year of its principal partner). However, under the bill, the
partnership would be required to adopt a calendar taxable year
(i.e., the taxable year of the majority of its partners).

An S corporation must adopt a permitted year, regardless of
when the corporation elected to be taxed as an S corporation. Also,
the bill requires that a personal service corporation must adopt a
calendar year.

An exception is provided in each case where the partnership, S
corporation, or personal service corporation establishes to the satis-
faction of the Secretary of. the Treasury a business purpose for
having a different taxable year. It is anticipated that present ad-
ministrative practice which generally allows, under certain condi-
tions, the use of a taxable year resulting in 3 months or less defer-
ral will apply for purposes of this provision.

A partnership is not required to adopt the taxable year of the
partners owning a majority interest in partnership profits and cap-
ital, unless partners with the same taxable year have owned a ma-
jority interest in partnership profits and capital for the three pre-
ceding taxable years of the partnership. For purposes of determing
whether this three-year test has been met, taxable years of the
partrership beginning before the effective date of the bill are taken
into account. Thus, for example, assume a fiscal year partnership
had a taxable year other than the taxable year of its partners
owning a majority interest in partnership profits and capital, for
the partnership’s taxable years ending in 1985, 1986, and 1987. For
the partnership’s taxable year beginning in 1987, the partnership
would be required to change its taxable year to conform with the
taxable year of the partners owning a majority interest in partner-
ship profits and capital.

The bill provides that a partnership, S corporation, or personal
service corporation that changes to a taxable year required by this
provision will be treated as having made the change with the con-
sent of the Secretary of the Treasury. In the case of a partnership
or an S corporation, each partner or owner may elect to take the
excess of income over expense for any short taxable year that re-
sults from the change in the taxable year into account ratably over
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the first four taxable years (including the owner’s year which
would otherwise include the income or loss of the entity’s short
taxable year) beginning after December 31, 1986. Absent such an
election, the amount of net income or loss for the short taxable
year is currently included, in its entirety, by the owner. In the case
of a personal service corporation, the short taxable year resulting
from the change of taxable year is annualized under section 443.

A partnership, S corporation, or personal service corporation
seeking to use a taxable year other than the taxable year required
by this provision must obtain the consent of the Secretary of the
Treasury. It is expected that the concepts embodied in the current
Revenue Procedures dealing with the taxable years of partnerships
(Rev. Proc. 72-51, 1972-2 C.B. 832) and of S corporations (Rev. Proc.
83-25, 1983-1 C.B. 689) will be followed to the extent they do not
conflict with this provision. It is anticipated that entities having
previously established to the satisfaction of the Secretary of the
Treasury (in accordance with the terms of those Revenue Proce-
dures) a sufficient business purpose for using a different taxable
year will not be required to obtain the Secretary of the Treasury’s
permission in order to keep such taxable year.

For purposes of this provision, a personal service corporation is a
corporation the principal activity of which is the performance of
personal service if services are substantially performed by employ-
ee-owners. An employee-owner is any employee of the corporation
who owns, on any day during the taxable year, any of the outstand-
ing stock of the corporation. In determining whether an employee
owns stock in the corporation, the constructive ownership rules of
section 318 apply, except that the attribution of stock owned by a
corporation to the employee is applied without regard to any re-
quirement that the employee own a certain percentage of the value
of the stock of that corporation. For the purpose of this provision, a
corporation that has elected S corporation status will not be consid-
ered a personal service corporation.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1986. Entities required to change their taxable years as
a result of this provision will be required to file a return for the
short taxable year that begins with the first day of their current
taxable year beginning after December 31, 1986, and ends in ac-
cordance with the taxable year to which the entity changes.

Revenue Effect

The provision is estimated to increase fiscal year budget receipts
by $70 million in 1987, $200 million in 1988, $200 million in 1989,
$165 million in 1990, and $90 million in 1991.






IV. CAPITAL GAINS AND LOSSES

A. Individual Capital Gains and Losses (secs. 401 and 402 of the
bill and sec. 1202 of the Code)

Present Law

Individual and other noncorporate taxpayers may deduct from
gross income 60 percent of the amount of any net capital gain for
the taxable year, i.e., 60 percent of the excess of net long-term cap-
ital gain over net short-term capital loss. As a result, the highest
tax rate applicable to a noncorporate taxpayer’s net capital gain is
20 percent (the 50-percent maximum individual tax rate times the
40 percent of net capital gain included in adjusted gross income).

Capital losses of individuals are deductible in full against capital
gains. In addition, a maximum of $3,000 of capital losses are de-
ductible against ordinary income. However, only 50 percent of net
long-term capital losses in excess of net short-term capital gains
may be deducted from ordinary income.

Reasons for Change

The committee believes that as a result of the bill’s reduction of
individual tax rates on such forms of capital income as business
profits, interest, dividends, and short-term capital gains, the need
to provide a reduced rate for net capital gain is eliminated. This
will result in a tremendous amount of simplification for many tax-
payers since their tax will no longer depend upon the characteriza-
tion of income as ordinary or capital gain. In addition, this will
eliminate any requirement that capital assets be held by the tax-
payer for any extended period of time (currently 6 months) in order
to obtain favorable treatment. This will result in greater willing-
ness to invest in assets that are freely traded (e.g., stocks).

The committee believes that the top rate on individual capital
gains should not exceed the rates set forth in the bill, and there-
fore the bill provides that the maximum tax rate on capital gains
will not exceed the top individual rate that the bill presently pro-
vides even if the top individual rate is increased during subsequent
consideration of the bill.

Explanation of Provision

The bill repeals the net capital gain deduction for individuals.?
The bill also provides that the tax imposed by section 1 on an
individual, estate, or trust cannot exceed the sum of (1) a tax com-
puted at the rates under section 1 on the greater of (a) the taxpay-
er’s taxable income reduced by the amount of net capital gain or

1 The minimum tax is conformed by deleting the capital gain preference.
(169)
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(b) the amount of the taxpayer’s taxable income which is taxed at a
rate below 27 percent; (2) a tax of 27 percent on the amount of the
taxpayer’s taxable income in excess of the amount determined
under (1) above; and (3) any additional tax resulting from the grad-
ual phaseout of the benefits of the 15-percent bracket. If for any
taxable year, the highest individual rates (under the tax rate
schedules set forth in sec. 1(a)) do not exceed 27 percent, then this
limitation will have no application.

The result of these provisions is that capital gains (including all
capital gains recognized during calendar year 1987) will not be
taxed at rates exceeding the top individual rates that become effec-
tive on July 1, under the committee bill.

A conforming amendment is made to allow losses from the sale
or exchange of capital assets to the extent of gains from the sale or
exchange of capital assets plus $3,000.

The bill does not change the character of gain as capital or ordi-
nary.

Effective Date

31Til£i)§ é)rovision applies to taxable years beginning after December

Revenue Effect

The revenue effect of this provision is included with the revenue
effect for individual rate changes.



B. Incentive Stock Options (sec. 411 of the bill and sec. 422A of
the Code)

Present Law

An employee is not taxed on the grant or exercise of an incentive
stock options and the employee is generally taxed at capital gains
rates when the stock received on the exercise of the option is sold.
No deduction is taken by the employer when the option is granted
or exercised.

In order to qualify as an incentive stock option, among other re-
quirements, the options must be exercisable in the order granted
and the employer may not grant the employee such options to ac-
quire stock with a value of more than $100,000 (increased by cer-
tain carryover amounts) in any one year.

Reasons for Change

The committee wishes to eliminate certain restrictions on incen-
tive stock options so that it will be easier for employers, particular-
ly small and relatively new companies, to use the options as a
means of attracting and motivating talented employees.

The rule requiring options to be exercisable only in the order
granted can make incentive stock options unavailable to companies
which have experienced a decline in stock prices.

The committee believes that limiting the amount of incentive
stock options an employer may grant to an employee in a year un-
necessarily restricts the ability of smaller companies to offer a com-
prehensive compensation package which it may need to offer tal-
ented employees if it is to compete with larger, more established
corporations for such employees.

Explanation of Provision

The bill repeals the requirement that incentive stock options
must be exercisable in the order granted.

The bill also changes the $100,000 limit to provide that the ag-
gregate fair market (determined at the time the option is granted)
of the stock with respect to which incentive stock options are exer-
cisable for the first time under the terms of the plan by any em-
ployee during any calendar year may not exceed $100,000.

Effective Date
The provision applies to options granted after December 31, 1986.
Revenue Effect

The provision is estimated to reduce fiscal year budget receipts
by less than $5 million annually.
(171)



C. Tax Straddles (secs. 421 and 422 of the bill and secs. 1092 and
1256 of the Code)

Present Law

Loss deferral rule

In general, if a taxpayer realizes a loss on the disposition of one
or more positions in a straddle, the amount of the loss that can be
deducted is limited to the excess of the loss over the unrecognized
gain (if any) in offsetting positions (sec. 1092). An exception to the
loss deferral rule applies to a straddle consisting of stock that is
offset by a qualified covered call. For purposes of this exception, a
call option is not treated as qualified if gain from the disposition of
the underlying stock is included in gross income in a taxable year
subsequent to the year in which the option is closed, and the stock
is not held for more than 30 days following the date on which the
option is closed. This rule is intended to prevent taxpayers from
using covered call options to defer tax on income from unrelated
transactions (by realizing a loss on the option in one year, and de-
ferring realizing any gain on the related stock until the next year).

Treatment of gains and losses on section 1256 contracts

A section 1256 contract (e.g., a regulated futures contract or a
nonequity listed option) held by a taxpayer at year-end is treated
as if it were sold for its fair market value on the last business day
of the year. Any gain or loss on a section 1256 contract is treated
as if 40 percent were short-term capital gain or loss, and as if 60
percent were long-term gain or loss. This allocation of capital gain
results in a maximum rate of tax of 32 percent for investors other
than corporations.

Reasons for Change

Under present law, the exception to the loss deferral rule for
qualified covered call options applies even where the straddle is
used to defer tax on income from unrelated transactions. Such de-
ferral may occur where gain from closing the option is included in
gross income in a taxable year subsequent to the year in which the
stock is disposed of at a loss. The bill amends the definition of a
qualified covered call to exclude a covered call option in these cir-
cumstances.

The committee bill lowers the maximum rate of tax on capital
gain (long- or short-term) to 27 percent for investors other than cor-
porations. This rate reduction obviates the need for a special cap-
ital gain tax rate for section 1256 contracts.

Qa72)
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Explanation of Provisions

Qualified covered call options

Under the bill, the qualified covered call exception to the loss de-
ferral rule is denied to a taxpayer who fails to hold a covered call
option for 30 days after the related stock is disposed of at a loss,
where gain on the option is included in the subsequent year.

Section 1256 gain or loss

The bill amends section 1256 to require gain or loss on section
1256 contracts to be treated as short-term capital gain or loss. Con-
forming changes are made to the provision that permits taxpayers
to carry back losses from section 1256 contracts.

Effective Dates

The amendments to the definition of a qualified covered call and
to section 1256 apply to positions established after December 31,
1986.

Revenue Effect

The revenue effects of these provisions are included with the rev-
enue effects for individual and corporate rate changes.






TITLE V. COMPLIANCE AND TAX ADMINISTRATION
A. Penalties

1. Penalties for Failure to File Information Returns or State-
ments (Sec. 501 of the bill and secs. 6652, 6676, and 6678, and
new secs. 6721, 6722, 6723, and 6724 of the Code)

Present Law

The Code requires that information returns be filed with the
IRS, and a copy be given to the taxpayer, detailing all wages, most
other types of income, and some deductions. These requirements
apply to a variety of specific payments, and are described in a
number of Code provisions.

The Code also provides civil penalties for failure either to file an
information return with the IRS (sec. 6652) or to provide a copy to
the taxpayer (sec. 6678). The general penalty for failure to supply
an information return to the IRS is separate from the penalty for
failure to give a copy to the taxpayer. Generally, these penalties
are $50 for each failure; the maximum penalty under each provi-
sion is $50,000 per year.

The Code also provides a penalty of either $5 or $50 (depending
on the nature of the failure) for failure to furnish a correct taxpay-
er identification number (for individuals, the social security
number) (sec. 6676). The Code does not provide a penalty for includ-
ing other incorrect information on an information return.

Reasons for Change

The committee believes that simplifying these penalties, consoli-
dating them, and making them more comprehensible will have a
beneficial impact on tax compliance. Taxpayers will be able to un-
derstand more easily the consequences of noncompliance, and the
administration of these penalties by the IRS should be facilitated
by this simplification and consolidation.

The committee also believes that persons required to file these
information returns (and provide the copies for taxpayers) who in-
clude incorrect information on them should be subject to a penalty.

The committee is concerned that the current maximum of
$50,000 for each of these penalties may diminish the efficacy of
these penalties in instances where there has been a massive failure
to file these information returns. The committee is also concerned,
however, that total elimination of these maximum amounts could
subject taxpayers to enormous potential liability that would be dis-
proportionate both to the taxpayer’s culpability and to the penal-
ties for many other Federal offenses. Consequently, the committee
has preserved a maximum amount for each of these penalties, but
has also raised the dollar amounts of those maximums.

