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INTRODUCTION

This pamphlet,! prepared by the staff of the Joint Committee on
Taxation, ﬂrovides a description of the revenue provisions con-
tained in the President’s fiscal year 1997 budget proposal, as sub-
mitted to the Congress on March 19, 1996.2 The order of the de-
scriptions in this pamphlet generally follows the order in the Ad-
ministration’s statutory language. The Appendix shows the staff es-
Eiar(l)%tes of the President’s revenue proposals for fiscal years 1997

This document does not include a description of certain user fees
(other than IRS user fees) contained in the President’s fiscal year
1997 budget proposal that may or may not be considered to be in
the jurisdiction of the tax committees.3 -

* This pamphlet may be cited as follows: Joint Committee on Taxation, Description of Revenue
Provisions Contained in the President’s Fiscal Year 1997 Budget Proposal (Released on March
19, 1996) (JCS-2-96), March 27, 1996. )

2 See Department of the Treasury, General-Explanations of the Administration’s Revenue Pro-
posals, March 1996. Also, Office of Management and Budget, Budget of the United States Gov-
ernment, Fiscal Year 1997: Analytical Perspectives, H. Doc. 104-162/Vol. 3, pp. 35-48.

3 See Office of Management and Budget, Budget of the United States Government, Fiscal Year
1997: Analytical Perspectives, H. Doc. 104-162/Vol. 8, pp. 53-57.
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, 2
- 1. MIDDLE CLASS TAX RELIEF
. « A. Families _with Chlldren -
1. Credit for families with young children

Present Law
In general

' Present law does not provide tax credits based solely on the tax-

payer’s number of dependent children. Taxpayers with dependent
children, however, generally are able to claim a personal exemption
for each of these dependents. The total amount of personal exemp-
tions is subtracted (along with certain other items) from adjusted
gross income (AGI) in arriving at taxable income. The amount of
each personal exemption is $2,550 for 1996, and is adjusted annu-
ally for inflation. In 1996, the amount of the personal exemption
is phased out for taxpayers with AGI in excess of $117,950 for sin-
gle taxpayers, $147,450 for heads of household, and é176,950 for
married couples filing joint returns. These phaseout thresholds are
adjusted annually for inflation.

Mathematical or clerical errors

The Internal Revenue Service may summarily assess additional
tax due as a result of a mathematical or clerical error without
sending the taxpayer a notice of deficiency and giving the taxpayer
an opportunity to petition the Tax Court. Where the IRS uses the
summary assessment procedure for mathematical or clerical errors,
the taxpayer must be given an explanation of the asserted error
and a period of 60 days to request that the IRS abate its assess-
ment. The IRS may not proceed to collect the amount of the assess-
ment until the taxpayer has agreed to it or has allowed the 60-day
period for objecting to expire. If the taxpayer files a request for
abatement of the assessment specified in the notice, the IRS must
abate the assessment. Any reassessment of the abated amount is
subject to the ordinary deficiency procedures. The request for
abatement of the assessment is the only procedure a taxpayer may
use prior to paying the assessed amount in order to contest an as-
sessment arising out of a mathematical or clerical error. Once the
assessment is satisfied, however, the taxpayer may file a claim for
refund if he or she believes the assessment was made in error.

Description of Proposal

The proposal would provide taxpayers with a nonrefundable tax
credit of $300 for each qualifying child under the age of 13 (as of
the close of the calendar year in which the taxpayer’s taxable year
begins) for taxable years 1996, 1997 and 1998. The amount of the
credit would be increased to $500 for each qualifying child for tax-
able years beginning after December 31, 1998. This provision is
subject to the “tax cut sunset” provision of the President’s budget
proposal. If the tax cut sunset is triggered, the credit would not
apply to taxable years beginning after December 31, 2000.

The credit would be phased out ratably for taxpayers with AGI
over $60,000 and would be fully phased out at AGI of $75,000. In
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the case of a taxable year beginning after calendar year 1999, the
maximum credit and the beginning point of the phaseout range
would be indexed annually for inflation. For each year in which the
maximum amount of the credit exceeds $500, the size of the phase-
out range would be increased from $15,000 (i.e., $75,000 minus
$60,000) to 30 times the maximum amount of the credit in that

ear. For purposes of all these AGI tests, the taxpayer’s AGI would
ge increased by any amount otherwise excluded from gross income
under Code sections 911, 931, or 933 (relating to the exclusion of
income of U.S. citizens or residents living abroad; residents of
. Guam, the Northern Mariana Islands, and American Samoa; and
residents of Puerto Rico, respectively).

To be a qualifying child, an individual would have to satisfy a
relationship test, a dependency test, and an identification test. An
individual would satisfy the relationship test if the individual is a
son_or daughter of the taxpayer, a stepson or stepdaughter of the
taxpayer, or an adopted child of the taxpayer. An adopted child
would include a child who is legally adopted or who is placed with
the taxpayer by an authorized placement agency for adoption by
the taxpayer. A foster child also would satisfy the relationship test -
if, for the taxpayer’s entire taxable year, the foster child (1) is a
member of the taxpayer’s household and (2) has as his principal
place of abode the home of the taxpayer.

An individual would satisfy the dependency test if the individual
is a dei)endent of the taxpayer with respect to whom the taxpayer
is entitled to ¢laim a dependency deduction. ‘

An individual would satisfy the identification test if the individ-
ual’s taxpayer identification number is included on the taxpayer’s
return for such taxable year. Rules similar to those made applica-
ble by the Administration proposals to the earned income credit
would apply. If a taxpayer fails to provide a correct taxpayer identi-
fication number, such omission would be treated as a mathematical
or clerical error and thus any notification that the taxpayer owes
additional tax because of that omission would not be treated as a
notice of deficiency.

Effective Date

The proposal would be effective for taxable years beginning after
December 31, 1995. Pursuant to the “tax cut sunset” provision of
the proposal, the provision would be sunset effective December 31,
2000. Thus, the credit would not be available for taxable years be-
ginning after December 31, 2000. However, the President has pro-
posed that the provision be reinstated if the fiscal dividend for the
year 2000 is at least $20 billion.

2. Deduction for higher education expenses

Present Law

Taxpayers generally may not deduct education and training ex-
penses. However, a deduction for education expenses generally is
allowed under section 162 if the education or training (1) maintains
" .or improves a skill required in' a trade or business currently en-
gaged in by the taxpayer, or (2) meets the express requirements of
the taxpayer’s employer, or requirements of applicable law or regu-
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lations, imposed as a condition of continued employment (Treas.
Reg. sec. 1.162-5). Education expenses are not deductible if they
relate to certain minimum educational requirements or to edu-
cation or training that enables a taxpayer to begin working in a
new trade or business. In the case of an employee, education ex-
penses (if not reimbursed by the employer) may be claimed as an
itemized deduction only if such expenses relate to the employee’s
current job and only to the extent that the expenses, along with
other miscellaneous deductions, exceed two percent of the tax-
payer’s adjusted gross income (AGI). ,
Education expenses that are reimbursed by the employer are ex-
cludable from the employee’s gross income as a working condition
fringe benefit (sec. 132(d)) if the education qualifies as work related
under section 162. A special rule allowed an employee to exclude
from gross income up to $5,250 paid by his or her employer for edu-
cational assistance, regardless of whether the education’ main-
tained or improved a skill required by the employee’s current posi-
tion (sec. 127). That special rule for employer-provided educational
assistance expired after 1994. ‘
Another special rule (sec. 135) provides that interest earned on
a qualified U.S. Series EE savings bond issued after 1989 is exclud-
able from gross income if the proceeds of the bond upon redemption
do not exceed qualified higher education expenses paid by the tax-
payer during the taxable year.4 “Qualified higher education ex-
penses” include tuition and required fees for the enrollment or at-
tendance of the taxpayer, the taxpayer’s spouse, or a dependent of
the taxpayer at certain colleges, universities, or vocational schools.
The exclusion provided by section 135 is phased out for certain
higher-income taxpayers, determined by the taxpayer’s AGI during
the year the bond is redeemed. To prevent taxpayers from effec-
tively avoiding the income phaseout limitation through issuance of

bonds directly in the child’s name, section 135(c)(1XB) provides

that the interest exclusion is available only with respect to U.S. Se-
ries EE savings bonds issued to taxpayers who are at least 24
years old. ‘

Section 117 excludes from gross income amounts received as a
qualified scholarship by an individual who is a candidate for a de-
gree and used for tuition and fees required for the enrollment or
attendance (or for fees, books, supplies, and equipment required for
courses of instruction) at a primary, secondary, or post-secondary
educational institution. The tax-free treatment provided by section
117 does not extend to scholarship amounts covering regular living
expenses, such as room and board. There is, however, no dollar lim-
itation for the section 117 exclusion, provided that the scholarship
funds are used to pay for tuition and required fees. In addition to
the exclusion for qualified scholarships, section 117 provides an ex-
clusion from gross income for qualified tuition reductions for edu-
cation below the graduate level provided to employees of certain
educational organizations. .

4 If the aggregate redemption amount (i.e., principal plus interest) of all Series EE bonds re-
deemed by the taxpayer during the taxable year exceeds the qualified education expenses in-
curred, then the excludable portion of interest income is based on the ratio that the education
expenses bears to the aggregate redemption amount (sec. 135(b)).

+F

e
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Section 108(f) provides that gross income subject to Federal in-
come tax does not include amounts discharged from the cancella-
tion or discharge of certain student loans, provided that the dis-
charge was pursuant to a provision of the loan under which the in-
debtedness would be discharged if the individual worked for a cer-
tain period of time in certain professions for any of a broad class
of employers (e.g., providing health care services to a nonprofit or-
ganization). Student loans eligible for the section 108(f) exclusion
include any loan to an individual to assist the individual in attend-
ing a primary, secondary, or post-secondary educational institution,
but only if the loan was made by (1) the United States (or an in-
strumentality or agency thereof), (2) a State (or any political sub-
division thereof), (3) an educational organization that originally re-
ceived the funds from which the loan was made from the United
States or a State, or (4) certain tax-exempt public benefit corpora-
tions whose employees have been deemed to be public employees
under State law. As with section 117, there is no dollar limitation
for the section 108(f) exclusion. Section 108(f) applies to loans “to
assist the individual in attending an educational organization” and
is not restricted (in contrast to sec. 117) to amounts used for tuition
and required fees.

Currently, many States operate prepaid tuition programs, under
which the State sells a contract to an individual to pay future tui-
tion expenses of the individual (or a designated beneficiary) at a
State college or university. The IRS has taken the position that
beneficiaries of such prepaid tuition programs are subject to tax at
the time the tuition is paid on the value of the tuition less the cost
of the prepaid tuition contract (see LTR 8825027). In addition, in
Michigan v. United States, 40 F.3d 817 (6th Cir. 1994), the Sixth
Circuit held that the Michigan Education Trust, an entity created
by the State of Michigan to operate a prepaid tuition program, is
an agency or instrumentality of the State, and, thus, the invest-
ment income of the Trust is not subject to Federal income tax at
the Trust level. ;

~ Description of Proposal

A taxdpayer would be allowed an above-the-line deduction for
qualified higher education expenses paid during the taxable year
for the education or training of the taxpayer, the taxpayer’s spouse,
or the taxpayer’s dependents at an institution of higher education.
The deduction would be allowed in computing a taxpayer’s AGI and
could be claimed regardless of whether the taxpayer itemizes de-
ductions. In 1996, 1997, and 1998, the maximum deduction allowed
per taxpayer return would be $5,000. After 1998, the maximum de-
duction would be increased to $10,000. The deduction would be

hased out ratably for taxpayers with modified AGI between
570,000 and $90,000 ($100,000 and $120,000 for joint returns).
Modified AGI would be AGI (defined without respect to this pro-
posal) plus amounts otherwise excluded with respect to income
earned abroad (or income from Puerto Rico or U.S. possessions).
After 1999, the income phase-out ranges would be indexed for infla-
tion. A student would not be eligible to claim a deduction under the
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proposal on his or her tax return if that student could be claimed
as a dependent of another taxpayer.5

Pursuant to the “tax cut sunset” provision of the proposal, the
provision will be sunset effective December 31, 2000. Thus, the de-
duction for qualified higher education expenses would not be avail-
able for taxable years beginning after December 31, 2000. However,
the President has proposed that the provision be reinstated if the
fiscal dividend for the year 2000 is at least $20 billion.

Qualified higher education expenses would be defined as tuition
and fees required for the enrollment or attendance of an eligible
student (e.g., registration fees, laboratory fees, and extra charges
for particular courses) at an institution of higher education.
Charges and fees associated with meals, lodging, student activities,
athletics, insurance, transportation, and similar personal expenses
unrelated to a student’s academic course of instruction would not
be deductible. The expenses of education involving sports, games,
or hobbies would not be qualified higher education expenses unless
the education is part of a degree program (or relate to the student’s
current profession).

An “eligible student” would be one who is enrolled or accepted for
enrollment in a degree, certificate, or other program (including a
program of study abroad approved for credit by the institution at
which such student is enrolled) leading to a recognized educational
credential at an institution of higher education. The student must
pursue a course of study on at least a half-time basis or must be
enrolled in a course which enables the student to improve current
job skills or to acquire new job skills. In addition, the student can-
not be enrolled in an elementary or secondary school, and cannot
be a nonresident alien. Educational institutions would determine
what constituted a half-time basis for individual programs.

The term “institution of higher education” would be defined by
reference to section 481 of the Higher Education Act of 1965. Such
institutions must have entered into an agreement with the Depart-
ment of Education to participate in the student loan program. This
definition includes colleges and universities, and certain vocational
and proprietary institutions.

The amount of qualified higher education expenses (prior to the
application of the $5,000 or $10,000 deduction limitation) would be
reduced by educational assistance that is not required to be in-
cluded in the gross income of either the student or the taxpayer
claiming the deduction. Thus, qualified higher education expenses
would be reduced by scholarship or fellowship grants (received with
respect to the student for the taxable year) that are excludable
from gross income under section 117 and any educational assist-
ance received as veterans’ benefits.® Similarly, qualified higher
education expenses would be reduced by proceeds from Series EE
savings bonds that are excludable by the taxpayer under present-
law section 135 for the taxable year. However, no reduction would

5 If a taxpayer is married, the deduction would be available only if the taxpayer and his or
her spouse file a joint return for the taxable year the deduction is claimed.