Q175)
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Explanation of Provision

The bill consolidates the penalty for failure to file an informa-
tion return with the IRS with the penalty for failure to supply a
copy of that information return to the taxpayer in the same sub-
chapter of the Code. The general level of each of, these penalties
remains at $50 for each failure. The maximum penalty is raised
from $50,000 to $100,000 for each category of failure.! Thus, a max-
imum penalty of $100,000 applies to failure to file information re-
turns with the IRS, and another maximum penalty of $100,000 ap-
plies to failure to supply copies of information returns to taxpay-
ers.

As under present law, the bill imposes these penalties without
limits where the failure to file information returns with the IRS is
due to intentional disregard of the filing requirement. The bill also
provides, as does present law, generally higher penalties for each
failure to file where the failure to file is due to intentional disre-
gard. The bill modifies the levels of these higher penalties for cer-
tain specified failures. Thus, the penalty for failure to report cash
transactions that exceed $10,000 2 is increased to 10 percent of the
amount that should have been reported. Also, the penalty for fail-
ure to report exchanges of certain partnership interests * or failure
to report certain dispositions of donated property ¢ is 5 percent of
the amount that should have been reported.

These provisions have generally been redrafted to improve their
comprehensibility and administrability. In light of this redrafting,
the bill repeals the existing penalty for failure to furnish an infor-
mation return to the IRS (sec. 6652(a)) and the existing penalty for
failure to supply a copy of the information return to the taxpayer
(sec. 6678).

The bill also adds to the Code a new penalty for failure to in-
clude correct information either on an information return filed
with the IRS or on the copy of that information return supplied to
the taxpayer. This new penalty applies to both an omission of in-
formation or an inclusion of incorrect information. The amount of
the penalty is $5 for each information return or copy for the tax-
payer, up to a maximum of $20,000 in any calendar year. This max-
imum does not apply in cases of intentional disregard of the re-
quirement to file accurate information returns.

This new penalty does not apply to an information return if a
penalty for failure to supply a correct taxpayer identification
number has been imposed with respect to that information return.
Thus, if the person filing an information return is subject to a pen-
alty under section 6676 for including an incorrect social security
number on the information return, this new penalty is not imposed
with respect to that information return.

_ This new penalty is intended to provide to persons filing informa-
tion returns an incentive both to file accurate and complete infor-
mation returns initially and to correct as rapidly as possible any

! The bill also raises from $50,000 to $100,000 the maximum penalty for failure to supply tax-
payer identification numbers (sec. 6676). )

2 Code sec. 60501.

3 See Code sec. 6050K.

4 See Code sec. 6050L.
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incorrect information returns that may have been filed. If a person
files what purports to be an information return, but which contains
s0 many inaccuracies or omissions that the utility of the document
is minimized or eliminated, the IRS may under circumstances such
as these (as it does under present law) impose the penalty for fail-
ure to file an information return, rather than this new penalty for
filing an information return that includes inaccurate or incomplete
information. If the IRS imposes a penalty for failure to file an in-
formation return, it may not in addition impose a penalty for filing
an incorrect information return with respect to the same informa-
tion.

As under present law, there is an exception from all of these
penalties if the failure to file an information return with the IRS
or to provide a copy to the taxpayer or to include correct informa-
tion on either of those returns is due to reasonable cause and not
to willful neglect. Thus, under this standard, if a person required to
file fails to do so because of negligence or without reasonable cause,
that person would be subject to these penalties. The bill retains the
higher standards and special rules of present law that apply to fail-
ures with respect to interest or dividend returns or statements.

The bill also clarifies the provisions relating to furnishing a writ-
ten statement to the taxpayer of a number of the substantive infor-
mation reporting provisions of the Code. Under present law, a
number of these provisions arguably may be technically effective
only if the person required to supply the copy to the taxpayer has
actually provided the information return to the IRS. These provi-
sions have been redrafted so that the requirement to supply a copy
of the information return to the taxpayer is triggered when there
is an obligation to file (instead of the actual filing of) an informa-
tion return with the IRS.

Effective Date

The provision is effective for information returns the due date of
which (determined without regard to extensions) is after December
31, 1986.

2. Increase in Penalty for Failure to Pay Tax (Sec. 502 of the bill
and sec. 6651 of the Code)

Present Law

The Code provides that a taxpayer who fails to pay taxes when
due must pay a penalty (sec. 6651(a)(2) and (3)). The penalty applies
to.a taxpayer who fails to pay taxes shown on the tax return. It
also applies to a taxpayer who fails to pay taxes not shown on the
tax return within 10 days of notice and demand for payment by the
IRS. The penalty is one-half of one percent of the tax for the first
month not paid, and increases by one-half of one percent for each
month the failure to pay continues, up to a maximum of 25 per-
cent.

This penalty can be abated if the failure is due to reasonable
cause and not willful neglect. This penalty is not deductible for tax

purposes.

60-511 O—86——17
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Reasons for Change

The committee agrees with the President’s proposal that it is ap-
propriate that taxpayers who delay payment of properly owed
taxes should pay penalties approximately equal to the overall cost
of collecting these delinquent taxes. Thus, the cost of collecting
these delinquent taxes would in effect be borne by those who have
delayed making payment, rather than by all taxpayers.

The committee has maintained the general structure of the
present law penalty for failure to pay taxes, but has increased the
amount of the penalty once the IRS generally initiates more expep-
sive collection methods. The committee also requires a report from
the Treasury describing its proposed cost of collection charge
system, under which a taxpayer would be required to pay for the
specific costs of the specific IRS actions required to collect the de-
linquent taxes from that taxpayer.

Explanation of Provisions

Modification of penalty

The bill modifies the penalty for failure to pay taxes that exists
in present law by increasing in specified situations the amount of
that penalty from one-half of one percent per month to one percent
per month.® This increase occurs after the IRS notifies the taxpay-
er that the IRS will levy upon the assets of the taxpayer. The IRS
can do this in either of two ways. The most common method is that
the IRS sends to the taxpayer a notice of intention to levy; this
notice must be sent out at least 10 days before the levy occurs (sec.
6331(d)). In these circumstances, the increase in the penalty occurs
at the start of the month following the month in which the 10-day
period expires. The second method may be used when the IRS finds
that the collection of the tax is in jeopardy. If this occurs, the IRS
may make notice and demand for immediate payment of the tax,
and, if the tax is not paid, the IRS may levy upon the assets of the
taxpayer without regard to the 10-day requirement (sec. 6331(a)).
Under this second method, the IRS makes notice and demand for
immediate payment either in person or by mail. In these circum-
stances, the increase in the penalty occurs at the start of the
month following the month in which notice and demand is made.

This increase in the rate of this penalty generally will occur
after the IRS has made repeated efforts to contact the taxpayer by
mail. During the period that these initial mailings are made, the
penalty for failure to pay taxes will remain at one-half of one per-
cent. When the cycle of mailings is completed and the tax has not
yet been paid, the IRS must switch to methods of collecting the tax
that generally are much more expensive, such as telephoning or
visiting the taxpayer. This is the point at which generally the pen-
alty increases to one percent per month.

5 Once the penalty rate in effect is one percent for any month with respect to a particular
taxable year and type of tax, the one-percent rate is applicable to any penalty for failure to pay
taxes for that taxpayer for all such months.

¢ Generally, the IRS sends taxpayers a series of four or five letters demanding payment before
a levy is made. These letters will go out over a period of approximately six months. The IRS
will, however, truncate the number of letters and the time between them for reasons such as
concern that delay will jeopardize collection.
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The bill also improves the coordination of the penalty for failure
to pay taxes with the penalty for failure to file a tax return. Under
present law, a taxpayer who does not file his tax return on time
may be liable for a smaller total penalty (consisting of both the
failure to file penalty and the failure to pay penalty) if the taxpay-
er never files a return than if the taxpayer files the return late.
This occurs because the special rules of section 6651(c)1)B) in
effect reduce the failure to pay penalty by the failure to file penal-
ty. The committee views this result as anomalous and, accordingly,
repeals this special offset rule.

Treasury report on cost of collection change

The bill requires the Treasury Department to report to the
Senate Committee on Finance and the House Committee on Ways
and Means by March 1, 1987, with specific recommendations as to
how the cost of collection charge described in the President’s pro-
posal would be implemented.

Effective Date

The increase in the penalty for failure to pay taxes (as well as
the repeal of the special coordination rule of section 6651(c)1)(B)) is
effective for amounts assessed after December 31, 1986, regardless
of when the failure to pay began.

3. Negligence and Fraud Penalties (Sec. 503 of the bill and sec.
6653 of the Code)

Present Law

Negligence

Taxpayers are subject to a penalty if any part of an underpay-
ment of tax is due to negligence or intentional disregard of rules or
regulations (but without intent to defraud) (Code sec. 6653(a)).
There are two components to this penalty. The first component is 5
percent of the total underpayment, where any portion of the under-
payment is attributable to negligence or intentional disregard of
rules or regulations. Thus, if a taxpayer has underpaid $1,000 in
taxes and the portion due to negligence is $200, the amount of the
penalty is $50 (5 percent of $1,000). The second component is an
amount equal to one-half the interest rate that taxpayers must pay
on underpayments of tax multiplied against the portion of the un-
.derpayment attributable to negligence or intentional disregard, for
the period.beginning on the last day prescribed for payment of the
underpayment. (without regard to any extension) and ending on the
date of the assessment of the tax (or the date of payment of the
tax, if that date is earlier). )

Generally, once the IRS has determined that negligence existed,
the burden is on the taxpayer to establish that the IRS’ determina-
tion of negligence is erroneous. The taxpayer must meet a higher
standard in the case of interest or dividend payments (sec. 6653(g)).
This section provides that if the taxpayer fails to include in income
an interest or dividend payment shown on an information return,
the portion of the underpayment attributable to this failure is
treated as due to negligence in the absence of clear and convincing
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evidence to the contrary. The effect of this provision is that the IRS
may automatically assert the negligence penalty in these circum-
stances, and the taxpayer must present clear and convincing evi-
dence that no negligence was involved in order to avoid the penal-

ty. . )
The negligence penalty applies only to underpayments of income
taxes, gift taxes, and the windfall profits tax.

Fraud

Taxpayers are also subject to a penalty if any part of an under-
payment of tax is due to fraud (sec. 6653(b)). This penalty is in lieu
of the negligence penalty. There are two components to the fraud
penalty. The first component is 50 percent of the total underpay-
ment, where any portion of the underpayment is attributable to
fraud. Thus, if a taxpayer has underpaid $1,000 in taxes and the
portion due to fraud is $500, this component of the penalty is $500
(50 percent of $1,000). The second component is an amount equal to
one-half the interest rate that taxpayers must pay on underpay-
ments of tax, multiplied against the portion of the underpayment
attributable to fraud, for the period beginning on the last day pre-
scribed for payment of the underpayment (without regard to any
extension) and ending on the date of the assessment of the tax (or
the date of payment of the tax, if that date is earlier). The burden
of proof is on the IRS to establish that fraud existed (sec. 7454(a)).

Reasons for Change

The committee is concerned that the negligence and fraud penal-
ties have not been applied in a large number of cases where their
application is fully justified. The committee has consequently modi-
fied several aspects of these penalties in order to improve their op-
eration. In addition, however, the committee emphasizes that the
IRS and the courts share significant responsibility to ensure that
these penalties are fully asserted in appropriate instances.

In particular, the committee believes that the negligence penalty
should apply to all taxes under the Code. The committee also be-
lieves that while the current special negligence penalty applicable
to failure to include as income interest or dividends shown on an
information return is appropriate, its scope is too narrow. The com-
mittee believes that, if a taxpayer is provided an information
return with respect to an item that should appear on the taxpay-
er’s tax return, but the taxpayer neglects to report that item, that
taxpayer should be subject to a penalty. Consequently, the commit-
tee has expanded the scope of this special negligence penalty so
that it applies (absent clear and convincing evidence to the con-
trary) to any item reported on an information return.

The committee is also concerned that the current applicability of
the negligence and fraud penalties to the entire underpayment of
tax (once the IRS has established either negligence or fraud with
respect to any portion of the underpayment) may decrease the effi-
cacy of these penalties. The committee is concerned that imposing
the same penalty on two taxpayers who have identical underpay-
ments, one attributable wholly to negligence or fraud and the other
attributable only in part to negligence or fraud, may be an insuffi-
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cient deterrent to negligent or fraudulent behavior. Consequently,
the committee has narrowed the scope of the negligence penalty so
that it applies only to the portion of the underpayment attributa-
ble to negligence. The committee has similarly narrowed the scope
of the fraud penalty. The committee has concomitantly increased
the level of both of these penalties. The committee believes that
these modifications more appropriately target the negligence penal-
ty to negligent behavior and the fraud penalty to fraudulent behav-
ior.

Explanation of Provisions

Negligence

The bill expands the scope of the negligence penalty by making
it applicable to all taxes under the Code. The bill also modifies the
negligence penalty by increasing the. rate of the penalty but at the
same time narrowing its scope. First, the bill increases the rate of
the negligence penalty from 5 to 10 percent. (The time-sensitive
component of the negligence penalty is not altered.) Second, the
scope of the negligence jpenalty is reduced so that in effect it ap-
plies only to the amount of the underpayment attributable to negli-
gence (this is the same amount to which the present-law time-sensi-
tive component of the negligence penalty applies). The negligence
penalty. is determined at the top marginal rate applicable to the
taxpayer.

The bill also generally redrafts the negligence penalty to make it

clearer and mere comprehensible. One element of that redrafting
involves the provision of a -definition -of negligence. The bill in-
cludes within the scope of the definition of negligence both any
failure to-make a reasonable attempt to comply with the provisions
of the Code as well as any careless, reckless, or intentional disre-
gard of rules or regulations. The bill does not, however, limit the
definition of negligence to these items only. Thus, all behavior that
is considered negligent under present law will remain within the
scope of this negligence penalty. Also, any behavior that is consid-
ered ‘negligent by the courts but that is not specifically included
within this definition-is also subject to this penalty.
. The bill alse expands the scope of the special negligence penalty
that is currently applieable to.failures to include in income interest
and dividends shown on an -information return. The bill expands
this provision so that it is applicable to failures to show properly
on the taxpayer’s tax return any amount that is shown on any in-
formation return. This penalty applies to the same information re-
turns that are subject to the penalties for failure to provide infor-
mation returns, described above (new sec. 6724(d)2)). Thus, if a tax-
payer fails to show properly on the taxpayer’s tax return any
amount that is shown on an information return, the taxpayer’s
failure is treated as negligence in the absence of clear and convinc-
ing evidence to the contrary.

Fraud

The bill modifies the fraud penalty by increasing the rate of the
penalty but at the same time narrowing its scope. First, the bill in-
creases the rate of the basic fraud penalty from 50 to 75 percent.
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(The time-sensitive component of the fraud penalty is not altered.)
Second, the scope of the fraud penalty is reduced so that in effect it
applies only to the amount of the underpayment attributable to
fraud (this is the same amount to which the present-law time-sensi-
tive component of the fraud penalty applies). The bill does this by
providing that, once the IRS has established that any portion of an
underpayment is attributable to fraud, the entire undespayment is
treated as attributable to fraud, except to the extent that the tax-
payer establishes that any portion of the underpayment is not at-
tributable to fraud. This is done so that, once the IRS has initially
established that fraud occurred, the burden of proof shifts to the
taxpayer to establish the portion of the underpayment that is not
attributable to fraud. The committee believes that this rule is a
propriate in that these facts are generally within the taxpayer’s
control. It is nonetheless the intention of the committee that the
fraud penalty apply only to the portion of the underpayment at-
tributable to fraud. The fraud penalty is determined at the top
marginal rate applicable to the taxpayer.?

These modifications to the fraud penalty do not affect the statute
of limitations for false or fraudulent returns (sec. 6501(c)). Thus, if
a taxpayer files a return that is in some respects fraudulent, the
statute of limitations with respect to the entire return never ex-
pires.

Effective Date

The amendments to the negligence and fraud penalties are appli-
cable to returns the due date of which (determined without regard
to extensions) is after December 31, 1986.

4. Penalty for Substantial Understatement of Tax Liability (Sec.
504 of the bill and sec. 6661 of the Code)

Present Law

If a taxpayer substantially understates income tax for any tax-
able year, the taxpayer must pay an addition to tax equal to 10
percent of the underpayment of tax attributable to the understate-
ment (sec. 6661). An understatement is substantial if it exceeds the
greater of 10 percent of the tax required to be shown on the tax
return or $5,000 ($10,000 in the case of most corporations). An un-
derstatement is generally the excess of the amount of tax required
to be shown on a tax return over the amount of tax actually shown
on the tax return. The penalty generally does not apply to amounts
with respect to which (1) there was substantial authority for the
taxpayer’s treatment of the amount, or (2) the taxpayer discloses
the relevant facts with respect to that amount on the tax return.

Reasons for Change

_ This penalty was originally enacted to deter taxpayers from par-
ticipating in the “audit lottery,” where taxpayers take questionable
positions on their tax returns in the hope that they will not be au-

7 The IRS may issue regulations implementing this rule, including situations where both the
fraud and negligence penalty apply. .
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dited. These taxpayers may be able to escape the negligence and
fraud penalties, because they generally have relied upon the advise
of a tax advisor. Reasonable and justifiable reliance on a tax advi-
sor generally prevents the imposition of either the negligence or
fraud penalty. The committee believes that the current level of the
substantial understatement penalty provides an insufficient deter-
rent to this type of behavior; consequently, the committee has in-
creased the level of this penalty.

Explanation of Provision

The bill increases the addition to tax for a substantial under-
statement of tax liability from 10 to 20 percent of the amount of
the underpayment of tax attributable to the understatement.

Effective Date

The increase in this addition to tax is applicable to returns the
due date of which (determined without regard to extensions) is
after December 31, 1986.

5. Revenue Effect of Penalty Provisions

These penalty provisions are estimated to increase fiscal year
budget receipts by $516 million for 1987, $436 million for 1988, $484
million for 1989, $487 million for 1990, and $491 million for 1991.



B. Interest Provisions

1. Differential Interest Rate (Sec. 511 of the bill and sec. 6621 of
the Code)

Present Law

Taxpayers must pay interest to the Treasury on underpayments
of tax (Code sec. 6601). Interest generally accrues from the due date
of the tax return (determined without regard to extensions). The
Treasury must pay interest to taxpayers on overpayments of tax
(sec. 6611). Both the rate taxpayers pay to the Treasury and the
rate the Treasury pays to taxpayers are the same rate (sec. 6621).
That rate is determined semi-annually for the 6-month periods
ending on September 30 and March 31. The adjusted rate takes
effect on the following January 1 (for September 30 determina-
tions) and July 1 (for March 31 determinations). The rate utilized is
the prime rate quoted by large commercial banks as determined by
the Board of Governors of the Federal Reserve System.

Reasons for Change

The committee is concerned that these interest provisions are
not modeled sufficiently closely on other interest rates in the econ-
omy; this may have distortive effects. First, the committee is con-
cerned that both the interest rate taxpayers pay the Treasury and
the rate the Treasury pays to taxpayers are the same rate. Few fi-
nancial institutions, commercial operations, or other entities,
borrow and lend money at the same rate. Thus, either the rate tax-
payers pay the Treasury or the rate the Treasury pays taxpayers is
necessarily out of line with general interest rates in the economy.
This distortion may cause taxpayers either to delay paying taxes as
long as possible to take advantage of an excessively low rate or to
overpay to take advantage of an excessively high rate. Consequent-
ly, the committee has approved a one-percent differential between
these two interest rates.

Second, the committee is concerned that the prime rate, which is
the basis for interest determinations under present law, is not as
reflective of actual market rates involving transactions with the
Government as other rates are. Consequently, the committee has
based the interest rate on the Federal short-term rate.

Explanation of Provision

The bill provides that the interest rate that Treasury pays to tax-
payers on overpayments is the Federal short-term rate plus 2 per-
centage points. The bill also provides that the interest rate that
taxpayers pay to the Treasury on underpayments is the Federal
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short-term rate plus 3 percentage points. The rates are rounded to
the nearest full percentage.

The interest rates are to be adjusted quarterly. The rates are de-
termined during the first month of a calendar quarter, and become
effective for the following calendar quarter. Thus, for example, the
rates that are determined during January are effective for the fol-
lowing April through June. This reduces by one month (from three
months to two) the lag that exists in present law between the de-
termination of the interest rate and the date it becomes effective.

The interest rates are determined by the Secretary based on the
average market yield on outstanding marketable obligations of the
United States with remaining periods to maturity of three years or
less. This is the mechanism for determining short-term Federal
rates, which are used to test the adequacy of interest in certain
debt instruments issued for property and certain other obligations
(see sec. 1274(d)).

Taxpayers subject to differential interest rates may have an un-
derpayment for a type of tax in one taxable year and an overpay-
ment for the same type of tax in another taxable year. The IRS re-
quires substantial lead time to develop the data processing capabil-
ity to net such underpayments and overpayments in applying dif-
ferential interest rates. The bill, therefore, provides that the Secre-
tary of the Treasury may prescribe regulations providing for net-
ting of tax underpayments and overpayments through the period
ending three years after the date of enactment of the bill. By that
date, the committee expects that the IRS will have implemented
computerized netting procedures.

Effective Date

This provision is effective for purposes of determining interest
for periods after December 31, 1986.

Revenue Effect

This provision is estimated to increase fiscal year budget receipts
by $297 million for 1987, $504 million for 1988, $368 million for
1989, $425 million for 1990, and $554 million for 1991.

2. Interest on Accumulated Earnings Tax (Sec. 512 of the bill and
sec. 6601 of the Code)

Present Law

The accumulated earnings tax (sec. 531) is imposed to prevent
corporations from accumulating (rather than distributing) income
with the intent of reducing or avoiding taxes. Interest is charged
only from the date the IRS demands payment of the tax, rather
than the date the return was originally due to be filed.®

Reasons for Change

The committee believes that it is appropriate to impose interest
on underpayments of the accumulated earnings tax in the same

8 See Rev. Rul. 72-324, 1972-1 C.B. 399.
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manner that interest is imposed for most other taxes in the Code.
Consequently, interest is imposed under the bill from the date the
return was originally due to be filed.

Explanation of Provision

The bill provides that interest is imposed on underpayments of
the accumulated earnings tax from the due date (without regard to
extensions) of the income tax return for the year the tax is initially
imposed.

Effective Date

This provision is effective for returns that are due (without
regard to extensions) after December 31, 1986.

Revenue Effect

This provision is estimated to increase fiscal year budget receipts
by a negligible amount.



C. Information Reporting Provisions

1. Information Reporting on Real Estate Transactions (Sec. 521 of
the bill and sec. 6045 of the Code)

Present Law

Brokers must, when required by Treasury regulations, file infor-
mation returns on the business they transact for customers (sec.
6045). To date, the IRS has issued regulations requiring reporting
only-of gross: proceeds of sales of securities, commodities, regulated
futures. contracts, and precious metals. Reporting on real estate
transactions is not currently required under these regulations. The
term “broker” is broadly defined as any person who, in the ordi-
nary course of a trade or business, stands ready to effect sales to be
made by others (Treas. Reg. sec. 1.6045-1).

Reasons for Change

The committee is concerned that a sizeable number of real estate
transactions that should be reported on tax returns are not being
reported. Consequently, the committee has determined that it is
appropriate to expand the current system of information reporting
to include reporting on real estate transactions. The committee has
imposed the primary responsibility for reporting on real estate bro-
kers, because doing so enables the information reporting system to
operate most efficiently.

Explanation of Provision

The bill requires that real estate transactions be reported. The
seller’s real estate broker (including a representative or agent) is
the first person responsible to do the information reporting. If
there is no seller’s real estate broker, then the reporting is to be
done by the buyer’s real estate broker (including a representative
or agent). If there is no buyer’s real estate broker, then the report-
ing is to be done by the mortgage lender. If there is more than one
mortgage lender, the reporting is to be done by the primary mort-
gage lender. If there is no mortgage lender, the reporting is to be
done by the title company. If there is no title company, the report-
ing is to be done by the settlement attorney or other person respon-
sible for closing the transaction. If there is no settlement attorney,

rthe reporting is to be.done in accordance with regulations to be
prescribed by the:Treasury.

The committee .anticipates that this reporting will be done on a
Form 1099, similar to that required for other transactions effected
by brokers. The committee also anticipates.that the rules requiring
that information returns from brokers be filed on magnetic media
(see sec. 6011(e)) will encompass these information returns on real
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estate. Because the provision is drafted so that reporting on real
estate transactions is done under the general information reporting
requirements relating to brokers (sec. 6045(a) and (b)), all penalties
and related provisions that apply to the general broker reporting
requirements also apply to reporting on real estate transactions.

The bill provides that real estate transactions will be subject to
backup withholding (sec. 3406) only to the extent required by
Treasury regulations. The committee expects Treasury to provide
taxpayers with guidance as to how backup withholding is to be im-
plemented with respect to real estate transactions.

Effective Date

The provision is effective for real estate transactions with respect
to which closing on the contract occurs on or after January 1, 1987.
Real estate transactions on or after that date must be reported
without regard as to whether the Treasury has issued regulations
under section 6045(a) requiring that a return be filed. Thus, this
provision (unlike the general broker reporting requirements of sec-
tion 6045) is effective in the absence of implementing regulations.
The committee expects that the IRS will provide taxpayers with
timely guidance as to how to comply with the requirements of this
provision.