8 For example, if during a taxable year, a taxpayer pays $8,500 for college tuition, but receives
a $4,000 tax-free scholarship to cover some of those same tuition expenses, the taxpayer would
be deemed to have paid $4,500 of “qualified higher education expenses” under the proposal.
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be required for a gift, bequest, devise or inheritance within the
meaning of section 102(a).

Qualified higher education expenses would be deductible in the
year the expenses are paid, subject to the requirement that the
education commences or continues during that year or during the
first three months of the next year. Qualified higher education ex-
penses paid with the proceeds of a loan generally would be deduct-
-ible (rather than repayment of the loan itself). Normal tax benefit
- rules would apply to refunds (and reimbursements through insur-
ance) of previously deducted tuition and fees.

:The proposal would not affect’ deductions claimed under any
other section of the Code, except that any amount deducted under
another section of the Code could not also be deducted under the
proposal

Eﬂ'ectweDate RN

The proposal would be effective for qualified ‘higher educatmn ex-
penses paid after December 31, 1995. Pursuant to the “tax cut sun-
set” provision of the proposal, the provision would be sunset effec-
tive December 31, 2000. Thus, the deduction for qualified higher
education expenses would not be available for taxable years begin-
ning after December 31, 2000. However, the President has pro-
posed that the provision be reinstated if the fiscal dividend for the
year 2000 is at least $20 billion. , )
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B. Provisions Relating to Individual Retirement Plans

Present Law

In general

Under certain circumstances, an individual is allowed a deduc-
tion for contributions to an individual retirement account or an in-
dividual retirement annuity (an “IRA”). An individual generally is
not subject to income tax on amounts held in an IRA, including
earnings on contributions, until the amounts are withdrawn from
the IRA. No deduction is permitted with respect to contributions
maj;le to an IRA for a taxable year after the IRA owner attains age
70%2. ‘

Under present law, the maximum deductible contribution that
can be made to an IRA generally is the lesser of $2,000 or 100 per-
cent of an individual’s compensation (earned income in the case of
self-employed individuals). A single taxpayer is permitted to make
the maximum deductible IRA contribution for a year if the individ-
ual is not an active participant in an employer-sponsored retire-
ment plan for the year or the individual has adjusted gross income
(“AGI”) of less than $25,000. A married taxpayer filing a joint re-
turn is permitted to make the maximum deductible IRA contribu-
tion for a year if neither spouse is an active participant in an em-

loyer-sponsored plan or the couple has combined AGI of less than

40,000.

If a single taxpayer or either spouse (in the case of a married
couple) is an active participant in an employer-sponsored retire-
ment plan, the maximum IRA deduction is phased out over certain
AGI levels. For single taxpayers, the maximum IRA deduction is
phased out between $25,000 and $35,000 of AGI. For married tax-

ayers, the maximum deduction is phased out between $40,000 and

50,000 of AGI.

Nondeductible IRA contributions

Individuals may make nondeductible IRA contributions to the ex-
tent deductible contributions are not allowed because of the AGI
phaseout and active participant rules. A taxpayer may also elect to
make nondeductible contributions in lieu of deductible contribu-
tions. Thus, any individual may make nondeductible contributions
up to the excess of (1) the lesser of $2,000 or 100 percent of com-
pensation over (2) the IRA deduction claimed by the individual. As
is the case with earnings on deductible IRA contributions, earnings
on nondeductible contributions are not subject to income tax until
withdrawn.

Taxation of withdrawals

Amounts withdrawn from IRAs (other than amounts that rep-
resent a return of nondeductible contributions) are includible in in-
come when withdrawn. '

To discourage the use of amounts contributed to an IRA for
nonretirement purposes, withdrawals from an IRA prior to age
59%%, death, or disability are generally subject to an additional 10-
percent income tax. The 10-percent tax is intended to recapture at
least a portion of the tax benefit of the IRA. The 10-percent tax
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does not apply to withdrawals that are part of a series of substan-.
tially equal periodic payments made for the life (or life expectancy)
of the taxpayer or the joint lives (or joint life expectancies) of the
taxpayer and the taxpayer’s designated beneficiary. A similar early
withdrawal tax applies to withdrawals from qualified retirement
plans. PR

Elective deferrals

Under a qualified cash or deferred arrangement, an individual
can elect to have compensation paid in cash or contributed to a tax-

qualified retirement plan. Amounts cont ibuted at

the employee are referred to as elective deferrals. Like other quali-
fied plan contributions, elective deferrals are not includible in in-
come until withdrawn from the plan. Qualified cash or deferred ar-
rangements are subject to the same rules applicable to qualified
plans generally, and are also subject to additional requirements.
One of these additional requirements is that the maximum amount
of elective deferrals that can be made in a year by an individual
is limited to $9,500 in 1996. This dollar limit is indexed for infla-

R s

tion in $500 increments. A similar limit applies to elec

! tive deferrals
under similar arrangements (e.g., tax-sheltered annuities).

Description of Proposal
In general

In general, the proposal would (1) increase the present-law in-
come limits (in two steps) on deductible IRA contributions and in-
crease the income phase-out range to $20,000 (so that, for married
taxpayers in 1996, 1997, and 1998, the income phase-out range
would be $70,000 to $90,000 of AGI, and $80,000 to $100,000 there-
after; and for single taxpayers in 1996, 1997, and 1998, the income
phase-out range would be $45,000 to $65,000 of AGI, and $50,000
to $70,000 thereafter); (2) index the $2,000 IRA contribution limit
in $500 increments, and index the income limits in $5,000 incre-
ments; (3) coordinate the IRA contribution limit with the elective

deferral limit; (4) create nondeductible tax-free IRAs called “S;

IRAs;” and (5) provide an exception from the 10-percent early with-
drawal tax for IRA distributions used for higher education ex-
penses, first-time homebuyer expenses, extraordinary medical ex-
penses (including long-term care expenses), and distributions to in-
dividuals who have been receiving unemployment compensation for
at least 12 weeks. The proposal would also provide that IRA assets
can be invested in qualified State prepaid tuition program instru-
ments. v ’

Deductibie IRA ,cpntribtit‘_iqns_,,’, .

The proposal would increase the income limits at which the max-
imum IRA deduction is phased out for active participants in em-
ployer-sponsored retirement plans in two steps. For married tax-
payers in 1996, 1997, and 1998, the income phase-out range would
be $70,000 to $90,000 of AGI, and $80,000 to $100,000 thereafter.
For single taxpayers in 1996, 1997, and 1998, the income phase-
out range would be $45,000 to $65,000 of AGI, and $50,000 to

the election of
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$70,000 thereafter. The income thresholds would be indexed for in-
flation in $5,000 increments, beginning after 1999.

The IRA deduction limit would be coordinated with the limit on
elective deferrals so that the maximum allowable IRA deduction for
a year could not exceed the excess of the elective deferral limit over
the amount of elective deferrals made by the individual.

The proposal would provide that the exception to the early with-
drawal tax for distributions after age 59%7 does not apply to
amounts that have been held in an IRA for less than 5 years.

~ Inflation adjustment for IRA contribution limit

The $2,000 IRA deduction limit would be indexed for inflation in
$500 increments, beginning after 1996.

Nondeductible tax-free IRAs

Under the proposal, individuals who are eligible to make deduct-
ible IRA contributions also would be eligible to make nondeductible
contributions to a Special IRA. Special IRAs generally would be
treated the same as IRAs, but also would be subject to special
rules. The IRA deduction limit and the limit on contributions to
Special IRAs would be coordinated. Thus, the maximum contribu-
tion that could be made in a year to a Special IRA would be the
excess of the IRA deduction limit applicable to the individual over
the amount of the individual’s deductible IRA contributions. Dis-
tributions from Special IRAs would not be includible in income to
the extent attributable to contributions that had been in the Spe-
cial IRA for at least five years. Withdrawals of earnings from Spe-
cial IRAs before five years would be subject to income tax, and also
would be subject to the 10-percent tax on early withdrawals unless
used for one of the special purposes described below (or a present-
law exception to the tax, other than the exception for distributions
after age 59V, applies). _

An individual whose AGI for a year does not exceed $100,000 for
married taxpayers and $70,000 for single taxpayers (both indexed
beginning in 1999 in $5,000 increments) could convert an existing
IRA into a Special IRA without being subject to the 10-percent tax
on early withdrawals. The amount transferred from the deductible
IRA to the Special IRA generally would be includible in the individ-
ual’s income in the year of the transfer.8 However, if a transfer is
made before 1998, the amount to be included in the individual’s in-
come with respect to the transfer would be spread evenly over four
taxable years.?

Special purpose withdrawals

The proposal would provide exemptions from the 10-percent early
withdrawal tax for distributions from IRAs or Special IRAs used
for certain special purposes. Penalty-free withdrawals would be
withdrawals (1) for qualified higher education expenses, (2). for ac-

7 Age 59% would be changed to age 59 under one of the proposals relating to pension sim-
plification. See part “IIl. Pension Simplification Provisions,” below.

8 The amount transferred would not be included in the taxpayer’s AGI for purposes of apply-
ing the income limits on IRA contributions to the taxpayer for the year of transfer.

9 In the case of such a transfer before 1998, the amount of such transfer would also be taken
into acco;ggt for purposes of the 15-percent excise tax on excess distributions ratably over a four-
year period. .
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quisition of a principal residence for a first-time homebuyer, (3) for
medical expenses (including long-term care expenses) in excess of
7.5 percent of AGI, and (4) made by individuals who have been re-
ceiv{{ng unemployment compensation for at least 12 consecutive
weeks.

Investment in qualified State prepaid tuition program in-
struments '

The proposal would provide that any IRA assets can be invested
in qualified State prepaid tuition program instruments, and would
also modify the Code’s prohibited transaction rules so that the in-
vestment in qualified State prepaid tuition program instruments is
not considered a prohibited transaction. A qualified State prepaid
tuition program instrument would be generally defined as an in-
strument issued under a State program that can be (1) converted
into some percentage of the tuition and fees (which would qualify
under the definition of qualified higher education expenses for pur-
poses of special purpose withdrawals as described above) if the ben-
eficiary under the instrument attends an institution of higher edu-
cation specified in the instrument, or (2) redeemed for an amount
not less than the purchase price (less any reasonable administra-
tive fees) if the instrument is not used for tuition and fees. The
designated beneficiary could be the account holder or the account
holder’s spouse, child, grandchild, or dependent of the account hold-
er. To the extent the instrument is converted into tuition and fees,
the account holder would be treated as receiving a distribution
equal to the cost of such tuition and fees as of the time of the con-
version. Further, such a deemed distribution would be treated as
a special purpose withdrawal for qualified higher education ex-
penses, and thus would not be subject to the 10 percent additional
tax on early withdrawals. The tax treatment of the deemed dis-
tribution would depend on whether the instrument is held by an
IRA or a Special IRA. ‘ .

Effective Date =

The proposal would generally be effective for taxable years begin-
ning after December 31, 1995, and would sunset effective December
31, 2000. In the case of Special IRAs, it is intended that the rules
in the proposal regarding income tax treatment of earnings and
distributions continue to apply with respect to contributions made
before the sunset date. Thus, earnings on such contributions would
accumulate tax-free and distributions attributable to contributions
that had been held for 5 years would not be includible in income,
even if the distribution occurs after December 31, 2000. The Presi-

dent has proposed that proposal be reinstated if the fiscal dividend
for the year 2000 is at least $20 billion.
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II. SMALL BUSINESS TAX RELIEF

1. Increase in deduction for health insurance expenses of
self-employed individuals

Present Law

Under present law, self-employed individuals can deduct up to 30
percent of the cost of health insurance expenses for themselves and
their spouse and dependents.

Description of Proposal

The proposal would increase the deduction for health insurance
expenses of self-employed individuals as follows: 35 percent in 1996
and 1997, 40 percent in 1998, 45 percent in 1999, and 50 percent
in 2000 and thereafter (subject to the conditions of the “tax cut
sunset” provision as indicated in Part VII).

Effective Date

The proposal would be effective for taxable years beginning after
December 31, 1995, and would sunset effective December 31, 2000.
Thus, the deduction for health insurance expenses of self-employed
individuals would be reduced to 30 percent in 2001 and thereafter. .
However, the President has proposed that the provision be rein-
stated if the fiscal dividend for the year 2000 is at least $20 billion.

2. Increase in expensing for small businesses

Present Law

In lieu of depreciation, a taxpayer with a sufficiently small
amount of annual investment may elect to deduct up to $17,500 of
the cost of qualifying property placed in service for the taxable year
(sec. 179).10 In general, qualifying property is defined as depre-
ciable tangible personal property that is purchased for use in the
active conduct of a trade or business. The $17,500 amount is re-
duced (but not below zero) by the amount by which the cost of
qualifying property placed in service during the taxable year ex-
ceeds $200,000. In addition, the amount eligible to be expensed for
a taxable year may not exceed the taxable income of the taxpayer
for the year that is derived from the active conduct of a trade or
business (determined without regard to this provision). Any
amount that is not allowed as a deduction because of the taxable
income limitation may be carried forward to succeeding taxable
years (subject to similar limitations).

Description of Proposal

The proposal would increase the $17,500 amount allowed to be
expensed under Code section 179 to $25,000 (subject to the condi-
tions of the “tax cut sunset” provision). The increase would be
phased in as follows:

10 The amount permitted to be expensed under Code section 179 is increased by up to an
additional $20,000 for certain property placed in service by a business located in an
empowerment zone (sec. 1397A).