2. Information Reporting on Persons Receiving Contracts From
Certain Federal Agencies (Sec. 522 of the bill and new sec.
6050M of the Code)

Present Law

There is no provision of present law that requires information re-
porting on persons receiving Federal contracts.

Reasons for Change

The committee is concerned that the dollar amount of taxes
owed to the Federal Government that the IRS has attempted re-
peatedly to collect but cannot collect has grown in recent years to
over $9.1 billion. The committee is also concerned that those who
reap the benefits of Federal contracts also fulfill their Federal obli-
gation of paying their taxes. Therefore, the committee has deter-
mined that it is appropriate to require information reporting from
a Federal agency that enters into a contract. These information re-
turns will notify the IRS of a source from which delinquent taxes
may be collected, which will facilitate the collection of these delin-
quent taxes.

Explanation of Provision

. The bill requires the head of Federal executive agencies to file an
information return indicating the name, address, and taxpayer
identification number (TIN) of each person with which the agency
enters into a contract. The Secretary of the Treasury has the au-
thority to require that the returns be in such form and be made at
such time as is necessary to make the return useful as a source of
information for collection purposes. Thus, it would be appropriate
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to require that these information returns be filed within a certain
time period (such as 30 days) of signing the contract, rather than at
the end of the calendar year. The Secretary is given the authority
.both to establish minimum amounts for which no reporting is nec-
essary as well as to extend the reporting requirements to Federal
license grantors and subcontractors of Federal contracts.

In some instances, several corporations, each with its own TIN,
file one consolidated return. The Secretary has the authority to re-
quire that the information returns include the corporation’s own
TIN, as well as the TIN under which it files the consolidated
return, so that the matching of Federal contracts with delinquent
tax liability can be facilitated.

The new provision does not enlarge the collection procedures
now available to the Service. Rather, these new returns will pro-
vide the IRS with a possible source of collection in the event taxes
are unpaid.

Effective Date

This provision is effective on January 1, 1987. Thus, all contracts
signed on or after that date are subject to information reporting. In
addition, all contracts signed prior to that date are subject to infor-
mation reporting if they are still in effect on that date.

3. Information Reporting on Royalties (Sec. 523 of the bill and
new sec. 6050N of the Code)

Present Law

A number of provisions of the Code require that payors of speci-
fied payments report those payments to the IRS and provide a copy
of the information report to the taxpayer receiving the payment.
Section 6041 is the broadest of these provisions; this section re-
quires information reporting on ‘“rent, salaries, wages, premiums,
annuities, compensations, remunerations, emoluments, or other
fixed or determinable gains, profits, and income.” The Treasury
regulations for this section specifically require information report-
ing on royalties.

Information reporting under section 6041 applies to payments to-
talling $600 or more during the taxable year. Other information re-
porting provisions, such as those for interest (section 6049), divi-
dends (section 6042), patronage dividends (section 6044), and unem-
ployment compensation (section 6050B), apply to payments total-
ling $10 or more during the taxable year.

Reasons for Change

The committee is concerned that the voluntary reporting level
for royalties is appreciably lower than it is for many other types of
income. One reason for this is that some payors currently required
to report on royalties are not doing so. This may occur because of
the lack of specificity in the present-law requirements. Another
reason that voluntary reporting on royalties may be inadequate is
that the dollar level at which payments are reported under present
law is higher than it is for many other types of payments, such as
interest or dividends. Consequently, the committee has both made
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the information reporting requirements with respect to r.oyglties
more specific and lowered the threshold level at which this infor-
mation reporting begins to conform it to interest and dividend re-
porting.

Explanation of Provision

The bill includes a new provision of the Code that requires that
persons who make payments of royalties aggregating $10 or more
to any other person in a calendar year must provide an informa-
tion report on the royalty payments to the IRS. A copy of this in-
formation report must be supplied to the taxpayer. If the payor re-
ports to a nominee, the nominee must report the information to
the taxpayer and to the IRS, as required in Treasury regulations.
Examples of royalty payments required to be reported under this
provision include royalty payments with respect to the right to ex-
ploit natural resources, such as oil, gas, coal, timber, sand, gravel,
and other mineral interests, as well as royalty payments for the
right to exploit intangible property, such as copyrights, trade
names, trademarks, books and other literary compositions, musical
compositions, artistic works, secret processes or formulas, and pat-
ents.

The generally applicable rules for information returns for pay-
ments of interest and dividends apply to this provision. Thus, the
information report to the taxpayer must be provided by the end of
January and the report to the IRS must be provided by the end of
February. Payors filing large numbers of these reports with the
IRS are subject to the magnetic media filing requirements of sec-
tion 6011(e). If the payee does not furnish the payor with the
payee’s taxpayer identification number (for individuals, the social
security number), the royalty payments generally are subject to
backup withholding.

Effective Date

This provision is effective for royalty payments made after De-
cember 31, 1986.

4. Modification of Separate Mailing Requirement for Certain In-
formation Reports (Secs. 501(¢) (2), (3) and (5) and 523 of the
l()}il!1 a)nd secs. 6042, 6044, and 6049 and new sec. 6050N of the

ode

Present Law

Payors of interest, dividends, and patronage dividends are re-
quired to report to the IRS the amounts of these payments that the
payors make (secs. 6042, 6044, and 6049). Payors are required to
provide a copy of this information report to the taxpayer who re-
ceived the payment. These information reports must be made on
the official IRS form (Form 1099). The Code requires that the copy
of the information report supplied to the taxpayer must be provid-
ed either in person or in a separate, first-class mailing. Generally,
nothing other than the information report is permitted to be en-
closed in the envelope.
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Reasons for Change

The committee is concerned that the separate mailing require-
ment for information returns may impose significant burdens on
payors. At the same time, however, the committee is concerned
that there be no significant degradation in voluntary compliance
with respect to the reporting of these payments on taxpayers’ tax
returns. Consequently, the committee has made specific modifica-
tions to the separate mailing requirement that will reduce the
burden on payors but at the same time will not substantially di-
minish voluntary reporting by taxpayers.

Explanation of Provision

The bill provides that payors of interest, dividends, patronage
dividends, and royalty payments must provide copies of informa-
tion returns to the taxpayer either in person (as is provided under
present law) or in a statement mailing by first-class mail. The only
enclosures that can be made with a statement mailing are: (1) a
check, (2) a letter explaining why no check is enclosed (such as, for
example, because a dividend has not been declared payable), or (3)
a statement of the taxpayer’s specific account with the payor (such
as a year end summary of the taxpayer’s transactions with the
payor).? The envelope must state on the outside “Important Tax
Return Document Enclosed.” In addition, each enclosure (i.e. the
check, the letter, or the account statement) must state “Important
Tax Return Document Enclosed.” A mailing is not a statement
mailing if it encloses any other material such as advertising, pro-
motional material, or a quarterly or annual report. The committee
did not permit additional material such as this to be enclosed be-
cause such enclosures may make it less likely that some taxpayers
will recognize the importance of the information report and utilize
the information report in completing their tax returns. The com-
mittee retains the requirement of present law that the information
return be made on an official form.

Effective Date

This provision is effective for information returns required to be
filed after December 31, 1986.

Revenue Effect of Information Reporting Provisions

These information reporting provisions are estimated to increase
fiscal year budget receipts by $68 million in 1987, $387 million in
1988, $493 million in 1989, $628 million in 1990, and $648 million in
1991.

9 Thesge are in addition to the other enclosures, such as other information reports or tax
forms, that the IRS currently permits to be enclosed.



D. Tax Shelters

1. Tax Shelter User Fee (Sec. 531 of the bill and sec. 6662 of the
Code)

Present Law

The cost of administering the tax law with respect to tax shelters
is paid as part of the overall IRS budget, which is funded from gen-
eral revenues. This cost is approximately $165 million annually,
and includes audits, examination, appeals, litigation, and criminal
investigation. No specific fee is imposed on tax shelters or tax shel-
ter-related audits or investigations to offset this cost.

Reasons for Change

The committee believes that it is appropriate that those who
claim tax benefits from tax shelters pay the cost to the Govern-
ment of administering the law with respect to tax shelters.

Explanation of Provision

The bill requires taxpayers who, with respect to each tax shelter,
claim on their tax returns cumulative net losses (plus three times
the value of cumulative tax credits) that exceed cumulative actual
cash invested in the tax shelter to pay a user fee of 1 percent of the
losses claimed and 3 percent of the credits claimed with respect to
that tax shelter. These percentages are set at a level that will raise
revenue approximately equal to the estimated IRS cost of adminis-
tering the law with respect to tax shelters.

“Tax shelter” is defined as:

(1) any enterprise required to register with a Federal or State se-
curities agency (other than a C corporation);

(2) any syndicate more than 35 percent of the losses of which are
allocable to limited partners or limited entrepreneurs; or

(3) any plan or entity the principal purpose of which is to avoid
or evade Federal income taxes.

(These definitions are currently used in section 461(i) of the Code.)

This user fee is non-deductible. In addition, the bill doubles the
user fee if the taxpayer does not pay the user fee with the tax
return.

Effective Date

9’21;‘(}51e provision is effective for returns filed after December 31,
1986.
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2. Tax Shelter Registration (Sec. 532 of the bill and sec. 6111 of
the Code)

Present Law

Tax shelter organizations are required to register with the IRS
tax shelters they organize, develop, or sell (sec. 6111). A tax shelter
is any investment for which the ratio of the deductions plus 200
percent of the credits to the cash actually invested is greater than
2 to 1. The investment also must (1) be subject to Federal or State
securities requirements, or (2) be privately placed with 5 or more
investors with an aggregate amount that may be offered for sale
exceeding $250,000.

Reasons for Change

Multiplying tax credits by 200 percent yields the equivalent
value of those credits in terms of deductions at a 50-percent rate of
tax. If the tax rate is lowered (as is done in this bill), the percent-
age against which tax credits must be multiplied must be increased
in order to maintain the proper conversion of those credits into de-
duction-equivalents.

Explanation of Provision

Tax credits are multiplied by 375 percent (instead of 200 percent)
to conform the tax shelter ratio computation more closely to the
new tax rate schedule in this bill.

Effective Date

This provision is effective July 1, 1987 (the same date that the
rate changes are effective).

3. Tax Shelter Penalties

a. Penalty for failure to register a tax shelter (sec. 533 of the bill
and sec. 6707(a) of the Code)

Present Law

Specified tax shelters are required to register with the IRS and
obtain a tax shelter identification number (see previous item). The
penalty for failure to register a tax shelter with the IRS is $10,000
or, if less, one percent of the aggregate amount invested in the tax
shelter (but in no event less than $500) (sec. 6707(a)).

Reasons for Change

The committee believes that registration of tax shelters is an im-
portant tool that enables the IRS to detect questionable shelters at
the early stages of their development. The committee believes that
the present-law minimum penalty of $§500 may be an insufficient
deterrent for failure to register a tax shelter. Consequently, the
committee has increased the minimum amount of the penalty.
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Explanation of Provision

The bill increases the level of this penalty to the greater of one
percent of the aggregate amount invested in the tax shelter or
$10,000.

Effective Date

This provision is effective on the date of enactment.

b. Penalty for failure to report the tax shelter identification
number (sec. 534 of the bill and sec. 6707(b) of the Code)

Present Law

If a taxpayer invests in a tax shelter that has a tax shelter iden-
tification number, the taxpayer is required to include that number
on the taxpayer’s tax return (sec. 6707(b)). The penalty for failure
to do so is $50, unless the failure is due to reasonable cause.

Reasons for Change

In order for the tax shelter registration system to function prop-
erly, taxpayers must report the tax shelter identification numbers
on their tax returns. The committee believes that the present-law
penalty for failure to do so is too low.

Explanation of Provision

The bill increases the penalty for failure to report a tax shelter
identification number on a tax return from $50 to $250. The
present-law exception from the penalty where the failure to report
the number is due to reasonable cause remains unchanged.

Effective Date

The provision is effective for tax returns filed after the date of
enactment.

c. Penalty for failure to maintain lists of tax shelter investors
(sec. 535 of the bill and sec. 6708 of the Code)

Present Law

Organizers and sellers of specified tax shelters are required to
maintain lists of investors (sec. 6112). The penalty for failure to do
so is $50 for each name missing from the list, unless the failure is

g’%asgo reasonable cause, up to a maximum of $50,000 per year (sec.

Reasons for Change

The committee believes that the requirement that tax shelter or-
ganizers and sellers maintain lists of investors provides the IRS
with an important mechanism to identify quickly all of the partici-
pants in tax-shelter investments and consequently to treat all par-
ticipants more uniformly. Accordingly, the committee believes that
it is appropriate to raise the level of this penalty commensurate
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with the importance of the requirement to maintain lists of tax-
shelter investors.

Explanation of Provision

The bill increases the penalty for failure to maintain lists of tax
shelters from $50 to $100 per name omitted. The bill also increases
the maximum penalty that can be imposed in any calendar year
from $50,000 to $100,000. The present-law exception from the pen-
alty where the failure to include a name on a list is due to reasona-
ble cause and not to willful neglect remains unchanged.

Effective Date

The increase in this penalty is effective on the date of enactment
of the bill.

4. Tax Shelter Interest (Sec. 536 of the bill and sec. 6621(d) of the
Code)

Present Law

Taxpayers who underpay their taxes must pay interest. If the in-
terest is attributable to an underpayment of tax of more than
$1,000 that is attributable to a tax-motivated transaction (such as a
tax shelter), interest is computed at 120 percent of the generally
applicable interest rate.

Reasons for Change

The committee believes that it is appropriate that taxpayers who
engage in tax-motivated transactions pay an increased rate of in-
terest on underpayments of tax attributable to those tax-motivated
transactions.

Explanation of Provision

The bill increases the rate of interest computed with respect to
underpayments of tax attributable to tax-motivated transactions
from 120 percent to 200 percent of the generally applicable interest
rate.

Effective Date

The provision is effective for interest accruing after December
31, 1986.

Revenue Effect of Tax Shelter Provisions

These provisions are estimated to increase fiscal year budget re-
ceipts by $15 million for 1987, $88 million for 1988, $54 million for
1989, and by less than $5 million annually for 1990 and 1991. (The
revenue effect of the tax shelter user fee is related to (and included
in) the revenue effect of the provision limiting losses and credits
from passive activities.)



E. Estimated Tax Payments by Individuals (Sec. 561 of the bill
and sec. 6654 of the Code)

Present Law

Individuals owing tax who do not make estimated tax payments
are generally subject to a penalty (Code sec. 6654). In order to avoid
the penalty, individuals must make quarterly estimated tax pay-
ments that equal at least the lesser of 100 percent of last year’s tax
liability or 80 percent of the current year’s tax liability. Amounts
withheld from wages are considered to be estimated tax payments.

Reasons for Change

The committee believes that it is important for the proper func-
tioning of the tax system that taxpayers be relatively current in
paying their tax liability. In light of the fact that most taxpayers
have taxes withheld from each paycheck and that wage withhold-
ing closely approximates tax liability'® for many of these taxpay-
ers, the committee believes that it i1s appropriate to require that
taxpayers making estimated tax payments keep similarly current
in their payments.

Explanation of Provision

The bill increases from 80 percent to 90 percent the proportion of
the current year’s tax liability that taxpayers must make as esti-
mated tax payments in order to avoid the estimated tax penalty.
The alternate test of 100 percent of the preceding year’s liability
remains unchanged.

Effective Date

This provision is effective with respect to taxable years beginning
after December 31, 1986. Thus, the estimated tax payment due Jan-
uary 15, 1987, which is the final payment for taxable year 1986, is
unaffected by this provision. All subsequent estimated tax pay-
ments are, however, subject to this provision.

Revenue Effect

This provision is estimated to increase fiscal year budget receipts
by $1,385 million for 1987, $75 million for 1988, $44 million for
1989, $104 million for 1990, and $80 million for 1991.

10 In fact, a number of these taxpayers are overwithheld. A substantial portion of overwith-
holding appears to occur because of taxpayer preference, however, rather than widespread de-
fects in the withholding system.
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F. Tax Litigation and Tax Court

1. Awards of Attorney’s Fees in Tax Cases (Sec. 541 of the bill and
sec. 7430 of the Code)

Present Law

The Civil Rights Attorney’s Fees Awards Act of 1976

The Civil Rights Attorney’s Fees Awards Act of 1976 (42 U.S.C.
sec. 1988) provides, in part, that in any civil action or proceeding
brought by or on behalf of the United States to enforce, or charg-
ing a violation of, a provision of the Internal Revenue Code, the
court in its discretion may allow the prevailing party, other than
the United States, reasonable attorney’s fees as a part of the costs.
This provision is limited to actions brought by or on behalf of the
Federal Government (that is, to cases in which the taxpayer is the
defendant). Most civil tax litigation is initiated by the taxpayer
who brings suit against the Government. In the United States Tax
Court, the taxpayer is the petitioner in a deficiency proceeding. In
the Federal district courts and the U.S. Claims Court, the taxpayer
is the plaintiff suing the Government for a refund.

The Equal Access to Justice Act

In 1980, as part of Public Law 96-481, Congress enacted the
Equal Access to Justice Act (28 U.S.C. sec. 2412) which, in part, au-
thorizes awards to a prevailing party, other than the United States,
of attorney’s fees and other expenses, unless the court finds that
the position of the United States was substantially justified or that
special circumstances make an award unjust. This provision ap-
plies, specifically, to cases in Federal district courts and the United
States Claims Court. However, the provision is not applicable to
cases in the United States Tax Court.!?

The provision became effective on October 1, 1981. The provision
repealed the applicability of the Civil Rights Attorney’s Fees
Awards Act of 1976 to tax litigation.

Under the Equal Access to Justice Act, fees and other expenses
that may be awarded to a prevailing party include the reasonable
expenses of expert witnesses, the reasonable cost of any study,
analysis, engineering report, test, or project which is found by the
court to be necessary for the preparation of the party’s case, and
reasonable attorney’s fees. In general, no expert witness may be
compensated at a rate that exceeds the highest rate of compensa-
tion for expert witnesses paid by the United States. Attorney’s fees

11 This is because the Equal Access to Justice Act is contained in Title 28 of the United States
Code, which deals with courts created under Article III of the United States Constitution. The
United States Tax Court was established under Article I of the United States Constitution.

Q9



198

in excess of $75 per hour may not be awarded unless the court de-
termines that a higher fee is justified.

Code section 7430

In general, Code section 7430 authorizes the award of reasonable
litigation costs, including attorney’s fees and court costs, to a tax-
payer who prevails in a tax case in any Federal court. Such costs
may be awarded whether the action was brought by or against the
taxpayer. No award may be made to the Government if the taxpay-
er does not prevail, or to any creditor of a prevailing taxpayer.

Section 7430 is the exclusive provision for awards of litigation
costs in any action or proceeding to which it applies.

The amount that may be awarded for litigation costs in a par-
ticular proceeding (such as a Tax Court case) may not exceed
$25,000. This limitation applies regardless of the number of parties
to the proceeding or the number of tax years at issue.

Section 7430 authorizes an award of reasonable litigation costs
only if the taxpayer establishes that the position of the Govern-
ment in the case was unreasonable and the taxpayer has substan-
tially prevailed with respect to the amount in controversy or the
most significant issue or set of issues presented. The determination
by the court on this issue is made on the basis of the facts and
legal precedents relating to the case as revealed in the record.

No award may be made unless the court determines that the tax-
payer had exhausted all administrative remedies available within
the Internal Revenue Service.

Section 7430, which was enacted in the Tax Equity and Fiscal
Responsibility Act of 1982, became effective for cases begun after
February 28, 1983. Under present law, the provision does not apply
to any proceeding commenced after December 31, 1985.

Damages assessable for instituting proceedings before the Tax Court
merely for delay

Under present law, if it appears to the Tax Court that proceed-
ings before it have been instituted or maintained by a taxpayer pri-
marily for delay, or that the taxpayer’s position in the proceedings
is frivolous or groundless, then the court may award damages to
the United States. Such damages cannot exceed $5,000 (sec. 6673).

Reasons for Change

The committee believes that the provision allowing awards of at-
torney’s fees should be continued but must be modified to provide
greater consistency between the laws governing the awards of at-
torney’s fees in tax and nontax cases. Specifically, the committee
believes that the Equal Access to Justice Act provides the appropri-
ate standards for awarding attorney’s fees.

Explanation of Provision

The bill modifies section 7430 to conform it more closely to the
Equal Access to Justice Act. Consequently, under the bill, the
burden of proof is on the Government to prove that its position was
substantially justified or that special circumstances exist that
make an award of attorney’s fees and court costs unjust. The bill
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provides that, unless the Government proves this, attorney’s fees
may be awarded. This burden of proof replaces the standard under
section 7430 that requires the taxpayer to prove that the Govern-
ment’s position was unreasonable before the taxpayer could be
awarded attorney’s fees. Furthermore, the “substantially justified”
standard is applicable to prelitigation actions or inaction of Gov-
ernment agents as well as the litigation position of the Govern-
ment. The bill does not modify the present-law requirement that,
in order to be eligible to be awarded attorney’s fees, the taxpayer
must either substantially prevail with respect to the amount in
controversy or substantially prevail with respect to the most signif-
icant issue or set of issues presented. The bill also does not modify
the present-law provision that only the taxpayer (and not the Gov-
ernment) may be awarded attorney’s fees.

The bill eliminates the $25,000 cap on the award of attorney’s
fees and substitutes a $75 an hour limitation on attorney’s fees,
unless the court determines that a higher rate is justified. To make
this determination, the court may look to an increase in the cost of
living or a special factor, such as the limited availability of quali-
fied attorneys to deal with the particular issues involved in the
case. As under prior law, only reasonable litigation costs are recov-
erable by the taxpayer. Unlike prior law, however, prevailing
market rates are applied to determine what are reasonable ex-
penses of expert witnesses and reasonable costs of any study, analy-
sis, or other project necessary to the preparation of the taxpayer’s
case. In no event are expert witnesses to be compensated at a rate
in excess of the highest rate of compensation for expert witnesses
paid by the United States.

The bill also denies any award to a prevailing party who unrea-
sonably protracts the proceedings. Although this requirement is
part of the Equal Access to Justice Act, it has not previously ap-
plied to Tax Court cases.

Effective Date

This provision applies to proceedings commenced after December
31, 1985, with no sunset date. However, no payments may be made
as a result of this provision before October 1, 1986.

Budget Effect

This provision is estimated to increase fiscal year budget outlays
by less than $5 million annually.

2. Tax Court Provisions

a. Tax Court practice fee (sec. 542 of the bill and new sec. 7475 of
the Code)

Present Law

The Tax Court imposes a $25 application fee prior to admission
to practice before the Court (Tax Court Rule 200). No fee is im-
posed after the application fee has been paid. )

The Tax Court rules authorize the Court to initiate disciplinary
proceedings against practitioners who appear before it (Tax Court
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Rule 202). The Court is authorized to appoint independent counsel
to pursue disciplinary matters.

Reasons for Change

The committee believes that it is appropriate to permit the Tax
Court to impose a practice fee, the proceeds of which are to be used
to pay outside counsel to pursue disciplinary matters.

Explanation of Provision

The bill authorizes the Tax Court to impose a periodic registia-
tion fee on practitioners admitted to practice before it. The T x
Court is to establish the level of the fee and the frequency of i's
collection, but the fee may not exceed $30 per year. These funcs
are available to the Tax Court to pay independent counsel engaged
by the Court to pursue disciplinary matters.

Effective Date

This provision is effective January 1, 1987.

b. Clarification of jurisdiction over penalty for failure to pay tax
(sec. 543 of the bill and sec. 6214 of the Code)

Present Law

The Tax Court has held that it does not have jurisdiction over
the addition to tax for failure to pay the amount of tax shown on
the taxpayer’s return, even though it has jurisdiction to redeter-
mine a deficiency in tax with respect to that return (Est. of Young
v. Comm’r, 81 T.C. 879 (1983)).

Reasons for Change

The committee believes that it is appropriate for the Tax Court
to have jurisdiction over this addition to tax if it already has juris-
diction with respect to that tax return.

Explanation of Provision

The bill provides that the Tax Court has jurisdiction over this ad-
dition to tax for failure to pay an amount shown on the return
where the Tax Court already has jurisdiction to redetermine a defi-
ciency in tax with respect to that return.

Aside from resolving this jurisdictional issue, the provision does
not alter the jurisdiction of the Tax Court. The amendment is not
intended to change existing law insofar as (1) the section 6651(a)(1)
late filing addition to tax, or (2) the procedure for assessing addi-
tions to tax under section 6663(b) is concerned.

Effective Date

This provision is effective for any action or proceeding before the
Tax Court which has not become final before the date of enact-
ment.
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¢. U.S. Marshals (Sec. 544 of the bill and sec. 7456 of the Code)

Present Law

United States Marshals provide courtroom security, among other
duties. It is not clear that the Tax Court has the authority to re-
quest the assistance of U.S. Marshals, because the Tax Court is an
Article I (rather than Article III) court.

Reasons for Change

The committee believes that it is vital that the Tax Court be able
to request the assistance of U.S. Marshals to provide courtroom se-
curity for the Tax Court.

Explanation of Provision

The bill requires that the U.S. Marshal for any district in which
the Tax Court is sitting must attend any session of the Tax Court,
when requested to do so by the Chief Judge of the Tax Court.

Effective Date
This provision is effective on the date of enactment of the bill.

d. Special Trial Judges (Sec. 545 of the bill and new sec. 7443A of
; the Code)

Present Law

The Chief Judge of the Tax Court is authorized to appoint Spe-
cial Trial Judges, who assist in the work of the Court. The Code
provides that their salary is determined by the procedures relating
to the Commission on Executive, Legislative, and Judicial Salaries.
The Executive Order implementing that provision fails to include
Special Trial Judges.