#

13

Taxable year beginning in— g;’::;‘il:g'
1996 eovvceeerrians e nmasesesne  $19,000
1997 ........ eereereeniens "~ 90,000
1998 ...ovoonrienne. e T TTTR1,000
1999 ....... ceeeeerrsesens 722,000
2000 .eorvorrrerieeens “93,000
2001 ...ooeiiiienrrrereanen 24,000

2002 and thereafter ..........oovorevmrssemseesossreesesmsosenn 25,000

Effective Date

The proposal would be effective for property placed in service in
taxable years beginning after December 31, 1995, subject to the
phase-in schedule set forth above. Pursuant to the “tax cut sunset”
provision of the proposal, this provision would be sunset effective
for taxable years beginning after December 31, 2000. Thus, the

maximum expensing allowed under section 179 would revert to

$17,500 for property placed in service in taxable years beginning
after December 31, 2000. However, the President has proposed that
the provision be reinstated if the fiscal dividend for the year 2000
is at least $20 billion. ‘

3. Modify estate tax provisions for closely held businesses

Present Law

In general, the estate tax is due within nine months of a dece-
dent’s death. Under Code section 6166, an executor generally may
elect to pay the Federal estate tax attributable to an interest in a

closely held business in installments over, at most, a 14-year pe-

riod. If the election is made, the estate pays only interest for the
first four years, followed by up to 10 annual installments of prin-
cipal and interest. Interest is generally imposed at the rate applica-
ble to underpayments of tax under section 6621 (i.e., the Federal
short-term rate plus 3 percentage points). Under section 6601(j),
however, a special low 4-percent interest rate applies to the
amount of deferred estate tax attributable to the first $1,000,000
in value of the closely-held business. All interest paid on the de-
ferred estate tax is allowed as a deduction against either the estate
tax or the estate’s income tax obligation. If the deduction is taken
against the estate tax, supplemental returns must be filed each
year to recompute the value of the taxable estate. '

To qualify for the installment payment election, the business
must be an active trade or business and the value of the decedent’s
interest in the closely held business must exceed 35 percent of the
decedent’s adjusted gross estate. An interest in a closely held busi-
ness includes: (1) any interest as a proprietor in a business carried
on as a proprietorship; (2) any interest in a partnership carrying
on a trade or business if the partnership has 15 or fewer partners,
or if at least 20 percent of the partnership’s assets are included in
determining the decedent’s gross estate; or (3) stock in a corpora-
tion if the corporation has 15 or fewer shareholders, or if at least
20 percent of the value of the voting stock is included in determin-
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ing the decedent’s gross estate. In general, the installment pay-
ment election is available only if the estate directly owns an inter-
est in a closely held active trade or business. Under a special rule,
however, an executor may elect to look through certain non-pub-
licly traded holding companies that own stock in a closely held ac-
tive trade or business, but if the election is made, neither the five-
year deferral (i.e., the provision that requires no principal pay-
ments until the fifth year) nor the special four-percent rate applies.

If the installment payment election is made, a special estate tax
lien applies to any property on which tax is deferred for the install-
ment payment period.

Description of Proposal

The proposal would increase the amount of value in a closely
held business that would be eligible for the special low interest
rate, from $1,000,000 to $2,500,000. Interest paid on the deferred
estate tax would not be deductible for estate or income tax pur-
poses, but the 4-percent rate would be reduced to 2 percent, and
the deferred estate tax on any value of a closely held business in
excess of $2,500,000 would be subject to interest at a rate equal to
45 percent of the usual rate applicable to tax underpayments.

The proposal also would expand the availability and benefits of
the holding company exception to include partnerships that func-
tion as holding companies, and would clarify and expand the non-
readily tradeable stock requirement to include non-publicly traded
‘partnerships. In addition, an estate using the holding company ex-
ception (as modified by the proposal) would be able to take advan-
tage of the five-year deferral and special 2-percent rate, thus pro-
viding the same relief to closely held businesses whether owned di-
rectly or through holding companies. ;

Finally, the proposal would authorize the Secretary of the Treas-
ilry to accept security arrangements in lieu of the special estate tax
ien,

Effective Date

The proposal would apply to the estates of decedents dying after
December 31, 1996. Estates that are deferring estate tax under
current law could make a one-time election to use the lower inter-
est rates and forgo the interest deduction.



&

15

II1. PENSION SIMPLIFICATION PROVISIONS DU

A. Increased Access to Pension ;l?la,ns;_ I

1. Establishment of National Employee Savings Trusts
(“NESTs”) o B

‘ Present Law

Present law does not contain rules relating to National Employee
Savings Trusts (“NESTs”). However, present law provides several
ways in which individuals can save for retirement on a tax-favored
basis. These include employer-sponsored retirement plans that
meet the requirements of the Internal Revenue Code (a “qualified:
plan”) and individual retirement arrangements (“IRAs”). Although
employees can earn significant retirement benefits under employer-
sponsored retirement plans, in order to receive tax-favored treat-
ment, such plans must comply with a variety of rules, including
complex nondiscrimination and administrative rules (including top-
heavy rules). Such plans are also subject to certain requirements
under the labor law provisions of the Employee Retirement Income
Security Act of 1974 (“ERISA”). ' o

IRAs are not subject to the same rules as qualified plans, but the
amount that can be contributed in any year is significantly less.
The maximum deductible IRA contribution for a year is limited to
$2,000. Distributions from IRAs and employer-sponsored retire-
ment plans are generally taxable when made. In addition, distribu-
tions prior to age 59% generally are subject to an additional 10-
percent early withdrawal tax. =~ =~ T /

Contributions to an IRA can also be made by an employer on be-
half of employees under a simplified employee pension (“SEP”) or
a salary reduction SEP (“SARSEP”). Under SARSEPs, which are
not qualified plans, employees can elect to have contributions made
to the SARSEP or to receive the contributions in cash. The amount
the employee elects to have contributed to the SARSEP is not cur-
rently includible in income. The annual amount an employee can
elect to contribute to a SARSEP is limited to $9,500 for 1996. This
dollar limit is indexed for inflation in $500 increments. The election
to have amounts contributed to a SARSEP or received in cash is_

available only if at least 50 percent of the eligible employees of the.

employer elect to have amounts contributed to the SARSEP. In ad-
dition, such election is available for a taxable year only if the em-
ployer maintaining the SARSEP had 25 or fewer eligible employees
at all times during the prior taxable year. Elective deferrals under
SARSEPs are subject to a special nondiscrimination test. =~
Under_one type of qualified plan that can be maintained by an
employer, employees can elect to reduce their taxable compensation
and have nontaxable contributions made to the plan. Such con-
tributions are called elective deferrals, and the plans which allow
such contributions are called qualified cash or deferred arrange-
ments (or “401(k) plans”). Like SEPs, the maximum annual
amount of elective deferrals that can be made by an individual is
$9,500 for 1996. A special nondiscrimination test applies to elective
deferrals. An _employer may make contributions based on an em-

ployee’s elective contributions. Such contributions are called match-
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-ing contributions, and are subject to a special nondiscrimination
test similar to the special nondiscrimination test applicable to elec-
tive deferrals.

Description of Proposal
In general

The proposal would create a simplified retirement plan for small
business called the NEST. NEST plans could be adopted by em-

loyers who employed 100 or fewer employees earning at least
55,000 in comgensation for the preceding year and who do not
maintain another employer-sponsored retirement plan that pro-
vides for elective or employer matching _contributions. Under a
NEST plan, contributions on behalf of an employee would be made
to an IRA. A NEST plan would not be subject to the nondiscrimina-
tion rules generally applicable to qualified plans (including the top-
heavy rules) and simplified reporting requirements would apply.

Within limits, contributions to a NEST plan would not be taxable ‘

until withdrawn. 4
Establishment of NEST plans

In general

A NEST plan would allow employees to make elective contribu-
tions to an IRA. Employee elective contributions could not exceed
the greater of $5,000 or one half the elective deferral limit which
applies to section 401(k) plans ($9,500 for 1996).

nder the proposal, tﬁe employer would be required to satisfy
one of two contribution formulas. Under the nonelective contribu-
tion formula, the employer would be required to make a 3 percent
of compensation nonelective contribution on behalf of each eligible
employee with at least $5,000 in compensation. An employer could
elect a lower compensation threshold, provided such compensation
threshold is applied uniformly to all eligible employees. An em-
ployer would be permitted to make discretionary nonelective con-
tributions above the amount required under the nonelective con-
tribution formula (or, in addition to the nonelective contribution re-
quired under the matching contribution formula described below),
provided such contributions are made on a uniform basis and do
not exceed 5 percent of compensation.

Under the matching contribution formula, the employer would
have to make a matching contribution on behalf of each eligible
employee that is equal to (1) 100 percent of the employee’s elective
contributions up to 3 percent of compensation, and (2) at least 50
percent (and no greater than 100 percent) of the employee’s elective
contributions from 3 to 5 percent of compensation. In addition to
making a matching contribution, an employer complying with the
matching contribution formula would be required to make a 1 per-
cent of compensation nonelective contribution on behalf of each eli-
gible employee with at least $5,000 in compensation, although, as
with the nonelective contribution formula, the employer could elect
a lower compensation threshold provided it is applied uniformly to
all eligible employees. o

An employer would be required to elect a contribution formula
prior to any year and would be required to notify eligible employees
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" of the formula selected before the employee election period for the

year (described below).

Employers who employed 100 or fewer employees with at least
$5,000 in compensation for the preceding year, and who do not cur-
rently maintain a qualified plan providing for either employee elec-
tive contributions or employer matching contributions (including a
tax-sheltered annuity plan under section 403(b)), could establish
NEST accounts for their employees. Under a special rule, employ-
ers would be given a 2-year grace period to maintain a NEST plan
once they are no longer eligible.

Each employee of the employer who received at least $5,000 in
compensation from the employer during two consecutive prior years
and who is at least age 21 would have to be eligible to participate
in the NEST plan. Nonresident aliens and _employees covered
under a collective bargaining agreement would not have to be eligi-
ble to participate in the NEST plan. Self-employed individuals
could participate in a NEST plan. An employer could choose to.
apply less stringent eligibility requirements, provided such require-
ments are applied on a uniform basis. o o

All contributions to an employee’s NEST account would have to
be fully vested. ) o .

A NEST account would have to prohibit the distribution of con-
tributions made for a year (and income allocable thereto) during
the 2-year period beginning on the first day of such year.

Tax treatment of NEST accounts, contributions, and distribu-
tions . . , peefhaitititod

Contributions to a NEST account generally would be deductible
by the employer. If the employer maintains another plan, contribu-
tions made under the NEST plan would be taken into account for
purposes of the limits on deductible contributions, although the
contribution under the NEST plan would not by itself be subject to
such deduction limits. Similarly, the contributions under the NEST
plan would not be subject to the limits on contributions and bene-
fits under section 415. However, to the extent the employer main-
tains another plan, the contributions would be taken into account
in applying the section 415 limit to such other plan. o

Contributions to a NEST account would be excludable from the

employee’s income. NEST accounts, like IRAs, would not be subject
to tax. Distributions from a NEST account generally would be
taxed under the rules applicable to IRAs. Thus, distributions would
be includible in income when withdrawn and early withdrawals

" from a NEST account generally would be subject to the 10-percent

early withdrawal tax applicable to IRAs. Tax-free trustee-to-trustee
transfers could be made from a NEST account to another NEST ac-
o or to an TRA. 1rom a InEm L A e M A e S

Administrative requirements

Each eligible employee could elect, within the 30 days of first be-
coming eligible to participate in the NEST plan, to participate for
the year. Further, each eligible employee could elect, within the 60-
day period before the beginning of any year, to participate in the
NEST plan and to modify any previous elections regarding the
amount of contributions. Employees would have to be allowed to
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terminate participation in the NEST plan at any time during the
year (i.e., to stop making elective deferrals). The plan could provide
that an employee who terminates participation could not resume
participation until the following year. A plan could permit (but
would not be required to permit) an individual to make other
changes to his or her salary reduction contribution election during
the year (e.g., reduce contributions).

In the case of elective contributions, the employer would be re-
quired to make such contributions to an employee’s NEST account
no later than the date on which such contributions would be re-
quired to be made if such contribution were elective deferrals
under a section 401(k) plan. In the case of employer nonelective or
matching contributions, the employer generally would be required
to make such contributions to an employee’s NEST account within
45 days following the last day of the calendar quarter for which the
contributions are to be made. If the employer applies a compensa-
tion threshold for nonelective contributions, a special rule would
apply with respect to contributions on behalf of employees who
have not yet reached such threshold for a year.

Except as provided by the Secretary, an employer would gen-
erally be permitted to suspend all NEST contributions (i.e., all em-
ployee elective, employer matching, and employer nonelective con-
tributions) at any time during the year after notifying eligible em-
ployees in writing at least 30 days before such suspension. Only
one suspension would be allowed during any year. Such suspension
would apply to contributions with respect to compensation earned
after the effective date of the suspension.

An employer would be permitted to designate a NEST account
tru(sitetlelto which distributions on behalf of eligible employees are
made.

Reporting requirements

Trustee requirements.—The trustee of a NEST account would be
required each year to prepare, and provide to the employer main-
taining the NEST plan, a summary description containing the fol-
lowing basic information about the plan: the name and address of
the employer and the trustee; the requirements for eligibility; the
benefits provided under the plan; the time and method of making
salary reduction elections; and the procedures for and effects of,
withdrawals (including rollovers) from the NEST account. At least
once a year, the trustee would also be required to furnish an ac-
count statement to each individual maintaining a NEST account.
In addition, the trustee would be required to file an annual report
with the Secretary. A trustee who fails to provide any of such re-
ports or descriptions would be subject to a penalty of $50 per day

11 Simplified reporting requirements would apply to NEST plans under Title I of the Em-
ployee Retirement Income Security Act of 1974 (“ERISA”). While the fiduciary provisions con-
tained in Title I of ERISA generally would apply to a NEST plan, certain exceptions from fidu-
ciary liability would apply where NEST plan participants are notified of their rights to transfer
funds to another NEST account or IRA, Assuming such notice is provided, the employer would
not be subject to fiduciary liability under Title I of ERISA resulting from either the designation
of the NEST account trustee or the manner in which the assets in the NEST account are in-
vested upon the earlier of (1) an affirmative election with respect to the initial investment of
any contributions, (2) a rollover contribution (via a trustee-to-trustee transfer) to another NEST
account or IRA, or (3) one year after the NEST account is established.