Prior to January 17, 1985, Special Trial Judges were entitled to
reimbursement for travel expenses on the same basis as other Fed-
eral judges. On that date, the Comptroller General determined that
they were entitled only to reduced reimbursement pursuant to the
Federal Travel Regulations.

Reasons for Change

The committee believes that, in view of the vital role that the
Special Trial Judges have, it is important to clarify these provi-
sions.

Explanation of Provision

The bill consolidates in one new section of the Code a number of
the provisions relating to the Special Trial Judges. The bill also
specifies that Special Trial Judges are to be paid 90 percent of the
salary paid to Tax Court Judges, and that Special Trial Judges are
to be reimbursed for travel and subsistence expenses to the same
extent as are Tax Court Judges.
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Effective Date

Generally, these provisions are effective on the date of enact-
ment of the bill. The provision relating to the salary of Special
Trial Judges is effective on the first day of the first month begin-
ning after the date of enactment.

e. Election to practice law after retirement and receive retirement
pay (sec. 546 of the bill and secs. 7447 and 7448 of the Code)

Present Law

United States District Court judges meeting age and longevity of
tenure requirements may resign, engage in the practice of law, and
continue to receive retirement pay. This retirement pay is not,
however, adjusted to reflect changes in the pay of active District
Court judges.

Retired Tax Court judges who engage in the practice of Federal
tax or contract renegotiation law forfeit all retirement pay. Forfeit-
ure also occurs if a retired Tax Court judge accepts another Gov-
ernment position, whether compensated or not.

Reasons for Change

The committee believes that it is appropriate for Tax Court
judges to be able to choose to resign and practice law on the same
basis that United States District Court judges are eligible to do.

Explanation of Provision

The bill permits Tax Court judges meeting specified age and
tenure requirements to elect to receive full retired pay as of the
date they make the election (which would not be adjusted to reflect
changes in the pay of active Tax Court judges) and not be subject
to the prohibition on practicing tax law. The bill also suspends re-
tired pay for the period of time during which a retired Tax Court
judge holds a compensated Government position.

Effective Date . ,

This provision generally is effective on the date of enactment.

Budget Effects
The budget effects of the Tax Court provisions are negligible.



G. Tax Administration Trust Fund (Sec. 558 of the bill and new
sec. 9505 of the Code)

Present Law

The Internal Revenue Service is responsible for administering
almost all of the tax laws.!2 The cost of the entire IRS is funded
through annual appropriations of general revenues. There are sev-
eral trust funds in the Trust Fund Code of the Internal Revenue
Code. These are generally financed from earmarked taxes.

Reasons for Change

The committee is concerned that the IRS has not been funded in
recent years at a high enough level to assure adequate administra-
tion of the tax laws. For example, in the last 10 years, the percent-
age of tax returns that are audited has declined by approximately
half. In addition, the total of taxes owed but uncollected has risen
substantially in recent years. IRS studies indicate that the tax gap
(the difference between taxes legally owed and taxes voluntarily
paid) is increasing each year, and is now $100 billion a year. De-
clining compliance helps to create an impression among the public
that the tax system is unfair. In spite of these difficulties, over 95
percent of Federal budget receipts are attributable to IRS tax ad-
ministration activities.

In light of both the importance of the IRS in ensuring collection
of Federal revenues and the recent difficulties it has experienced in
securing adequate funding, the committee believes that it is appro-
priate to use a new approach to assure adequate funding for the
IRS. Consequently, the committee establishes a Tax Administration
Trust Fund, financed from all interest and penalties received under
the Internal Revenue Code. In addition, the committee believes
that it is vital to provide the IRS with a substantial increase in
funding beyond what has been available to it in recent years. Con-
sequently, the commitee has provided a substantial increase
(beyond current levels) to the IRS. The committee has targeted this
increase so that the IRS can increase its examination, collection,
and related tax compliance activities.

The committee believes that it is appropriate to reevaluate the
efficacy of this mechanism after it has been operational for several
years. Accordingly, the Trust Fund will operate for five years; it is
then scheduled to expire. The balance in the Trust Fund after the
end of the five years will revert to the general fund of the Treas-

ury.

12 The Bureau of Alcohol, Tobacco, and Firearms administers the alcohol, tobacco, and fire-
arms excise taxes.
(203)
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Explanation of Provisions

In general

The bill establishes a Tax Administration Trust Fund in the
Treasury. The Trust Fund is funded by appropriation of (1) all in-
terest paid by taxpayers on deficiencies and (2) penalties (such as,
for example, for fraud and negligence) and additions to tax received
under the Internal Revenue Code. Amounts in the Trust Fund (sub-
ject to limitations described below) may be utilized by the IRS with-
out additional appropriations legislation. The Trust Fund will fund
a level of IRS spending approximately equivalent to current spend-
ing plus a sizeable increase each year. The increase is targeted to
examination, collection, and other increased compliance measures.

Spending purposes

The bill 'specifies the amounts that the IRS can expend from the
Trust Fund for each of the next five fiscal years, 1987 through
1991.

Following are the total amounts that may be spent by the IRS
for each of the next five fiscal years:

[In millions]
.............................................................................................. $4,340

The committee provides a substantial increase in IRS spending
over current levels. The committee intends that this increase be
spent in the following manner:

Fiscal Years (millions of dollars)

1987 1988 1989 1990 1991

Increased collection............ccooeeeeveniecenecrceinrecrecrenens 21 62 104 104 104
Increased examination 130 231 342 351 356
Improved automated matching of information

returns with tax returns.........cccceeeeevevivcrvnennne 76 192 254 235 215
Improved automated data processing (equip-

ment and staffing) .......cccecvevenrcrrreneeerrersecesesesnnes 115 120 125 130 136
Improveo audit selection and compliance re-

search 25 25 25 25 25
Improved taxpayer service and correspond-

BIICE...veeueucererererneeresresessrnsrassesrranrranns 60 60 60 60 60

Staffing for tax litigation, chief counsel, pen-
sion plans, tax-exempt organizations, in-
spection, and statistics of income ..................... 37 37 37 37 37

The amounts to be spent from the Trust Fund include appropri-
ate increases reflecting projected inflation and workload increases.
Pay increases are not included in the dollar totals; instead, the bill
provides that increases resulting from adjustments in salary, re-
tirement, and other benefits required by law may also be spent
from the Trust Fund, without the need for additional appropria-
tions legislation.
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The committee recognizes that it is difficult to project today the
precise nature of the tax system and the needs for administering it
during the next five years. Consequently, the IRS may make ad-
justments in the allocations described above, so long as the adjust-
ments are consistent with the committee’s intent in creating the
Trust Fund. Additionally, if major adjustments to the Trust Fund
were to be needed, the IRS should inform the committee of any
necessary modifications to the Trust Fund. Alternatively, the IRS
could request additional appropriations to meet their needs.

Trust Fund

The Tax Administration Trust Fund is established as part of the
Trust Fund Code of the Internal Revenue Code (chapter 98).
Amounts equivalent to all interest and penalties received under
the Code are to be transferred to the Trust Fund. This is to be done
on the basis of current estimates of those receipts, with later ad-
justment to be made to reflect actual receipts of interest and penal-
ties. (This is the same procedure that is employed with respect to
the transfer of receipts to other trust funds in the Trust Fund Code
(sec. 9601).)

The Trust Fund is given limited borrowing authority in the first
year from the Treasury. Amounts borrowed must be repaid with in-
terest. This is done so that during the first year the Trust Fund is
effective, there will be sufficient funds in the Trust Fund to meet
its obligations. The committee expects that the Trust Fund will be
adequately funded over the five-year period, but that during the
first year receipts may temporarily lag behind authorized expenses.

Effective Date

The Trust Fund is effective October 1, 1986 (the start of the 1987
fiscal year). It expires on September 30, 1991. All amounts remain-
ing in the Trust Fund after that date revert to the general fund of
the Treasury.

Revenue Effect

The provision is estimated to increase fiscal year budget receipts
by $1,547 million in 1987, $2,837 million in 1988, $4,179 million in
1989, $4,291 million in 1990, and $4,764 million in 1991.



H. Tax Administration Provisions

1. Suspend Statute of Limitations During Prolonged Dispute Over
Third-Party Records (Sec. 556 of the bill and sec. 7609 of the
Code)

Present Law

There is generally a three-year statute of limitations on tax re-
turns, except in cases of fraud, failure to file, or a sizeable under-
statement of income (sec. 6501). The statute continues to run even
if the IRS must obtain records held by third parties.!® If the IRS
must litigate to obtain access to the third-party records, the statute
of limitations can expire prior to final determination as to the
availability of the records.

Reasons for Change

In general, IRS requests for access to third-party records are re-
solved relatively expeditiously. This is generally true because most
third-party recordkeepers have no independent motivation to pro-
long the dispute with the IRS. In certain instances, however, a few
third-party recordkeepers have prolonged these disputes with the
IRS. Their motivation appears to have been to protect the interests
of their clients by prolonging the litigation over the records suffi-
ciently so that the statute of limitations expires during the dispute.

The committee believes that it is inappropriate for a third party
to prolong litigation with the IRS so as to permit the statute of lim-
itations to expire with respect to the taxpayer whose records are
being sought. Consequently, the bill suspends the statute of limita-
tions if the third party records are not produced within six months
of the issuance of an administrative summons. The committee an-
ticipates that this provision will rarely need to be utilized, since
most disputes with third-party recordkeepers are resolved within
six months of the issuance of an administrative summons.

Explanation of Provision

If the dispute between the third-party recordkeeper and the IRS
is not resolved within six months after the IRS issues an adminis-
trative summons, the statute of limitations is suspended until the
issue is resolved. The issue is not resolved during the pendency of
any action to compel production of the documents. The third-party
recordkeeper is also required to provide notice of the suspension of
the statute of limitations to the taxpayer whose records are the
subject of the dispute if the summons requesting the records does

'3 The statute is, however, suspended if the taxpayer intervenes in the dispute between the
IRS and the third-party recordkeeper (sec. 7609(e)).

(206)
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not identify the taxpayer by name. Failure by the third party to do
so does not prevent the suspension of the statute.

Also, as is the case under current law, the statute of limitations
is suspended during the period when a taxpayer intervenes in a
dispute between the IRS and a third-party recordkeeper. The stat-
ute is suspended from that date until the entire dispute is resolved.

Effective Date
This provision is effective on the date of enactment of the bill.

2. Authority to Rescind Statutory Notice of Deficiency (Sec. 551
of the bill and sec. 6212 of the Code)

Present Law

Under present law, once the IRS has issued a statutory notice of
deficiency (90-day letter), the IRS does not have the authority to
withdraw the letter. The statutory notice is a jurisdictional prereq-
uisite to petitioning the Tax Court for review of the IRS determina-
tion; the notice must be issued before the expiration of the statute
of limitations. Once the notice has been issued, only a Tax Court
decision can alter its effect.

Reasons for Change

In a number of cases, both the IRS and the taxpayer would
prefer that the statutory notice be withdrawn so that the matter
can be disposed of administratively without the involvement of the
Tax Court. Therefore, the committee has determined that it is ap-
propriate, where both the IRS and the taxpayer agree, to permit
withdrawal of the statutory notice. This will permit the matter to
be disposed of in the most efficient way.

Explanation of Provision

Where the IRS and the taxpayer mutually agree, a statutory
notice of deficiency may be rescinded. Once the notice has been
properly rescinded, it is treated as if it never existed. Therefore,
limitations regarding credits, refunds, and assessments relating to
the rescinded notice are void and the parties are returned to the
rights and obligations existing prior to the issuance of the with-
drawn notice. Also, the IRS may issue a later notice for a deficien-
cy greater or less than the amount in the rescinded notice.

Under Code section 7805, the Secretary has the authority to es-
tablish by regulation the procedures necessary to implement the
withdrawal of notice provision to assure that the taxpayer has con-
sented to the withdrawal of the statutory notice. The regulations
should also clarify the effect of rescission on other provisions of the

Code.
Effective Date

This provision is effective for statutory notices of deficiency
issued on or after the date of enactment.
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3. Authority to Abate Interest Due to Errors or Delay by the IRS
(Sec. 552 of the bill and sec. 6404 of the Code)

Present Law

Under present law, the IRS does not generally have the author-
ity to abate interest charges where the additional interest has been
caused by IRS errors and delays. This results from the IRS’ long-
established position that once tax liability is established, the
amount of interest is merely a mathematical computation based on
the rate of interest and due date of the return. Consequently, the
interest portion of the amount owed to the Government cannot be
reduced unless the underlying deficiency is reduced. The IRS does,
however, have the authority to abate interest resulting from a
mathematical error of an IRS employee who assists taxpayers in
preparing their income tax returns (sec. 6404(d)).