*

b Y
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until such failure is corrected, unless the failure is due to reason-
able cause. ‘
Employer reports.—The employer maintaining a NEST plan
would not be required to make any reports to the government. The
employer would be required to notify each employee of the employ-
ee’s opportunity to make salary reduction contributions under the_
plan as well as the contribution formula chosen by the employer
immediately before the employee becomes eligible to make such .
election. This notice must include a copy of the summary descrip-
tion prepared by the trustee. An employer who fails to provide such
notice would be subject to a penalty of $50 per day on which such
failure continues, unless the failure is due to reasonable cause.

Definitions

For purposes of the rules relating to NEST plans other than for
purposes of determining who is an eligible employer or eligible em-
ployee, compensation would be compensation required to be re-
ported by the employer on Form W-2, plus any elective deferrals
of the employee. For purposes of determining who is an eligible em-
ployer or eligible employee, compensation would be compensation
required to be reported by the employer on Form W-2 regardless
of any elective deferrals. In the case of a self-employed individual,
compensation would be net earnings from self employment. For all
purposes, compensation in excess of $150,000 in any year could not
be taken into account. “Employer” would include the employer and
related employers. Related employers would include trades or busi-
nesses under common control (whether incorporated or not), con-
trolled groups of corporations, and affiliated service groups. In ad-
dition, the leased employee rules would apply.

Effective Date

The proposal }elating to NEST plans would be effective for years
beginning after December 31, 1996.

2. Tax-exempt organizations eligible under section 401(k)

Present Law

Under present law, tax-exempt and State and local government
organizations are generally prohibited from establishing qualified
cash or deferred arrangements (sec. 401(k) plans). Qualified cash or
deferred arrangements (1) of rural cooperatives, (2) adopted by
State and local governments before May 6, 1986, or (3) adopted by
tax-exempt organizations before July 2, 1986, are not subject to
this prohibition.

Description of Proposal

The proposal would allow (1) nongovernmental tax-exempt orga-
nizations and (2) Indian tribal governments, their subdivisions,
agencies, and instrumentalities and any corporation at least 50
percent of which (by vote or value) is owned by an Indian tribal
government, to maintain qualified cash or deferred arrangements.
The proposal would retain the present-law prohibition against the
maintenance of cash or deferred arrangements by State and local
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governments, except to the extent it may apply to Indian tribal
governments. :

Effective Date

The proposal would be effective for plan years beginning after
December 31, 1996.
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B. Simplified Distribution Rules

Present Law

In general, a distribution of benefits from a tax-favored retire-
ment arrangement (i.e., a qualified plan) generally is includible in
gross income in the year it is paid or distributed under the rules
relating to the taxation of annuities. A qualified plan includes a
qualified pension plan, a qualified annuity plan, and a tax-shel-
tered annuity contract (sec. 403(b) annuity).

Lump-sum distributions

Lump-sum distributions from qualified plans and annuities are:
eligible for special 5-year forward averaging. In general, a lump-
sum distribution is a distribution within one taxable year of the
balance to the credit of an employee that becomes payable to the
recipient first, on account of the death of the employee, second,
after the employee attains age 59%2 third, on account of the em-
ployee’s separation from service, or fourth, in the case of self-em-
ployed individuals, on account of disability. Lump-sum treatment is
not available for distributions from a tax-sheltered annuity. '

A taxpayer is permitted to make an election with respect to a
lump-sum distribution received on or after the employee attains
age 59% to use 5-year forward income averaging under the tax
rates in effect for the taxable year in which the distribution is
made. In general, this election allows the taxpayer to pay a sepa-
rate tax on the lump-sum distribution that approximates the tax
that would be due if the lump-sum distribution were received in 5
equal installments. If the election is made, the taxpayer is entitled
to deduct the amount of the lump-sum distribution from gross in-
come. Only one such election on or after age 59% may be made
with respect to any employee.

Recovery of basis

Amounts received as an annuity under a qualified plan generally
are includible in income in the year received, except to the extent
they represent the return of the recipient’s investment in the con-
tract (i.e., basis). Under present law, a pro-rata basis recovery rule
generally applies, so that the portion of any annuity payment that
represents nontaxable return of basis is determined by applying an
exclusion ratio equal to the employee’s total investment in the con-
tract divided by the total expected payments over the term of the
annuity. o .

Under a simplified alternative method provided by the IRS, the
taxable portion of qualifying annuity payments is determined
under a simplified exclusion ratio method. =~ | S

In no event can the total amount excluded from income as non-
taxable return of basis be greater than the recipient’s total invest-
ment in the contract. ) . o ‘

Required distributions

Present law provides uniform minimum distribution rules gen-
erally applicable to all types of tax-favored retirement vehicles, in-
cluding qualified plans and annuities, IRAs, and tax-sheltered an-
nuities. ' o
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Under present law, a qualified plan is required to provide that
‘the entire interest of each participant will be distributed beginning
no later than the participant’s required beginning date (sec.
401(aX9)). The required beginning date is generally April 1 of the
calendar year following the calendar year in which the plan partici-
pant or IRA owner attains age 70%. In the case of a governmental
plan or a church plan, the required beginning date is the later of
first, such April 1, or second, the April 1 of the year following the
year in which the participant retires.

Description of Proposal

Lump-sum distributions

The proposal would repeal 5-year averaging for lump-sum dis-
‘tributions from qualified plans. Thus, the proposal would repeal
the separate tax paid on a lump-sum distribution and also would
repeal the deduction from gross income for taxpayers who elect to
pay the separate tax on a lump-sum distribution. The proposal
V\}ouécslspreserve the transition rules adopted in the Tax Reform Act
of 1986.

Recovery of basis

The proposal would provide that basis recovery on payments
from qualified plans generally is determined under a method simi-
lar to the present-law simplified alternative method provided by
the IRS. The portion of each annuity payment that represents a re-
turn of basis would beq equal to the employee’s total basis as of
the annuity starting date, divided by the number of anticipated
“monthly payments under the following table: _

Age Number of

payments
Not more than 55 ' 360
56-60 310
61-65 260
66-70 210
More than 70 - 160

Required distributions

The proposal would modify the rule that requires all participants
in qualified plans to begin distributions by age 70% without regard
to whether the participant is still employed by the employer and
generally would replace it with the rule in effect prior to the Tax
Reform Act of 1986. Under the proposal, distributions generally
would be required to begin by April 1 of the calendar year following
the later of (1), the calendar year in which the employee attains
age 70;12 or (2), the calendar year in which the employee retires.
However, in the case of a 5-percent owner of the employer, dis-
tributions would be required to begin no later than the April 1 of

12 Another proposal (described below) would eliminate references to Vz. years, and therefore
would change all references to age 70% for purposes of the minimum distribution rules to age
70.
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the calendar year following the year in which the 5-percent owner
attains age 70. o o

In addition, in the case of an employee (other than a 5-percent
owner) who retirés in a calendar year after attaining age 70, the
proposal generally would require the employee’s accrued benefit to.
be actuarially increased to take into account the period after age
70 in which the employee was not receiving benefits under the
plan. Thus, under the proposal, the employee’s accrued benefit
would be required to reflect the value of benefits that the employee
would have received if the employee had retired at age 70 and had
begun receiving benefits at that time, _ e -

The actuarial adjustment rule and the rule requiring 5-percent
owners to begin distributions after attainment of age 70 would not
apply, under the proposal, in the case of a governmental plan or
church plan. '

Eﬂ"ec\tive Dates
Lump-sum distributions

The proposal would be effective for taxable years'beéinniﬁg'“a'f‘tér
December 31, 1998. '

Recovery of basis

_The proposal would be effective with respect to annuity starting
dates after December 31, 1996. T R ' ‘

Required distributions

The proposal would be effective for years beginning after Decem-
ber 319 1996. ) » R e Rt A RO S
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C. Nondiscrimination Provisions

1. Definition of highly compensated employees and family
aggregation rules

Present Law
Definition of highly compensated employee

An employee, including a self-employed individual, is treated as
highly compensated if, at any time during the year or the preceding
year, the employee (1) was a 5-percent owner of the employer, (2)
received more than $100,000 (for 1996) in annual compensation
from the employer, (3) received more than $66,000 (for 1996) in an-
nual compensation from the employer and was one of the top-paid
20 percent of employees during the same year, or (4) was an officer
of the employer who received compensation in excess of $60,000
(for 1996). If, for any year, no officer has compensation in excess
of the threshold, then the highest paid officer of the employer is
treated as a highly compensated employee.

Family aggregation rules

A special rule applies with respect to the treatment of family
members of certain highly compensated employees for purposes of
the nondiscrimination rules applicable to qualified plans. Under
the special rule, if an employee is a family member of either a 5-
percent owner or 1 of the top-10 highly compensated employees by
compensation, then any compensation paid to such family member
and any contribution or benefit under the plan on behalf of such
family member is aggregated with the compensation paid and con-
tributions or benefits on behalf of the 5-percent owner or the highly
compensated employee in the top-10 employees by the compensa-
tion. Therefore, such family member and employee are treated as
a single highly compensated employee. An individual is considered
- a family member if, with respect to an employee, the individual is
a spouse, lineal ascendant or descendant, or spouses of a lineal as-
cendant or descendant of the employee.

Similar family aggregation rules apply with respect to the
$150,000 (for 1996) limit on compensation that may be taken into
account under a qualified plan {sec. 401(a)(17)) and for deduction
purposes (sec. 404(1)). However, under such provisions, only the
spouse of the employee and lineal descendants of the employee who
have not attained the age 19 are taken into account. ,

Description of Proposal
Definition of highly compensated employee

Under the proposal, an employee would be treated as highly com-
pensated if the employee (1) was a 5-percent owner of the employer
at any time during the year or the preceding year or (2) had com-
pensation for the preceding year in excess of $80,000 (indexed for
inflation). The proposal would also repeal the rule requiring the
h{ghest paid officer to be treated as a highly compensated em-
ployee.
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Family aggregation rules
The proposal would repeal the family aggregation rules.

Effective Dates

The proposals would be effective for years beginning after De-
cember 31, 1996.

2. Modification of additional participation requirements

Present Law

Under present law, a plan is not a qualified plan unless it bene-
fits no fewer than the lesser of (1) 50 employees of the employer
or (2) 40 percent of all employees of the employer (sec. 401(a)26)).

Description of Proposal

The proposal would provide that the minimum participation rule
applies only to defined benefit pension plans. In addition, the pro-
posal would provide that a defined benefit pension plan does not
satisfy the rule unless it benefits no fewer than the lesser of first,
50 employees or second, the greater of (1) 40 percent of all employ-
ees of the employer or (2) two employees (one employee if there is
only one employee).

Effective Date

The proposal would be effective for plan years beginning after
December 31, 1996.

3. Nondiscrimination rules for qualified cash or deferred ar-
rangements and matching contributions

Present Law

Under present law, a special nondiscrimination test applies to
qualified cash or deferred arrangements. The special non-
discrimination test is satisfied if the actual deferral percentage
(“ADP”) for eligible highly compensated employees for a plan year
is equal to or less than either (1) 125 percent of the ADP of all
nonhighly compensated employees eligible to defer under the ar-
rangement or (2) the lesser of 200 percent of the ADP of all eligible
nonhighly compensated employees or such ADP plus 2 percentage
. points. o o
. Employer matching contributions and after-tax employee con-
tributions under qualified defined contribution plans are subject to
a special nondiscrimination test (the actual contribution percentage
(“ACP”) test) similar to the special nondiscrimination test applica-
ble to qualified cash or deferred arrangements. Employer matching
contributions. that satisfy certain requirements can be used to sat-
isfy the ADP test, but, to the extent so used, such contributions
cannot be considered when calculating the ACP test.

A plan that would otherwise fail to meet the special non-
discrimination test for qualified cash or deferred arrangements is
not treated as failing such test if excess contributions (with alloca-
bie income) are distributed to the employee or, in accordance with

P T . Y- . )
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Treasury regulations, recharacterized as after-tax employee con-
tributions. For purposes of this rule, in determining the amount of
excess contributions and the employees to whom they are allocated,
the elective deferrals of highly compensated employees are reduced
in the order of their actual deferral percentage beginning with
those highly compensated employees with the highest actual defer-
ralbpercentages. A similar rule applies to employer matching con-
tributions.

Description of Proposal

Prior-year data

The proposal would modify the special nondiscrimination tests
applicable to elective deferrals and employer matching and after-
tax employee contributions to provide that the maximum permitted
ADP (and ACP) for highly compensated employees for the year
would be determined by reference to the ADP (and ACP) for
nonhighly compensated employees for the preceding, rather than
the current, year. A special rule would apply for the first plan year.

Alternatively, under the proposal, an employer would be allowed
to elect to use the current year ADP (and ACP). Such an election
could be revoked only as provided by the Secretary.

Safe harbor for cash or deferred arrangements

The proposal would provide that a cash or deferred arrangement
satisfies the special nondiscrimination tests if the plan satisfies one
of two contribution requirements and satisfies a notice require-
ment.

A plan would satisfy the contribution requirements under the
safe harbor rule for qualified cash or deferred arrangements if the
plan either (1) satisfies a matching contribution requirement, or (2)
the employer makes a nonelective contribution to a defined con-
tribution plan of at least 3 percent of an employee’s compensation
on behalf of each nonhighly compensated employee who is eligible
to participate in the arrangement without regard to whether the
employee makes elective contributions under the arrangement.

A plan would satisfy the matching contribution requirement if,
under the arrangement: (1) the employer makes a nonelective con-
tribution on behalf of each nonhighly compensated employee equal
to 1 percent of compensation; (2) the employer makes a matching
contribution on behalf of each nonhighly compensated employee
that is equal to (a) 100 percent of the employee’s elective contribu-
tions up to 3 percent of compensation and (b) 50 percent of the em-
ployee’s elective contributions from 3 to 5 percent of compensation;
and (3) the rate of match with respect to any elective contribution
for highly compensated employees is not greater than the rate of
match for nonhighly compensated employees.