Reasons for Change

In some cases, the IRS has admitted that its own errors or delays
have caused taxpayers to incur additional interest charges. This
may even occur after the underlying tax liability has been correct-
ly adjusted by the IRS or admitted by the taxpayer. The committee
believes that where an IRS official acting in his official capacity
fails to perform a ministerial act, such as issuing either a statutory
notice of deficiency or notice and demand for payment after all pro-
cedural and substantive preliminaries have been completed, au-
thority should be available for the IRS to abate the interest inde-
pendent of the underlying tax liability.

Explanation of Provision

In cases where an IRS official fails either to perform a ministeri-
al act in a timely manner or makes an error in performing a minis-
terial act, the IRS has the authority to abate the interest attributa-
ble to such delay. No significant aspect of the delay can be attribut-
able to the taxpayer. The bill gives the IRS the authority to abate
interest but does not mandate that it do so (except that the IRS
must do so in cases of certain erroneous refunds of less than §1
million, described below). The committee does not intend that this
provision be used routinely to avoid payment of interest; rather, it
intends that the provision be utilized in instances where failure to
abate interest would be widely perceived as grossly unfair. The in-
terest abatement only applies to the period of time attributable to
the failure to perform the ministerial act.

The provision applies only to failures to perform ministerial acts
that occur after the IRS has contacted the taxpayer in writing.
This provision does not therefore permit the abatement of interest
for the period of time between the date the taxpayer files a return
and the date the IRS commences an audit, regardless of the length
of that time period. Similarly, if a taxpayer files a return but does
not pay the taxes due, this provision would not permit abatement
of this interest regardless of how long the IRS took to contact the
taxpayer and request payment.
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The committee intends that the term “ministerial act” be limited
to nondiscretionary acts where all of the preliminary prerequisites,
such as conferencing and review by supervisors, have taken place.
Thus, a ministerial act is a procedural action, not a decision in a
substantive area of tax law. For example, a delay in the issuance of
a statutory notice of deficiency after the IRS and the taxpayer
have completed efforts to resolve the matter could be grounds for
abatement of interest. The IRS may define a ministerial act in reg-
ulations.

Under its general authority to issue regulations, the IRS can
issue regulations determining what constitutes timely performance
of various ministerial acts called for by the Code.

The IRS must abate interest in certain instances in which it
issues an erroneous refund check. For example, it has come to the
committee’s attention that the IRS may make an error that causes
a taxpayer to get a refund check for $1,000 instead of the $100 that
the taxpayer rightfully claimed. In the past, the IRS charged the
taxpayer interest on the $900 for the time period that the taxpayer
held that money.

The committee believes that it is inappropriate to charge taxpay-
ers interest on money they temporarily have because the IRS has
made an error. Consequently, the IRS may not charge interest on
these erroneous refunds until the date it demands repayment of
the money. The committee intends that two limitations be placed
on this rule. First, it is not to apply in instances in which the tax-
payer (or a related party) has in any way caused the overstated
refund to occur. Second, it is not to apply to any erroneous refund
checks that exceed $1 million. If the taxpayer does not repay the
erroneous refund when requested to do so by the IRS, interest
would then begin to apply to the amount of the erroneous refund.

Effective Date

This provision is effective for interest accruing with respect to
deficiencies or payments for taxable years beginning in or after
1982. With respect to taxable years 1982, 1983, and 1984, the com-
mittee intends that taxpayers initiate a request that the IRS abate
the interest and issue a refund. For taxable years following these
years, the committee intends that the IRS abate interest in appro-
priate circumstances. Taxpayers may also request that the IRS
abate interest.

4. Suspension of Compounding Where Interest on Deficiency Is
Suspended (Sec. 553 of the bill and sec. 6601 of the Code)

Present Law

Under present law, in the case of a deficiency in income, estate,
gift, and certain excise taxes, a waiver of restrictions on assessment
of the deficiency is filed when the IRS and the taxpayer agree on
the proper amount of tax due at the conclusion of an audit. If, how-
ever, the Secretary fails to make notice and demand for payment
within 30 days after the filing of the waiver, interest is not 1mpose51
on the deficiency from the 31st day after the waiver was filed until
the date the notice and demand is issued. The provision does not,
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however, suspend the compounding of interest for the same period
on the interest which previously accrued on the underlying defi-

ciency.
Reasons for Change

The intent of the present law-provision is to suspend the running
of interest where the IRS fails to issue the taxpayer a bill stating
how much the taxpayer owes within 31 days of concluding an
audit. The committee believes that it is appropriate to apply the
same principle to the compounding of interest on previously ac-
crued interest.

Explanation of Provision

Both the interest on the deficiency as well as the compounded in-
terest on the previously accrued interest are suspended, starting 31
days after a taxpayer has filed a waiver of restrictions on assess-
ment of the underlying taxes and ending when a notice and
demand is issued to the taxpayer.

Effective Date

This provision is effective for interest accruing in taxable periods
after December 31, 1982. Taxpayers may obtain refunds of interest
subject to this provision that they paid by filing a claim for refund
of their interest with the IRS. The IRS presently does not possess
the data processing capability to suspend the compounding of inter-
est on previously accrued interest. Taxpayers who consider them-
selves entitled to the relief provided by this provision may apply to
the IRS, and, in appropriate cases, the IRS will perform the re-
quired computations manually.

5. Exemption from Levy For Service-Connected Disability
Payments (Sec. 554 of the bill and sec. 6334 of the Code)

Present Law

Under present law, various payments, such as unemployment
benefits, workmen’s compensation, a minimum amount of ordinary
wages, as well as certain pensions and annuities, are exempt from
levy. This means that the IRS cannot seize these payments to col-
lect delinquent taxes by serving a levy on the payment source. The
IRS can collect the delinquent taxes from other nonexempt sources
available to the delinquent taxpayer.

Reasons for Change

_The committee believes that various military service-connected
disability payments should be exempt from levy, just as other simi-
lar payments are exempt from levy.

Explanation of Provision

. The IRS is prohibited from levying on any amount payable to an
individual as a service-connected disability benefit under specified
provisions of Title 38 of the United States Code.
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The term ‘“‘service-connected” means that the disability was in-
curred or aggravated in the line of duty in the active military,
naval, or air service. The exemption covers direct compensation
payments, as well as other types of support payments for education
and housing.

Effective Date

1953“ provision is effective for payments made after December 31,

6. Certain Recordkeeping Requirements (Sec. 555 of the bill)

Present Law

In general, law enforcement officers are not subject to the sub-
stantiation rules of section 274(d) and the income and wage inclu-
sion rules of section 132 for specified use of a law enforcement ve-
hicle. The conference report on the repeal of the contemporaneous
recordkeeping requirements for automobiles!* provided that IRS
special agents are not to be included within the term “law enforce-
ment officers.”

Reasons for Change

The committee believes that it is appropriate to treat IRS special
agents in the same manner as other law enforcement officers are
treated.

Explanation of Provision

The bill provides that, for purposes of sections 132 and 274, use
of an automobile by a special agent of the IRS is treated in the
same manner as use of an automobile by an officer of any other
law enforcement agency.

Effective Date
The provision is effective beginning after December 31, 1984.

7. Voluntary Disclosure Policy (Sec. 559 of the bill)

Present Law

Internal Revenue Service policy provides that voluntary disclo-
sure by a taxpayer of the taxpayer’s tax law violations is a factor
that may be significant in determining whether the IRS will rec-
ommend criminal prosecution of the taxpayer (IR Manual, Crimi-
nal Investigation, P-9-2, approved August 20, 1979). This policy does
not guarantee that a taxpayer who voluntarily discloses tax law
violations will not be prosecuted.

Reasons for Change

The committee believes that a number of taxpayers would volun-
tarily disclose prior tax law violations if they were assured that

14 H. Rept. 99-67 (May 7, 1985).
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they would avoid all criminal penalties. The committee believes
that it is important to return these taxpayers to the tax rolls, espe-
cially at a time of significant tax reform. The committee is also
concerned that convictions for certain types of criminal activity
(such as dealing in drugs or organized crime activities) are most
successfully obtained for tax-related offenses. Consequently, the
committee has given authority to the Treasury to exclude specified
taxpayers from participating in this program.

Explanation of Provision

The bill provides that taxpayers who fully disclose voluntarily
their previous violations of the tax laws are to be guaranteed im-
munity from criminal penalties for those offenses. Taxpayers must
do so before they (or a related party) are given notice of an inquiry
or investigation into their tax affairs. This notice may come from
the IRS, another law enforcement agency, or another tax adminis-
tration agency. The committee anticipates that Treasury will pro-
vide taxpayers with more detailed guidance as to what constitutes
notice for purposes of this provision.

Treasury is given broad regulatory authority to issue regulations
implementing this provision, including the authority to exclude
specified categories of taxpayers from participating in this pro-
gram. For example, the committee expects that these regulations
will exclude participants in activities that are illegal under provi-
sions other than the tax code (such as dealing in illegal drugs).

The bill also requires that IRS extensively publicize the scope
and availability of this program. The IRS must do this by supple-
menting existing taxpayer service programs with a comprehensive
publicity campaign describing this voluntary disclosure policy. The
IRS must also conduct a public relations program to restore public
confidence in the Federal tax system. The publicity campaign must
include press releases, notices in IRS publications, and notices in
other material sent to taxpayers.

Effective Date

. This provision is effective on the date Treasury issues regulations
implementing this provision. These regulations must be issued no
later than January 1, 1987.

8. Disclosure of Return Information to Local Agencies (Sec. 557
of the bill and sec. 6103 of the Code)

Present Law

Section 6103 provides for the confidentiality of returns and
return information of taxpayers. The conditions under which re-
turns and return information can be disclosed are specifically enu-
merated in that section. Disclosure of returns and return informa-
tion to local income tax administrators is not permitted. Unauthor-
ized disclosure is a felony punishable by a fine not exceeding $5,000
or imprisonment of not more than 5 years, or both, under section
7213. An action for civil damages may also be brought for unau-
thorized disclosure under section 7431.
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Reasons for Change

The committee would like to enable large cities that impose an
income or wage tax to receive returns and return information in
the same manner, and with the same safeguards, as States are eli-
gible to do.

Explanation of Provision

The bill provides that any city with a population in excess of
2,000,600 that imposes an income or wage tax may, if the Secretary
in his sole ‘discretion 15 so provides, receive returns and return in-

-formation for the same purposes for which States may obtain infor-

mation under present law, subject to the same safeguards as apply
to States under present law. Cities that receive information must
reimburse the Internal Revenue Service for its costs in the same
manner as a State must under present law. Population is deter-
mined on the basis of the most recent decennial United States
census data available.

Any disclosure would be required to be in the same manner and
with the same safeguards as disclosure is made to a State. The
present-law requirements of maintaining a system of standardized
requests for information and the reasons for the request and of
maintaining strict security against release of the information are
also made applicable to the local agencies. Disclosure will be per-
mitted only for the purpose of, and only to the extent necessary in,
the administration of a local jurisdiction tax. Disclosure of returns
or return information to any elected official or the chief official

' (even if mot elected) of the local jurisdiction will not be permitted.
Any unauthorized disclosure of returns and return information by
an employee of an agency receiving this information will subject
the employee to the fine and imprisonment provided by section
7213 and to the civil action provided by section 7431.

Effective Date
This provision is effective on the date of enactment.
Revenue Effect of Tax Administration Provisions

These  provisions are estimated to increase fiscal year budget re-
ceipts by $160 million in 1987 and by negligible amounts thereaf-
ter.

15 The Secretary may, in accordance with this discretion, implement this provision on a trial
basis.



L. Modification of Withholding Schedules (Sec. 562 of the bill and
sec. 3402 of the Code)

Present Law

The Code requires that the Secretary prescribe tables and com-
putational procedures for determining the appropriate amount of
taxes to be deducted and withheld from wages (sec. 3402(a)). Form
W-4 is the form on which that calculation is done. It is completed
by the employee, who furnishes it to the employer. The employer
uses this form to determine the proper level of wage withholding.
The employer does this by using tables issued by the Secretary that
specify the proper amount of withholding, considering the employ-
ee’s wage level and number of withholding allowances claimed.

The employee completes the Form W-4 by determining the
proper number of withholding allowances (or exemptions) to which
he is entitled. Withholding allowances may be claimed for the em-
ployee and any dependents (sec. 3402(f)) and for itemized deduc-
tions and estimated tax credits (sec. 3402(m)). Other items pre-
scribed in regulations may also be claimed. For example, the regu-
lations permit IRA contributions and the tax savings attributable
to income averaging to be considered (see Treas. Reg. sec.
31.3402(m)-1). An employee’s Form W-4 generally remains in effect
until the employee revokes it and files a new one.®

The IRS has authority to issue regulations permitting employees
to request, once the amount of their withholding has been deter-
mined on the basis of Form W-4 and the withholding tables, that
that amount of withholding be increased or decreased. The IRS has
long permitted taxpayers to request increases in withholding; the
{1R1Sd'has never permitted taxpayers to request decreases in with-

olding.