Alternatively, if the rate of matching contribution with respect to
any rate of elective contribution requirement is not equal to the
percentages described in the preceding paragraph, the matching
contribution requirement would be deemed to be satisfied if (1) the
rate of an employer’s matching contribution does not increase as an
employee’s rate of elective contribution increase and (2) the aggre-
gate amount of matching contributions at such rate of elective con-
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tribution at least equals the aggregate amount of matching con-
tributions that would be made if matching contributions satisfied
the above percentage requirements. :

Employer matching and nonelective contributions. used to satisfy
the contribution requirements of the safe harbor rules would be re-
quired to be nonforfeitable and subject to the restrictions on with-
drawals that apply to an employee’s elective deferrals under a
qualified cash or deferred arrangement.

The notice requirement would be satisfied if each employee eligi-
ble to participate in the arrangement is given written notice, with-
in a reasonable period before any year, of the employee’s rights and
obligations under the arrangement.

Alternative method of satisfying special nondiscrimination
test for matching contributions

The proposal would provide a safe harbor method of satisfying
the special nondiscrimination test applicable to employer matching
contributions. Under this safe harbor, a plan would be treated as
meeting the special nondiscrimination test if (1) the plan meets the
contribution and notice requirements applicable under the safe har-
bor method of satisfying the special nondiscrimination requirement
for qualified cash or deferred arrangements, and (2) the plan satis-
fies a special limitation on matching contributions.

The limitation on matching contributions would be satisfied if:
(1) the employer matching contributions on behalf of any employee
may not be made with respect to employee contributions or elective
deferrals in excess of 6 percent of compensation; (2) the rate of an
employer’s matching contribution does not increase as the rate of
an employee’s contributions or elective deferrals increase; and (3)
the matching contribution with respect to any highly compensated
employee at any rate of employee contribution or elective deferral
is not greater than that with respect to an employee who is not
highly compensated.

Any after-tax employee contributions made under the qualified
cash or deferred arrangement would continue to be tested under
the ACP test. Employer matching and nonelective contributions
used to satisfy the safe harbor rules for qualified cash or deferred
arrangements could not be considered in calculating such test.

Distribution of excess contributions and excess aggregdte
contributions

The proposal would provide that the total amount of excess con-
tributions (and excess aggregate contributions) is determined as
under present law, but the distribution of excess contributions (and
excess aggregate contributions) would be required to be made on
the basis of the amount of contribution by, or on behalf of, each
highly ccmpensated employee. Thus, excess contributions (and ex-
cess aggregate contributions) would be deemed attributable first to
those highly compensated employees who have the greatest dollar
amount of elective deferrals.

Effective Dates

The fproposals relating to use of prior-year data and the distribu-
tion of excess contributions and excess aggregate contributions
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would be effective for plan years beginning after December 31,
1996. The safe harbor for qualified cash or deferred arrangements
and the alternative method of satisfying the special nondiscrimina-
tion test for matching contributions would be effective for plan
years beginning after December 31, 1998.

4. Definition of compensation for purposes of the limits on
contributions and benefits

Present Law

Present law imposes limits on contributions and benefits under
qualified plans based on the type of plan. For purposes of these
limits, present law provides that the definition of compensation
generally does not include elective employee contributions to cer-
tain employee benefit plans.

Description of Proposal

The proposal would provide that elective deferrals to section
401(k) plans and similar arrangements, amounts deferred under
nonqualified deferred compensation plans of tax-exempt employers
and State and local governments (sec. 457 plans), and salary reduc-
tion contributions to a cafeteria plan are considered compensation
for purposes of the limits on contributions and benefits.

Effective Date

The proposal would be effective for years beginning after Decem-
ber 31, 1996.

5. Uniform retirement age

Present Law

A qualified plan generally must provide that payment of benefits
under the plan must begin no later than 60 days after the end of
the plan year in which the participant reaches age 65. Also, for
purposes of the vesting and benefit accrual rules, normal retire-
ment age generally can be no later than age 65. For purposes of
applying the limits on contributions and benefits (sec. 415), Social
Security retirement age is generally used as retirement age. The
Social Security retirement age as used for such purposes is pres-
ently age 65, but is scheduled to gradually increase.

Description of Proposal

The proposal would provide that for purposes of the general non-
discrimination rule (sec. 401(a)(4)) the Social Security retirement
age (as defined in sec. 415) is a uniform retirement age and that
subsidized early retirement benefits and joint and survivor annu-
ities are not treated as not being available to employees on the

“same terms merely because they are based on an employee’s Social
Security retirement age (as defined in sec. 415).
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Effective Date

The proposal would be effective for plan years beginning after
December 31, 1996.



30

D. Miscellaneous Pension Simplification
1. Plans covering self-employed individuals

Present Law

Prior to the Tax Equity and Fiscal Responsibility Act of 1982
(“TEFRA”), different rules applied to retirement plans maintained
by incorporated employers and unincorporated employers (such as
partnerships and sole proprietors). In general, plans maintained by
unincorporated employers were subject to special rules in addition
to the other qualification requirements of the Code. Most, but not
all, of this disparity was eliminated by TEFRA. Under present law,
certain special aggregation rules apply to plans maintained by
owner employees of unincorporated businesses that do not apply to
other qualified plans (sec. 401(d)(1) and (2)).

Description of Proposal

The proposal would eliminate the special aggregation rules.that
apply to plans maintained by self-employed individuals that do not
apply to other qualified plans.

Effective Date

The proposal would be effective for plan years beginning after
. December 31, 1996.

2. Elimination of special vesting rule for multiemployer
plans

Present Law

Under present law, except in the case of multiemployer plans, a
plan is not a qualified plan unless a participant’s employer-pro-
vided benefit vests at least as rapidly as under one of two alter-
native minimum vesting schedules. A plan satisfies the first sched-
ule if a participant acquires a nonforfeitable right to 100 percent
of the participant’s accrued benefit derived from employer contribu-
tions upon the participant’s completion of 5 years of service. A plan
satisfies the second schedule if a participant has a nonforfeitable
right to at least 20 percent of the participant’s accrued benefit de-
rived from employer contributions after 3 years of service, 40 per-
cent at the end of 4 years of service, 60 percent at the end of 5
years of service, 80 percent at the end of 6 years of service, and
100 percent at the end of 7 years of service.

In the case of a multiemployer plan, a participant’s accrued bene-
fit derived from employer contributions is required to be 100-per-
cent vested no later than upon the participant’s completion of 10
years of service. This special rule applies only to employees covered
by the plan pursuant to a collective bargaining agreement.

Description of Proposal

The proposal would conform the vesting rules for multiemployer
plans to the rules applicable to other qualified plans.
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Effective Date

The proposal would be effective for plan years beginning on or
after the earlier of (1) the later of January 1, 1997, or the date on
which the last of the collective bargaining agreements pursuant to
whick the plan is maintained terminates, or {2) January 1, 1999,
withdrespect to participants with an hour of service after the effec-
tive date.

8. Distributions under rural cooperative plans

Present Law

A qualified cash or deferred arrangement can permit withdraw-
als of employee elective deferrals only after the earlier of (1) the
participant’s separation from service, death, or disability, (2) termi-
nation of the arrangement, or (3) in the case of a profit-sharing or
stock bonus plan, the attainment of age 59%% or the occurrence of
a hardship of the participant. In the case of a money purchase pen-
sion plan, including a rural cooperative plan, in-service withdraw-
als by participants cannot occur upon attainment of age 59%2 or
upon hardship. ‘

Description of Proposal

The proposal would provide that a rural cooperative plan that in-
cludes a cash or deferred arrangement may permit in-service dis-
tributions to plan participants after the attainment of age 59%% or
on account of hardship.

Effective Date

The proposal would be effective for distributions after the date of
enactment.

4. Treatment of multiemployer and governmental plans
under section 415

Present Law

Present law imposes limits on contributions and benefits under
qualified plans based on the type of plan (sec. 415). In the case of
defined benefit pension plans, the limit on the annual retirement
benefit is the lesser of (1) 100 percent of compensation or (2)
$120,000 (indexed for inflation). The dollar limit is reduced in the
case of early retirement or if the employee has less than 10 years
of plan participation.

Certain special rules apply to State and local governmental plans
under which such plans may provide benefits greater than those
permitted by the limits on benefits applicable to plans maintained
by private employers.

Description of Proposal

The proposal would make the following modifications to the lim-
its on contributions and benefits as applied to multiemployer and
governmental plans:



32

(1) the 100 percent of compensation limitation on defined
benefit pension plan benefits would not apply; and

(2) the early retirement reduction and the 10-year phase-
in of the defined benefit pension plan dollar limit would
not apply to certain disability and survivor benefits.

The proposal would also permit State and local government em-
ployers to maintain excess benefit plans without regard to the lim-
its on unfunded deferred compensation arrangements of State and
local government employers (sec. 457).

Effective Date

The proposal would apply to multiemployer plans for years be-
ginning after December 31, 1996, and to governmental plans for
years beginning after December 31, 1995.

5. Excess benefits plans of tax-exempt organizations

Present Law

Present law places limits on the amount that can be deferred an-
nually under an unfunded deferred compensation arrangement of
a tax-exempt organization (a “section 457 plan”) to $7,500.

Description of Proposal

The proposal would provide that excess benefit arrangements of
tax-exempt organizations are not subject to the $7,500 limit on an-
nual deferrals under a section 457 plan. An excess benefit arrange-
ment would be defined as a plan maintained solely to provide bene-
fits in excess of the limits on contributions and benefits (sec. 415)
applicable to qualified plans.

Effective Date

The proposal would be effective for years beginning after Decem-
ber 31, 1996.

6. Contributions on behalf of disabled employees

Present Law

Under present law, an employer may elect to continue deductible
contributions to a defined contribution plan on behalf of an em-
ployee who is permanently and totally disabled. For purposes of the
limit on annual additions (sec. 415(c)), the compensation of a dis-
abled employee is deemed to be equal to the annualized compensa-
tion of the employee prior to the employee’s becoming disabled.
Contributions are not permitted on behalf of disabled employees
who were officers, owners, or highly compensated before they be-
came disabled.

Description of Proposal

The proposal would provide that the special rule for contributions
on behalf of disabled employees is applicable without an employer
election and to highly compensated employees if the defined con-
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tribution plan provides for the continuation of contributions on be-
half of all participants who are permanently and totally disabled.

" " Effective Date

The proposal would be effective for years beginning after Decem-
ber 31, 1996. '

7. Treatment of deferred compensation plans of State and
local governments and tax-exempt organizations

Preser;i Law

Under a section 457 plan, an employee who elects to defer the
receipt of current compensation is taxed on the amounts deferred
when such amounts are paid or made available. The maximum an-
nual deferral under such a plan is the lesser of (1) $7,500 or (2)
33-1/3 percent of compensation (net of the deferral).

Amounts deferred under a section 457 plan may not be made
available to an employee before the earlier of (1) the calendar year
in which the participant attains age 70%2, (2) when the participant
is separated from the service with the employer, or (3) when the
participant is faced with an unforeseeable emergency.

Benefits under a section 457 plan are not treated as made avail-
able if the participant may elect to receive a lump sum payable
after separation from service and within 60 days of the election.
This exception is available only if the total amount payable to the
participant under the plan does not exceed $3,500 and no addi-
tional amounts may be deferred under the plan with respect to the
participant.

Description of Proposal

The proposal would make three changes to the rules governing
section 457 plans.
(1) The proposal would permit in-service distributions of ac-
counts that do not exceed $3,500 under certain circumstances.
(2) The proposal would increase the number of elections that
can be made with respect to the time distributions must begin
under the plan.
(3) The proposal would provide for indexing (in $500 incre-
ments) of the dollar limit on deferrals.

Effective Date

The proposal would be effective for years beginning after Decem-
ber 31, 1996. '

8. Trust requirement for deferred compensation plans of
State and local governments

Present Law

Until deferrals under a section 457 plan are made available to
a plan participant, such amounts deferred, all property and rights
purchased with such amounts, and all income attributable to such
amounts, property, or rights must remain solely the property and
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rights of the employer, subject only to the claims of the employer’s
general creditors.

Description of Proposal

Under the proposal, all amounts deferred under a section 457
plan maintained by a State and local governmental employer would
have to be held in trust (or custodial account or annuity contract)
for the exclusive benefit of employees. The trust (or custodial ac-
count or annuity contract) would be provided tax-exempt status.
Amounts would not be considered made available merely because
they are held in a trust, custodial account, or annuity contract.

Effective Date

The proposal generally would be effective with respect to
amounts held on or after the date of enactment. In the case of
amounts deferred before the last day of the first calendar quarter
beginning after the close of the first regular session of the State
- legislature beginning after the date of enactment, a trust would not
have to be established by reason of the proposal before such last
day. In the case of a State that has a 2-year legislative session,
each year of such session would be deemed to be a separate regular
session of the State legislature.

9. Assumptions for adjusting certain benefits of defined ben-
efit plans for early retirement ‘

Present Law

The Retirement Protection Act of 1994, enacted as part of the im-
plementing legislation for the General Agreement on Tariffs and
Trade (“GATT”), modified the actuarial assumptions that must be
used in adjusting benefits and limitations. In general, in adjusting
a benefit that is payable in a form other than a straight life annu-
ity and in adjusting the dollar limitation if benefits begin before
Social Security retirement age 62, the interest rate to be used can-
not be less than the greater of 5 percent or the rate specified in
the plan. Under the Retirement Protection Act, if the benefit is
payable in a form subject to the requirements of section 417(e)3),
then the interest rate on 30-year Treasury securities is substituted
for 5 percent. Also under the Retirement Protection Act, for pur-
poses of adjusting any limit or benefit, the mortality table pre-
scribed by the Secretary must be used.

This provision of the Retirement Protection Act is generally effec-
tive as of the first day of the first limitation year beginning in
1995.

Description of Proposal

The proposal would repeal the Retirement Protection Act provi-
sion which requires that if the benefit is payable in a form subject
to the requirements of section 417(e)(3) (e.g., a lump sum), then the
interest rate to be used to reduce the section 415 dollar limit on
benefits that begin before age 62 cannot be less than the greater
of the rate on 80-year Treasury securities or the rate specified in
the plan. Consequently, regardless of the form of benefit, the inter-
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est rate to be used could not be less than the greater of 5 percent
or the rate specified in the plan.

Effective Date

The proposal would be effective as if included in the Retirement
Protection Act.

10. Application of elective deferral limit to section 403(b)
contracts

- Present Law

A tax-sheltered annuity plan must provide that elective deferrals
made under the plan on behalf of an employee may not exceed the
annual limit on elective deferrals ($9,500 for 1996). Plans that do
not comply with this requirement may lose their tax-favored status.

Description of Proposal

Under the proposal, each tax-sheltered annuity contract, not the
tax-sheltered annuity plan, would have to provide that elective de-
ferrals made under the contract may not exceed the annual limit
on elective deferrals.

Effective Date

The proposal would be effective for years beginning after Decem-
ber 31, 1996.

11. Repeal of combined plan limit

Present Law.

Present law provides limits on contributions and benefits under
qualified retirement plans based on the type of plan ( i.e., based on
whether the plan is a defined contribution plan or a defined benefit
pension plan). An overall limit applies if an individual is a partici-
pant in both a defined benefit pension plan and a defined contribu-
tion plan (called the combined plan limit).

Description of Propesal
The proposal would repeal the combined plan limit.

Effeciive Date
The proposal repealing the combined plan limit would be effec-
tive with respect to years beginning after December 31, 1998.
12. Tax on prohlblted transactions
Present Law

Present law prohibits certain transactions (prohibited trans-
actions) between a qualified pension plan and a disqualified person
in order to prevent persons with a close relationship to the quali-
fied plan from using that relationship to the detriment of plan par-
ticipants and beneficiaries. A two-tier excise tax is imposed on pro-
hibited transactions. The initial level tax is equal to 5 percent of
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the amount involved with respect to the transaction. If the trans-
action is not corrected within a certain period, a tax equal to 100
percent of the amount involved may be imposed.

Description of Proposal

The proposal would increase the initial-level prohibited trans-
action tax from 5 percent to 10 percent.

Effective Date

The proposal would be effective with respect to prohibited trans-
actions occurring after the date of enactment.

13. Treatment of leased employees

Present Law

An' individual (a leased employee) who performs services for an-
other person (the recipient) may be required to be treated as the
recipient’s employee for various employee benefit provisions, if the
services are performed pursuant to an agreement between the re-
cipient and any other person (the leasing organization) who is oth-
erwise treated as the individual’s employer (sec. 414(n)). The indi-
vidual is to be treated as the recipient’s employee only if the indi-
vidual has performed services for the recipient on a substantially
full-time basis for a year, and the services are of a type historically
performed by employees in the recipient’s business field.

An individual who otherwise would be treated as a recipient’s
leased employee will not be treated as such an employee if the indi-
vidual participates in a safe harbor plan maintained by the leasing
organization meeting certain requirements. Each leased employee
is to be treated as an employee of the recipient, regardless of the
existence of a safe harbor plan, if more than 20 percent of an em-
ployer’s nonhighly compensated workforce are leased.

-Description of Proposal

Under the proposal, the present-law “historically performed” test
would be replaced with a new test under which an individual
would not be considered a leased employee unless the individual’s
services are performed under significant direction or control by the
service recipient.

Effective Date

The proposal would be effective for years beginning after Decem-
ber 31, 1996, except that the changes would not apply to relation-
ships that have been previously determined by an IRS ruling not
to involve leased employees. :

14. Uniform penalty provisions to apply to certain pension
reporting requirements

Present Law

Any persbn who fails to file an information report with the IRS
on or before the prescribed filing date is subject to penalties for
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each failure. A different, flat-amount penalty applies for each fail-
ure to provide information reports to the IRS or statements to pay-
ees relating to persion payments. '

Description of Proposal

The proposal would incorporate into the general penalty struc-
ture the penalties for failure to provide information reports relating
to pension payments to the IRS and to recipients.

Effective Date

The proposal would be effective with respect to returns and
statements the due date for which is (determined without regard
to extensions) after December 31, 1996.

15. Full funding limitation of multiemployer plans

Present Law

Under the Internal Revenue Code, subject to certain limitations,
an employer may make deductible contributions to a defined bene-
fit pension plan up to the full funding limitation. The full funding
limitation is generally defined as the excess, if any, of (1) the lesser
of (a) the accrued liability under the plan (including normal cost)
or (b) 150 percent of the plan’s current liability, over (2) the lesser
of (a) the fair market value of the plan’s assets, or (b) the actuarial
value of the plan’s assets (sec. 412(c)(7)).

Plans subject to the minimum funding rules are required to
make an actuarial valuation of the plan not less frequently than
annually.

Description of Proposal

The proposal would provide that the 150 percent of current liabil-
ity limitation does not apply to multiemployer plans. In addition,
the pronosal would replace the present-law annual valuation re-
quirement for multiemployer plans and instead would require that
valuations of such plans be made at least every 3 years.

Effective Date

The proposal would apply to plan years beginning after Decem-
ber 31, 1996.

16. Elimination of partial termination rules for multiem-
ployer plans

Present Law

Under present law, when a qualified retirement plan is termi-
nated, all plan participants are required to become 100 percent
vested in their accrued benefits to the extent those benefits are
funded. In order to prevent an employer from evading this rule
simply by amending the plan to exclude nonvested employees or by
laying off nonvested employees before terminating the pian, a
qualified retirement plan must also provide that, upon a “partial
termination,” all affected employees must become 100 percent vest-
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ed in their benefits accrued to the date of the termination, to the
extent the benefits are funded (sec. 411(d)(3)).

Whether a partial termination has occurred in a particular situa-
tion is generally based on the specific facts and circumstances of
that situation, including the exclusion from the plan of a group of
employees who have previously been covered by the plan, by reason
of 2 plan amendment or severance by the employer. In addition, if
a defined benefit plan stops or reduces future benefit accruals
under the plan, a partial termination is deemed to occur if, as a
result, a potential reversion of plan assets to the employer is cre-
ated or increased.!3

Description of Proposal

Under the proposal, the requirement that affected participants
become 100 percent vested in their accrued benefits (to the extent
funded) upon the partial termination of a qualified retirement plan
would not apply with respect to multiemployer plans.

Eﬁ'ective Date

The proposal would be effective for partial terminations that
begin after December 31, 1996.

17. Elimination of half-year requirements

Present Law

In general, distributions from qualified retirement plans and in-
dividual retirement arrangements (“IRAs”) prior to age 59% are
subject to a 10 percent additional tax on early withdrawals (sec.
72(t)). In addition, under certain plans (such as a section 401(k)
plan), distributions before age 59% are generally prohibited.
Present law also requires that certain minimum distributions from
IRAs and qualified retirement plans must begin by the required be-
ginning date, which is generally April 1 of the year following the
year the participant reaches age 70%5.

Description of Proposal

Under the proposal, for purposes of the provisions described
above, all references to age 59%: would be changed to age 59, and
all references to age 70%2 would be changed to age 70.

Effective Date

The proposal would be effective for years beginning after Decem-
ber 31, 1996.

18. Treatment of certain veterans’ reemployment rights
Present Law

Under the Uniformed Services Employment and Reemployment
Rights Act of 1994 (“USERRA”), Pub. L. No. 103-353, 38 U.S.C.
4301, ff., which revised and restated the Federal law protecting

13 Treas. Reg. sec. 1.411(d)-2(b).
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" veterans’ reemployment rights, an employee who leaves a civilian
job for qualified military service generally is entitled to be reem-
ployed by the civilian employer if the individual returns to employ-
ment within a specified time period. In addition to reemployment
rights, a returning veteran also is entitled to the restoration of cer-
tain pension, profit sharing and similar benefits that would have
accrued, but for the employee’s absence due to the qualified mili-
tary service.

USERRA generally provides that for a reemployed veteran serv-
ice in the uniformed services is considered service with the em-
ployer for retirement plan benefit accrual purposes, and the em-
ployer that reemploys the returning veteran is liable for funding
any resulting cbligation. USERRA also provides that the reem-
ployed veteran is entitled to any accrued benefits that are contin-
gent on the making of, or derived from, employee contributions or
elective deferrals only to the extent the reemployed veteran makes
payment to the plan with respect to such contributions or deferrals.
No such payment may exceed the amount the reemployed veteran
would have been permitted or required to contribute had the per-
son remained continuously employed by the employer throughout
the period of uniformed service. Under USERRA, any such pay-
ment to the plan must be made during the period beginning with
the date of reemployment and whose duration is three times the
reemployed veteran’s period of uniform service, not to exceed five
years.

Under the Internal Revenue Code, overall limits are provided on
contributions and benefits under certain retirement plans. For ex-
ample, the maximum amount of elective deferrals that can be made
by an individual into a qualified cash or deferred arrangement in
any taxable year is limited to $9,500 for 1996 (sec. 402(g)). Annual
additions with respect to each participant under a qualified defined
contribution plan generally are limited to the lesser of $30,000 (for
1996) or 25 percent of compensation (sec 415(c)). Annual deferrals
with respect to each participant under an eligible deferred com-

ensation plan (sec. 457) generally are limited to the lesser of
57 ,500 or 33V percent of includible compensation. There is no pro-
vision under present law that permits contributions or deferrals to
exceed these and other annual limits in the case of contributions
with respect to a reemployed veteran. I

Other requirements for which there is no special provision for
contributions with respect to a reemployed veteran include the
limit on deductible contributions and the qualified plan non-
dislcrimination, coverage, minimum participation, and top heavy
rules.

Description of Proposal

The proposal would provide special rules in the case of certain
contributions (“make-up contributions”) with respect to a reem-
ployed veteran that are required or authorized under USERRA.
The proposal would apply to contributions made by an employer or .
employee to an individual account plan or to contributions made by
an employee to a defined benefit plan that provides for employee
contributions.
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Under the proposal, if any make-up contribution is made by an
employer or employee with respect to a reemployed veteran, then
such contribution would not be subject to the generally applicable
plan contribution limits (i.e., secs. 402(g), 402(h), 403(b), 408, 415,
or 457) or the limit on deductible contributions (i.e., secs. 404(a) or
404(h)) as applied with respect to the year in which the contribu-
tion is made. In addition, the make-up contribution would not be
taken into account in applying the plan contribution or deductible
contribution limits to any other contribution made during the year.
However, the amount of any make-up contribution could not exceed
the aggregate amount of contributions that would have been per-
mitted under the plan contribution and deductible contribution lim-
its for the year to which the contribution relates had the individual
continued to be employed by the employer during the period of uni-
formed service. :

Under the proposal, a plan to which a make-up contribution is
made on account of a reemployed veteran would not be treated as
failing to meet the qualified plan nondiscrimination, coverage, min-
imum participation, and top heavy rules (ie., secs. 401(a)(4),
401(a)(26), 401(k)(3), 401(k)(11), 401(m), 403(b)(12), 408(kX3),
408(k)(6), 408(p), 410(b), or 416) by reason of the making of such
contribution. Consequently, for purposes of applying the require-
ments and tests associated with these rules, make-up contributions
would not be taken into account either for the year in which they
are made or for the year to which they relate.

Under the proposal, a special rule would apply in the case of
make-up contributions of salary reduction, employer matching, and
after-tax employee amounts. A plan that provides for elective defer-
rals or employee contributions would be treated as meeting the re-
quirements of USERRA if the employer permits reemployed veter-
ans to make additional elective deferrals or employee contributions
under the plan during the period which begins on the date of reem-
ployment and has the same length as the lesser of (1) the period
of the individual’s absence due to uniformed service multiplied by
three or (2) five years.

The employer would be required to match any additional elective
deferrals or employee contributions at the same rate that would
have been required had the deferrals or contributions actually been
made during the period of uniformed service. Additional elective
deferrals, employer matching contributions, and employee contribu-
tions would be treated as make-up contributions for purposes of the
rule exempting such contributions from qualified plan non-
discrimination, coverage, minimum participation, and top heavy
rules as described above.

The proposal would clarify that USERRA does not require (1)
any earnings to be credited to an employee with respect to any con-
tribution before such contribution is actually made or (2) any
make-up allocation of any forfeiture that occurred during the pe-
riod of uniformed service.

The proposal also would provide that the plan loan, plan quali-
fication, and prohibited transaction rules will not be violated mere-
ly because a plan suspends the repayment of a plan loan during
a period of uniformed service. A conforming amendment to the pro-
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hibited transaction rules in the Employee Retirement Income Secu-
rity Act of 1974 (“ERISA”) would also be made. . ;

The proposal also would define compensation to be used for pur-
poses of determining make-up contributions and would conform the
rules contained in the Code with certain rights of reemployed vet-
erans contained in USERRA pertaining to employee benefit plans.

Effective Date

The proposal would be effective as of Degembef 12, 1994, the ef-
fective date of the benefits-related provisions of USERRA.

19. Date for adoption of plan amendments

Present Law

Plan amendments to reflect amendments to the law generally
must be made by the time prescribed by law for filing the income
tax return of the employer for the employer’s taxable year in which
the change in law occurs.

Description of Proposal

The proposal would generally provide that any amendments to a
plan or annuity contract required by the pension simplification pro-
posals would not be required to be made before the end of the first
plan year beginning on or after January 1, 1998. The date for
amendments would be extended to the end of the first plan year
beginning on or after January 1, 1999, in the case of a govern-
mental plan.

Effective Date ,
The proposal would be effective on the date of enactment.
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IV. EMPOWERMENT ZONES AND ENTERPRISE
COMMUNITIES; “BROWNFIELDS”

1. Additional empowerment zones and enterprise commu-
nities '

Present Law

In general

Pursuant to the Omnibus Budget Reconciliation Act of 1993
(OBRA 1993), the Secretaries of the Department of Housing and
Urban Development (HUD) and the Department of Agriculture des-
ignated a total of nine empowerment zones and 95 enterprise com-
munities on December 21, 1994. As required by - law, six
empowerment zones are located in urban areas (with aggregate
population for the six designated urban empowerment zones lim-
ited to 750,000) and three empowerment zones are located in rural
areas.? Of the enterprise communities, 65 are located in urban
areas and 30 are located in rural areas (sec. 1391). Designated
empowerment zones and enterprise communities were required to
satisfy certain eligibility criteria, including specified poverty rates
and population and geographic size limitations (sec. 1392).