Reasons for Change

Other provisions of the bill affect the wage withholding system
in two ways. First, the bill alters several of the provisions of the
Code relating to itemized deductions, tax credits, and other items
that may be considered in computing withholding allowances.
Forms W-4 that claim withholding allowances with respect to any
of these altered provisions are inaccurate. For example, a Form W-
4 that claims allowances for income averaging (which is repealed
ielsewhere in the bill) is inaccurate, in that it claims excessive al-
owances.

16 The employer is required to furnish copies of certain Forms W-4 to the IRS, such as those
that claim more than 14 allowances or that claim total exemption from withholding (where
wages are above $200 per week). Treas. Reg. sec. 31.3402(f)2)-1(g). The IRS examines these
forms, and if it determines that a claim of withholding allowances cannot be justified, it notifies
the employer to change the employee’s withholding.
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Second, the bill affects the tables issued by the Secretary that
are used by employers to determine the proper amount of with-
holding. The bill affects these tables primarily by altering the tax
rates and brackets.

The committee has consequently determined that, in light of the
major modifications that are made in this bill to the entire income
tax system, the wage withholding system needs to be modified. The
committee believes that these major changes make it necessary for
employees to file revised Forms W-4.

Explanation of Provision

The bill requires that employees file a revised Form W-4 by Jan-
uary 1, 1988. They must do so on a Form W-4 that has been revised
by the IRS to reflect the changes in the Code made by this bill.17 If
an employee does not file a revised Form W-4 by that date, the em-
ployer must withhold income taxes as if the employee claimed one
allowance (if the employer checked the “Single” box on the most
recent Form W-4 that the employee filed) or two allowances (if the
employee checked the ‘“‘Married” box).

The bill also requires that the IRS and Treasury modify the
withholding schedules under section 3402 to better approximate tax
liability under the amendments made by the bill. The committee
expects that this modification will affect at least two major items.
First, Form W-4 will -be modified. Second, the withholding tables
used by employers to determine the proper amount of wage with-
holding will also be modified.

With respect to modifying Form W-4, the committee expects that
the IRS will make every effort to notify taxpayers that Form W-4
has been modified and that taxpayers must file the modified form
with their employers by January 1, 1988. In addition, the commit-
tee expects that the IRS will issue the revised Form W-4 well
before that date, to minimize the inconvenience of filing new forms
for both employers and employees.

The modified form and tables should be designed so that with-
holding from taxpayer’s wages approximates as closely as possible
the taxpayer’s ultimate tax liability. While the committee recog-
nizes that it is impossible to accomplish this goal with absolute pre-
cision in the case of each taxpayer, it is nonetheless vital to the
integrity of the tax system that the amount withheld from wages
closely match the taxpayer’s ultimate tax liability. While the com-
mittee recognizes that substantial involuntary overwithholding is
undesirable,1® the committee also recognizes that substantial un-
iierwithholding creates significant collection and enforcement prob-
ems.

While the committee believes that the changes in the substantive
tax law made by this bill will permit wage withholding to approxi-
mate tax liability more closely for many taxpayers, the committee
believes that increased complexity in the current Form W-4 and
wage withholding tables is not desirable, even if it were designed to

17 It is also permissible for employees to fulfill the requirements of this provision by filing on
a substitute Form W-4, so long as that form has been revised to parallel the official form and
the substitute form complies with all IRS requirements pertaining to substitute Forms W-4.

18 A significant portion of overwithholding appears to be attributable to taxpayer preference.
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permit withholding to approximate tax liability more closely. Con-
sequently, neither Form W-4 nor the wage withholding tables is to
be made more complex when they are revised in accordance with
this provision of the bill.

The bill also repeals the provision of present law giving the IRS
authority to issue regulations permitting employees to request de-
creases in withholding. The provision relating to increases in with-
holding is unaffected.

Effective Date

The provision requiring employees to file new Forms W-4 is effec-
tive for wages paid after December 31, 1987. The provision relating
to decreases in withholding is effective on the date of enactment.

Revenue Effect

This provision is estimated to increase fiscal year budget receipts
by $1,307 million in 1988, $61 million in 1989, $177 million in 1990,
and $195 million in 1991.



J. Report on the Return-Free System (Sec. 563 of the bill)
Present Law

Taxpayers are generally required to file a paper document as
their individual income tax return for the taxable year. These
forms are currently the Form 1040 (“the long form”), the Form
1040A (“‘the short form”’), and the recently created 1040EZ. In addi-
tion, the IRS is experimenting with magnetic tape return filing
which allows approved return preparers to volunteer to file individ-
ual tax returns that they prepare with the IRS in a magnetic tape
format. The return preparer retains the paper version of the tax
return.

Reasons for Change

The ever-increasing paperwork burden on the Internal Revenue
Service, the improved capabilities of computerized data processing,
and expanded information reporting suggest that it may be possible
to develop a return-free system for individuals. This system would
relieve eligible taxpayers of most of the burden and expense of
return preparation. Also, it would significantly reduce the volume
of tax returns filed with the IRS. Consequently, the committee be-
lieves that it is appropriate to study the possibility of implement-
ing the return-free system, which was first proposed in the Presi-
dent’s proposal.

Explanation of Provision

The committee does not believe that the return-free system set
forth in the President’s proposal is sufficiently developed for imple-
mentation at this time. The committee therefore decided to require
a report from the IRS setting forth:

(1) the identification of classes of individuals who would be per-
mitted to use a return-free system;

(2) how such a system would be phased in;

(3) what additional resources the IRS would need to carry out
such a system; and

(4) the types of changes to the Internal Revenue Code which
would inhibit or enhance the use of such a system.

The report is to be submitted within six months of the date of
enactment to the Senate Committee on Finance and the House
Committee on Ways and Means.

In addition, the committee believes that the IRS should consider
conducting an in-house feasibility test using previously filed infor-
mation returns and individual income tax returns to test the prac-
ticality of the proposed system.

A number of provisions of this bill provide that the Secretary of
the Treasury or his delegate is to prescribe regulations. Notwith-
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standing any of these references, it is contemplated that the Secre-
tary or his delegate will, pending the prescribing of these regula-
tions, issue guidance for taxpayers with respect to the changes
made by this bill by issuing Revenue Procedures, Revenue Rulings,
forms, or other publications.

Effective Date
The report is due six months after enactment of the bill.



TITLE VI—-CORPORATE AND GENERAL BUSINESS
TAXATION

A. General Corporate Provisions

1. Cgrl()logate Tax Rates (sec. 601 of the bill and sec. 11 of the
ode

Present Law

Corporate taxable income is subject to tax under a five-step grad-
uated tax rate structure. The top corporate tax rate is 46 percent
on taxable income over $100,000. The corporate taxable income
brackets and tax rates are presented in the table, below.

PRrRESENT LAW CORPORATE TAX RATES

Taxable Income Tax Rate

(percent)
Not over $25,000 ... 15
Over $25,000 but not over $50,000.........cccccovvevvirrvivvrnrennn. 18
Over $50,000 but not over $75,000..........cccceeeevvreeceererennne. 30
Over $75,000 but not over $100,000...........cccccveeevveererreennnne. 40
Over $100,000............ccoooveeeeeeriieceeeeee et ere et esens 46

This schedule of corporate tax rates was enacted in the Economic
Recovery Tax Act of 1981 (ERTA), effective for 1983 and later
years. For 1982, the applicable rates were 16 percent for taxable
income not over $25,000, and 19 percent for taxable income over
$25,000 but not over $50,000. For taxable years after 1978 and
before 1982, the rates were 17 percent and 20 percent, respectively,
for the lowest two brackets.

An additional 5-percent corporate tax is imposed on a corpora-
tion’s taxable income in excess of $1 million. The maximum addi-
tional tax is $20,250. This provision phases out the benefit of grad-
uated rates for corporations with taxable between $1,000,000 and
$1,405,000; corporations with taxable income in excess of
$1,405,000, in effect, pay a flat tax at a 46-percent rate. This provi-
_sion was enacted in the.Deficit Reduction Act of 1984, effective for
taxable years beginning after 1983.

Rules are provided in the Code to prevent the benefits of grad-
uated rates from being proliferated through the use of multiple,
commonly controlled corporations (secs. 1551, 1561-1564). Other
statutory provisions.attempt to limit the use of corporations to
avoid individual tax rates. These are principally the accumulated
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earnings tax (sec. 531 et seq.), the personal holding company tax
(sec. 541 et seq.), and certain personal service corporation provi-
sions (sec. 269A).

Reasons for Change

A principal objective of the bill is to reduce marginal tax rates
on income earned by individuals and by corporations. Lower tax
rates promote economic growth by increasing the rate of return on
investment. Lower tax rates also improve the allocation of re-
sources within the economy by reducing the impact of tax consider-
ations on business and investments decisions. In addition, lower tax
rates promote compliance by reducing the potential gain from en-
gaging in transactions designed to avoid or evade income tax.
Under the bill, the maximum corporate rate is reduced from 46
percent to 33 percent.

Although the committee believes that the graduated rate struc-
ture should be retained to encourage growth in small business, it
feels that the benefit of the lower rates should be limited to small-
er corporations. Accordingly, under the bill the benefit of the grad-
uated rate structure is phased out beginning at $100,000 of taxable
income as compared to $1 million under present law. In addition,
the committee has simplified the present graduated rate structure
fi)lr corporations by reducing the number of brackets from five to
three.

Explanation of Provision

Under the bill tax would be imposed on corporations under the
schedule shown in the following table.

CoRPORATE Tax RaTEs IN CoMMITTEE BILL

Tax Rate

Taxable Income (percent)
Not over $50,000 .......cooeeeeiiiieieeeeeeeeereseeseeseersssesseesessesanes 15
Over $50,000 but not over $75,000........ccceovvvvrereererrrrerrereens 25
OVEr $T5,000 ... eeeeeseeeeeereeeeeeeeesesessesssessesnens 33

_ An additional 5-percent tax is imposed on a corporation’s taxable
income ir excess of $100,000. The maximum additional tax is
$11,000. This provision phases out the benefit of graduated rates
for corporations with taxable income between $100,000 and
$320,000; corporations with income in excess of $320,000, in effect,
will pay a flat tax at a 33-percent rate.

Effective Date

The revised corporate tax rates are fully effective for taxable
years beginning on or after July 1, 1987. Taxpayers having a tax-
able year that includes July 1, 1987, will be subject to a blended
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rate that reflects the lower rate for the portion of their year after
that date (see sec. 15).

Revenue Effect

The provision is estimated to reduce fiscal year budget receipts
by $8,092 million in 1987, $22,880 million in 1988, $30,591 million
in 1989, $32,564 million in 1990, and $33,854 million in 1991.

2. Dividends Received Deduction (sec. 611 of the bill and secs. 243-
246A of the Code)

Present Law

Under present law, corporations that receive dividends generally
are entitled to a deduction equal to 85 percent of the dividends re-
ceived (sec. 243(a)(1)). Dividends received from a small business in-
vestment company operating under the Small Business Investment
Act of 1958 (sec. 243(a)2)), and “qualifying dividends” received
from certain members of an affiliated group are eligible for a 100
percent dividends received deduction (sec. 243(a)3)). In addition,
pursuant to Treasury regulations, dividends received by one
member of an affiliated group filing a consolidated return from an-
other member of the group are not taxed currently to the recipient
(Treas. Reg. sec. 1.1502-14).

There are exceptions for certain dividends received by a U.S. cor-
poration from a foreign corporation and from certain other entities;
and the deduction is limited in certain other circumstances.

Reasons for Change

Under present law, dividends eligible for the 85 percent divi-
dends received deduction are taxed at a maximum rate of 6.9 per-
cent (15 percent of the top corporate rate of 46 percent). The com-
mittee does not believe that the reduction in corporate tax rates
generally should result in a significant reduction in this effective
rate. Thus, the dividends received deduction has been reduced to 80
percent, resulting in a maximum rate of 6.6 percent on dividends
subject to the reduced top corporate rate (20 percent of the top cor-
porate rate of 33 percent).

Explanation of Provision

Under the committee bill, the 85 percent dividends received de-
duction is lowered to 80 percent.

Effective Date

The reduction in the dividends received deduction is applicable to
dividends received or accrued after December 31, 1986 in taxable
years ending after such date.

Revenue Effect

The provision is estimated to increase fiscal year budget receipts
by $139 million in 1987, $217 million in 1988, $218 million in 1989,
$236 million in 1990, and $254 million in 1991.
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3. Dividend Exclusion for Individuals (Sec. 612 of the bill and sec.
116 of the Code)

Present Law

Under present law, the first $100 of qualified dividends.receiyed
by an individual shareholder ($200 by a married couple filing joint-
ly) from domestic corporations is excluded from income (sec. 116(a)).

The dividend exclusion for individuals does not apply to divi-
dends received from an organization that was exempt from tax
under section 501 or a tax-exempt farmers’ cooperative in either
the year of distribution or the preceding year (sec. 116(b)2)), divi-
dends received from a mutual savings bank that received a deduc-
tion for the dividend under section 591 (sec. 116(c)X1)), or t