The following tax incentives are available for certain businesses
located in empowerment zones: (1) a 20-percent wage credit for the
first $15,000 of wages paid to a zone resident who works in the
zone; (2) an additional $20,000 of section 179 expensing for “quali-
fied zone property” placed in service by an “enterprise zone busi-
ness” (accordingly, certain businesses operating in empowerment
zones are allowed up to $37,500 of expensing); and (3) special tax-
exempt financing for certain zone facilities (described in more de-
tail below).

The 95 enterprise communities are eligible for the special tax-ex-
empt financing benefits but not the other tax incentives available
in the nine empowerment zones. In addition to these tax incen-
tives, OBRA 1993 provided that Federal grants would be made to
designated empowerment zones and enterprise communities.

The tax incentives for empowerment zones and enterprise com-
munities generally will be available during the period that the des-
ignation remains in effect, i.e., a 10-year period. .

Definition of “qualified zone property”

Present-law section 1397C defines “qualified zone property” as
depreciable tangible property (including buildings), provided that:
(1) the property is acquired by the taxpayer (from an unrelated
party) after the zone or community designation took effect; (2) the
original use of the property in the zone or community commences
with the taxpayer; and (3) substantially all of the use of the prop-
erty is in the zone or community in the active conduct of a trade
or business by the taxpayer in the zone or community. In the case
of property which is substantially renovated by the taxpayer, how-

14 The six designated urban empowerment zones are located in New York City, Chicago, At~
lanta, Detroit, Baltimore, and Philadelphia-Camden (New Jersey). The three designated rural
empowerment zones are located in Kentucky Highlands (Clinton, Jackson, Wayne counties, Ken-
tucky), Mid-Delta Mississippi (Bolivar, Holmes, Humphreys, Leflore counties, Mississippi), and
Rio Grande Valley Texas (Cameron, Hidalgo, Starr, Willacy counties, Texas).
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ever, the property need not be acquired by the taxpayer after zone
or community designation or originally used by the taxpayer within
the zone or community if, during any 24-month period after zone
or community designation, the additions to the taxpayer’s basis in
the property exceed 100 percent of the taxpayer’s basis in the prop-
erty at the beginning of the period, or $5,000 (whichever is great-
er).

Definition of “enterprise zone business”

Present-law section 1397B defines the term “enterprise zone
business” as a corporation or partnership (or proprietorship) if for
the taxable year: (1) the sole trade or business of the corporation
or partnership is the active conduct of a qualified business within
an empowerment zone or enterprise community; (2) at least 80 per-
cent of the total gross income is derived from the active conduct of
a “qualified business” within a zone or community; (3) substantially
all of the business’s tangible property is used within a zone or com-
munity; (4) substantially all of the business’s intangible property is
used in, and exclusively related to, the active conduct of such busi-
ness; (5) substantially all of the services performed by employees
are performed within a zone or community; (6) at least 35 percent
of the employees are residents of the zone or community; and (7)
no more than five percent of the average of the aggregate
unadjusted bases of the property owned by the business is attrib-
utable to (a) certain financial property, or (b) collectibles not held
primarily for sale to customers in the ordinary course of an active
trade or business. :

A “qualified business” is defined as any trade or business other
than a trade or business that consists predominantly of the devel-
opment or holding of intangibles for sale or license.1® In addition,
the leasing of real property that is located within the empowerment
zone or community to others is treated as a qualified business only
if (1) the leased property is not residential property, and (2) at
least 50 percent of the gross rental income from the real property
is from enterprise zone businesses. The rental of tangible personal
property to others. is not a qualified business unless substantially
all of the rental of such property is by enterprise zone businesses
or by residents of an empowerment zone or enterprise commumty

Tax-exempt financing rules

Tax-exempt private activity bonds may be issued to finance cer-
tain facilities in empowerment zones and enterprise communities.
These bonds, along with most private activity bonds, are subject to
an annual private activity bond State volume cap equal to $50 per
resident of each State, or (if greater) $150 million per State.

Qualified enterpr_lse zone facility bonds are bonds 95 percent or
more of the net proceeds of which are used to finance (1) “qualified
zone property” (as defined above) the principal user of which is an

15 Also, a qualified business does not include certain facilities described in section
144(c)(6)(BXe.g., massage parlor, hot tub facility, or liquor store) or certain large farms.
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“enterprise zone business” (alsc defined above 1€), or (2) function-
ally related and subordinate land iocated in the empowerment zone
or enterprise community. These bonds may only be issued while an
?mpowerment zone or enterprise community designation is in ef-
ect. :

The aggregate face amount of all qualified enterprise zone bonds
for each qualified enterprise zone business may not exceed $3 mil-
lion per zcne or community. In addition, total qualified enterprise
zone bond financing for each principal user of these bonds may not
exceed $20 million for all zones and communities.

Description of Proposal

Two additional empowerment zones with same tax incentives
as previously designated empowerment zones

The Secretary of HUD would be authorized to designate two ad-
ditional empowerment zones located in urban areas (thereby in-
creasing to eight the total number of empowerment zones located
in urban areas) with respect to which would apply the same tax in-
centives (i.e., the wage credit, additional expensing, and special
tax-exempt financing) as are available within the empowerment
zones authorized by OBRA 1993. The two additional empowerment
zones would be subject to the same eligibility criteria under
present-law section 1392 that applied to the original six urban
empowerment zones. In order to permit designation of these two
additional empowerment zones, the proposal would increase the
present-law 750,006 aggregate population cap applicable to
empowerment zones located in urban areas to a cap of one million
aggregate population for the eight urban empowerment zones. No
additional Federal grants would be authorized.

The two empowerment zones would be required to be designated
within 180 days after enactment, and the designations generally
would remain in effect for 10 years.

Designation of additional empoweriment zones and enterprise
communities

In addition, the proposal would authorize the Secretaries of HUD
and Agriculture to designate an additional 20 empowerment zones
(no more than 15 in urban areas and no more than five in rural
-areas) and an additional 80 enterprise communities (no more than
50 in urban areas and no more than 30 in rural areas).1?” With re-
spect to these additional empowerment zones and enterprise com-
munities, the present-law eligibility criteria would be expanded
slightly. First, the square mileage limitations of present law (i.e.,
20 square miles for urban areas and 1,000 for rural areas) would
be expanded to allow the empowerment zones to include an addi-
tional 2,000 acres and enterprise communities to include an addi-
tional 1,000 acres. This additional acreage, which could be devel-
oped for commercial or industrial purposes, would not be subject to
the poverty rate criteria and could be divided among up to three

16 For purposes of the tax-exempt financing rules, an “enterprise zone business” also includes
a business located in a zone or community which would qualify as an enterprise zone business
if it were separately incorporated.

17 Under the proposal, the five rural empowerment zones and 30 rural enterprise commu-
nities could include areas located within an Indian reservation.
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noncontiguous parcels. In addition, rather than applying the three-
tiered poverty rate criteria applicable under present law to
empowerment zones and enterprise communities, the additional 20
empowerment zones and 80 enterprise communities would be lim-
ited to census tracts with poverty rates of 25 percent or more.*8 For
this purpose, census tracts with populations under 2,000 would be
treated as satisfying the 25-percent poverty rate criteria if (1) at
least 75 percent of the tract was zoned for commercial or industrial
use and (2) the tract was contiguous to one or more other tracts
that actually have a poverty rate of 25 percent or more.

Within the 20 additional empowerment zones, qualified “enter-
prise zone businesses” would be eligible to receive up to $20,000 of
additional section 179 expensing1® and to utilize special tax-ex-
empt financing benefits. The Administration’s proposed
“brownfields” tax incentive (described elsewhere) also would be
available within all designated empowerment zones. Businesses
within the 20 additional empowerment zones would rnot, however,
be eligible to receive the present-law wage credit available within
the 11 other designated empowerment zones (i.e., the wage credit
would be available only in the nine present-law zones and two
urban zones designated under the first part of the proposal).

Within the 80 additional enterprise communities, qualified “en-
terprise zone businesses” would (as within the present-law enter-
prise communities) be eligible to utilize special tax-exempt financ-
ing benefits, as well as the “brownfields” tax incentives that applies
to all designated zones and communities.

The 20 additional empowerment zones and 80 additional enter-
prise communities would be required to be designated before 1998,
and the designations generally would remain in effect for 10 years.

Modification of definition of enterprise zone business

The proposal would modify the present-law requirement of sec-
tion 1397B that an entity may qualify as an “enterprise zone busi-
ness” only if (in addition to the other present-law criteria) at least
80 percent of the total gross income of such entity is derived from
the active conduct of a qualified business within an empowerment
zone or enterprise community. The proposal would liberalize this
present-law requirement by reducing the percentage threshold so
that an entity could qualify as an enterprise zone business if at
least 50 percent of the total gross income of such entity is derived
from the active conduct of a qualified business within an
empowerment zone or enterprise community (assuming that the
other criteria of section 1397B are satisfied).

In addition, the section 1397B would be modified so that rather
than requiring that “substantially all” tangible and intangible
property (and employee services) of an enterprise zone business be
used (and performed) within a designated zone or community, a
“substantial portion” of tangible and intangible property (and em-
ployee services) of an enterprise zone business would be required
to be used (and performed)) within a designated zone or commu-

18 In lieu of the poverty criteria, outmigration may be taken into account in designating a
limited number of new rural enterprise communities. ) .

19 However, the additional section 179 expensing would not be available within the additional
2,000 acres allowed to be included under the proposal within an empowerment zone.
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nity. Moreover, the proposal would further amend the section
1397B rule governing intangible assets so that a substantial por-
tion of an entity’s intangible property must be used in the active
conduct of a qualified business within a zone or community, but
there will be no need (as under present law) to determine whether
the use of such assets is “exclusively related to” such business.
However, the present-law rule of section 1397B(d)(4) would con-
tinue to apply, such that a “qualified business” would not include
any trade or business consisting predominantly of the development
or holding or intangibles for sale or license. The proposal also
would clarify that an enterprise zone business that leases to others
commercial property within a zone or community may rely on a les-
see’s certification that the lessee is an enterprise zone business. Fi-
nally, the proposal would provide that the rental to others of tan-
gible personal property shall be treated as a qualified business if
and only if at least 50 percent of the rental of such property is by
enterprise zone businesses or by residents of a zone or community
(rather than the present-law requirement that “substantially all”
tangible personal property rentals of an enterprise zone business
satisfy this test).

This modified “enterprise zone business” definition would apply
to all previously designated and newiy designated empowerment
zones and enterprise communities.

Tax-exempt financing rules

Exceptions to volume cap

The proposal would allow “new empowerment zone facility
bonds” to be issued for qualified enterprise zone businesses in the
20 additional empowerment zones authorized to be designated
under the proposal. These bonds would not be subject to the State
private activity bond volume caps or the special limits on issue size
applicable to qualified enterprise zcne facility bonds under present
law. The maximum amount of these bonds that could be issued
would be limited to $30,900,000 per rural zone, $140,000,000 per
urban zone with a population of less than 100,000, and
$240,000,000 per urban zone with a population of 100,000 or more.

Changes to certain rules applicable to beih empowerment
zone facility bonds and qualified enterprise community
facility bonds

Qualified enterprise zone businesses located in newly designated
empowerment zones and enterprise communities, as well as those
located in previously designated empowerment zones and enter-
prise communities, would be eligible for special tax-exempt bond fi-
nancing under present-law rules, subject to the modifications de-
scribed below (and the exception to the volume cap described above
for newly designated empowerment zones).

The proposal would waive until the end of a “startup period” the
requirement that 95 percent or more of the proceeds of bond issue
be used by a qualified enterprise zone business. With respect to
each property the startup period would end at the beginning of the
first taxable year beginning more than two years after the later of
(1) the date of the bond issue financing such property, or (2) the
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date the property was placed in service (but in no event more than
three years after the date of bond issuance). This waiver would
only be available if at the beginning of the startup period there is
a reasonable expectation that the use by a qualified enterprise zone
business would be satisfied at the end of the startup period and the
business makes bona fide efforts to satisfy the enterprise zone busi-
ness definition. ,

The proposal also would waive the requirements of an enterprise
zone business (other than the requirement that at least 35 percent
of the business’ employees be residents of the zone or community)
for all years after a prescribed testing period equal to first three
taxable years after the startup period. ,

Finally, the proposal would relax the rehabilitation requirement
for financing existing property with qualified enterprise zone facil-
ity bonds. In the case of property which is substantially renovated
by the taxpayer, the property would not need to be acquired by the
taxpayer after zone or community designation or originally used by
the taxpayer within the zone if, during any 24-month period after
zone or community designation, the additions to the taxpayer’s
basis in the property exceeded 15 percent of the taxpayer’s basis
at the beginning of the period, or $5,000 (whichever is greater).

Effective Date

The proposed two additional urban empowerment zones (within
which would be available the same tax incentives as are available
in the empowerment zones designated pursuant to OBRA 1993)
would be designated within 180 days after enactment. The pro-
posed 20 additional empowerment zones (within which the wage
credit would not be available) and the 80 additional enterprise com-
munities would be designated after enactment but prior to January
1, 1998. For purposes of the additional section 179 expensing avail-
able within empowerment zones, the modifications to the definition
of “enterprise zone business” would be effective for taxable years
beginning on or after the date of enactment.

The proposed changes to the tax-exempt financing rules would be
effective for qualified enterprise zone facility bends and the new
empowerment zone facility bonds issued after the date of enact-
ment. :

2. Expensing of environmental remediation costs
(“Brownfields”)

Present Law

Code section 162 allows a deduction for ordinary and necessary
expenses paid or incurred in carrying on any trade or business.
Treasury Regulations provide that thé cost of incidental repairs
which neither materially add to the value of property nor appre-
ciably prolong its life, but keep it in an ordinarily efficient operat-
ing condition, may be deducted currently as a business expense.
Section 263(a)(1) limits the scope of section 162 by prohibiting a
current deduction for certain capital expenditures. Treasury Regu-
lations define “capital expenditures” as amounts paid or incurred
to materially add to the value, or substantially prolong the useful
life, of property owned by the taxpayer, or to adapt property to a
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new or different use. Amounts paid for repairs and maintenance do
not constitute capital expenditures. The determination of whether
an expense is deductible or capitalizable is based on the facts and
circumstances of each case.

Treasury Regulations provide that capital expenditures include
the costs of acquiring or substantially improving buildings, machin-
ery, equipment, furniture, fixtures and similar property having a
useful life substantially beyond the current year. In INDOPCO,
Inc. v. Commissioner, 112 S. Ct. 1039 (1992), the Supreme Court
required the capitalization of legal fees incurred by a taxpayer in
connection with a friendly takeover by one of its customers on the
grounds that the merger would produce significant economic bene-
fits to the taxpayer extending beyond the current year; capitaliza-
tion of the costs thus would match the expenditures with the in-
come produced. Similarly, the amount paid for the construction of
a filtration plant, with a life extending beyond the year of comple-
tion, and as a permanent addition to the taxpayer’s mill property,
was a capital expenditure rather than an ordinary and necessary
current business expense. Woolrich Woolen Mills v. United States,
289 F.2d 444 (8d Cir. 1961) .

Although Treasury regulations provide that expenditures that
materially increase the value of property must be capitalized, they
do not set forth a method of determining how and when value has
been increased. In Plainfield-Union Water Co. v. Commissioner, 39
T.C. 333 (1962), nonacq., 1964-2 C.B. 8, the U.S. Tax Court held
that increased value was determined by comparing the value of an
asset after the expenditure with its value before the condition ne-
cessitating the expenditure. The Tax Court stated that “an expend-
iture which returns property to the state it was in before the situa-
tion prompting the expenditure arose, and which does not make
the relevant property more valuable, more useful, or longer-lived,
is usually deemed a deductible repair.”

In several Technical Advice Memoranda (TAM), the Internal Rev-
enue Service (IRS) declined to apply the Plainfield Union valuation
analysis, indicating that the analysis represents just one of several
alternative methods of determining increases in the value of an
asset. In TAM 9240004 (June 29, 1992), the IRS required certain
asbestos removal costs to be capitalized rather than expensed. In
that instance, the taxpayer owned equipment that was manufac-
tured with insulation containing asbestos; the taxpayer replaced
the ashestos insulation with less thermally efficient, non-asbestos
insulation. The IRS concluded that the expenditures resulted in a
material increase in the value of the equipment because the asbes-
tos removal eliminated human health risks, reduced the risk of li-
ability to employees resulting from the contamination, and made
the property more marketable. Similarly, in TAM 9411002 (Novem-
ber 19, 1993), the IRS required the capitalization of expenditures
to remove and replace asbestos in connection with the conversion
" of a boiler room to garage and office space. However, the IRS per-
mitted deduction of costs of encapsulating exposed asbestos in an
adjacent warehouse.

In 1994, the IRS issued Rev. Rul. 94-38, 1994-1 C.B. 35, holding
that soil remediation expenditures and ongoing water treatment
expenditures incurred to clean up land and water that a taxpayer
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contaminated with hazardous waste are deductible. In this ruling,
the IRS explicitly accepted the Plainfield Union valuation analy-
sis.20 However, the IRS also held that costs allocable to construct-
ing a groundwater treatment facility are capital expenditures.

More recently, the IRS issued TAM 9541005 (October 13, 1995)
requiring a taxpayer to capitalize certain environmental study
costs, as well as associated consulting and legal fees. The taxpayer
acquired the land and conducted activities causing hazardous
waste contamination. After the contamination, but before it was
discovered, the company donated the land to the county to be de-
veloped into a recreational park. After the county discovered the
contamination, it reconveyed the land to the company for $1. The
company incurred the costs in developing a remediation strategy.
The IRS held that the costs were not deductible under section 162

ecause the company acquired the land in a contaminated state
when it purchased the land from the county. In a TAM issued on
January 17, 1996, the IRS revoked and superseded TAM 9541005.
Noting that the company’s contamination of the land and liability
for remediation were unchanged during the break in ownership by
the county, the IRS concluded that the break in ownership should
not, in and of itself, operate to disallow a deduction under section
162.

Description of Proposal

The proposal would provide that taxpayers could elect to treat
certain environmental remediation expenditures that would other-
wise be chargeable to capital account as deductible in the year paid
or incurred. The expenditure must be incurred in connection with
the abatement or control of hazardous substances at a qualified
contaminated site. In general, any expenditure for the acquisition
of depreciable property used in connection with the abatement or
control of hazardous substances at a qualified contaminated site
would not constitute a qualified environmental remediation ex-
penditure. However, depreciation deductions allowable for such
property which would otherwise be allocated to the site under the
principles set forth in Comm’r v. Idaho Power Co.2! and section
263A would be treated as qualified environmental remediation ex-
penditures.

A “qualified contaminated site” generally would be any property
that (1) is held for use in a trade or business, for the production

. of income, or as inventory; (2) is certified by the appropriate State

environmental agency to be located within a targeted area; and (3)
contains (or potentially contains) a hazardous substance (so-called
“pbrownfields”). Targeted areas generally would include (1)
empowerment zones and enterprise communities (as designated
under current law and to be designated under the proposal); (2)
sites announced before February 1, 1996, as being included in the
brownfields pilot project of the Environmental Protection Agency

20 Rev. Rul. 94-38 generally rendered moot the holding in TAM 9315004 (December 17, 1992)
requiring a taxpayer to capitalize certain costs associated with the remediation of soil contami-
nated with polychlorinated biphenyls (PCBs).

21 Comm'r v. Idaho Power Co., 418 U.S. 1 (1974) (holding that equipment depreciation alloca-
12)2593( t«;(lt;])m taxpayer’s construction of capital facilities must be capitalized under section

a)(1)). .
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(EPA); (8) any population census tract with a poverty rate of not
less than 20 percent; and (4) certain industrial and commercial
areas that are adjacent to tracts described in (3) above. Sites that
are identified on the national priorities list under Comprehensive
Environmental Respense, Compensation, and Liability Act of 1980
(CERCLA) could noi be targeted areas. Appropriate State agencies
would be designated by the EPA; if no State agency is designated,
the EPA would be responsible for providing the certification. Haz-
ardous substances generally would be defined as under sections
101(14) and 102 of CERCLA, but would not include substances
with respect to which a removal or remedial action is not permitted
under section 104(a)(3) of CERCLA.

The proposal further would previde that, in the case of property
to which a qualified environmental remediation expenditure other-
wise would have be capitalized, any deduction allowed under the
proposal would be treated as a depreciation deduction and the
property would be treated as subject to section 1245. Thus, deduc-
tions for qualified environmental remediation expenditures would
be subject to recapture as ordinary income upon sale or other dis-
position of the property.

Effective Date

The proposal would apply to expenditures paid or incurred after
the date of enactment, in taxable years ending after such date.
Pursuant to the “tax cut sunset” provision of the proposal, this pro-
vision would sunset for taxable years beginning after December 31,
2000. Thus, expenditures paid or incurred in taxable years begin-
ning after December 31, 2000, would not constitute “qualified envi-
ronmental remediation expenditures.” However, the President has
proposed that the provision be reinstated if the fiscal dividend for
the year 2000 is at least $20 billion.
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V. CORPORATE REFORM AND OTHER TAX PROVISIONS

A. Expatriation Tax Provisions

Present Law

U.S. citizens and residents generally are subject to U.S. income
tax on their worldwide income. The U.S. tax may be reduced or off-
set by a credit allowed for foreign income taxes paid with respect
to foreign source income. Nonresident aliens are taxed at a flat rate
of 30 percent (or a lower treaty rate) on certain types of passive
income derived from U.S. sources, and at regular graduated rates
on net profits derived from a U.S. business.

A U.S. citizen who relinquishes citizenship with a principal pur-
pose of avoiding U.S. taxes is subject to special tax rules for ten
years after expatriation. The determination of who is a U.S. citizen
for tax purposes, and when such citizenship is lost, is governed by
the provisions of the Immigration and Nationality Act, 8 U.S.C.
section 1401, et seq.

An individual who relinquishes U.S. citizenship with a principal
purpose of avoiding U.S. taxes is subject to tax on his or her U.S.
source income at the rates applicable to U.S. citizens, rather than

- the rates applicable to other nonresident aliens, for ten years after

expatriation. Solely for this purpose, gains on the sale of property
located in the United States and stocks and securities issued by
U.S. persons are treated as U.S. source income. This alternative
method of income taxation applies only if it results in a higher U.S.
tax liability than the amount otherwise determined for nonresident
aliens.

Rules applicable in the estate and gift tax contexts expand the
categories of items that are subject to estate and gift taxes in the
case of a U.S. citizen who relinquished citizenship with a principal
purpose of avoiding U.S. taxes within the ten-year period ending on
the date of transfer. Certain U.S. property controlled by such indi-
viduals and related persons is included in the individual’s estate,
and gifts of U.S.-situs tangible property by such individuals are
subject to the gift tax.

Description of Proposal
In general ‘ ‘

The proposal would replace the present-law expatriation income
tax rules with rules that generally subject certain U.S. citizens who
relinquish their U.S. citizenship and certain long-term U.S. resi-
dents who relinquish their U.S. residency to tax on the net unreal-
ized gain in their property as if such property were sold for fair
market value on the expatriation date. The proposal also would im-
pose information reporting obligations on U.S. citizens who relin-
quish their citizenship and long-term residents whose U.S. resi-
dency is terminated. In addition, the proposal would deny the sec-
tion 102 exclusion in the case of gifts or inheritances received from
an individual who was subject to the expatriation tax.
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Individuals covered

The proposal would apply the expatriation tax to certain U.S.
citizens and long-term residents who terminate their U.S. citizen-
ship or residency. For this purpose, a long-term resident would be
any individual who was a lawful permanent resident of the United
States for at least 8 out of the 15 taxable years ending with the
year in which the termination of residency occurs. In applying this
8-year test, an individual would not be considered to be a lawful
permanent resident of the United States for any year in which the
individual is taxed as a resident of another country under a treaty
tie-breaker rule. An individual’s U.S. residency would be considered
to be terminated when either the individual ceases to be a lawful
permanent resident pursuant to section 7701(b)(6) (i.e., the individ-
ual loses his or her green-card status) or the individual is treated
as a resident of another country under a tie-breaker provision of
a tax treaty (and the individual does not elect to waive the benefits
of such treaty).

The expatriation tax under the proposal would apply only to indi-
viduals whose average income tax liability or net worth exceeds
specified levels. U.S. citizens who lose their citizenship and long-
term residents who terminate U.S. residency would be subject to
the expatriation tax if they meet either of the following tests: (1)
the individual’s average annual U.S. Federal income tax liability
for the 5 taxable years ending before the date of such loss or termi-
nation is greater than $100,000, or (2) the individual’s net worth
as of the date of such loss or termination is $500,000 or more. The
dollar amount thresholds contained in these tests would be indexed
for inflation in the case of a loss of citizenship or termination of
residency occurring in any calendar year after 1996.

Exceptions from the expatriation tax under the proposal would
be provided for individuals in two situations. The first exception
would apply to an individual who was born with citizenship both
in the United States and in another country, provided that (1) as
of the date of relinquishment of U.S. citizenship the individual con-
tinues to be a citizen of, and is taxed as a resident of, such other
country, and (2) the individual was a resident of the United States
for no more than 8 out of the 15 taxable years ending with the year
in which the relinquishment of U.S. citizenship occurred. The sec-
ond exception would apply to a U.S. citizen who relinquishes citi-
zenship before reaching age 18%%, provided that the individual was
a resident of the United States for no more than 5 taxable years
before such relinquishment.

Deemed sale of properiy upon expatriction

Under the proposal, individuals who are subject to the expatria-
tion tax generally would be treated as having sold all of their prop-
erty at fair market value immediately prior to the relinquishment
of citizenship or termination of residency. Gain or loss from the
deemed sale of property would be recogrized at that time, generally
without regard to provisions of the Code that would otherwise pro-
vide nonrecognition treatment. The net gain, if any, on the deemed
sale of all such property would be subject to U.S. tax at such time
to the extent it exceeds $600,000 ($1.2 million in the case of mar-
ried individuals filing a joint return, both of whom expatriate).
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The deemed sale rule of the proposal generally would apply to all
property interests held by the individual on the date of relinquish-
ment of citizenship or termination of residency, provided that the
gain on such property interest would be includible in the individ-
ual’s gross income if such property interest were sold for its fair
market value on such date. Special rules would apply in the case
of trust interests (see “Interests in trusts,” below). U.S. real prop-
erty interests, which remain subject to U.S. taxing jurisdiction in
the hands of nonresident aliens, generally would be excepted from
the proposal. An exception also would apply to interests in quali-
fied retirement plans and, subject to ‘a limit of $500,000, interests
in certain foreign pension plans as prescribed by regulations. The
Secretary of the Treasury would be authorized to issue regulations
exempting other property interests as appropriate. For example, an
exclusion may be provided for an interest in a nonqualified com-
pensation plan of a U.S. employer, where payments from such plan
to the individual following expatriation would continue to be sub-
ject to U.S. withholding tax. _ \

Under the proposal, an individual who is subject to the expatria-
tion tax would be required to pay a tentative tax equal to the
amount of tax that would be due for a hypothetical short tax year
ending on the date the individual relinquished citizenship or termi-
nated residency. Thus, the tentative tax would be based on all the
income, gain, deductions, loss and credits of the individual for the
year through such date, including amounts realized from the
deemed sale of property. The tentative tax would be due on the
90th day after the date of relinquishment of citizenship or termi-

“nation of residency.

Deferral of payment of tax

Under the proposal, an individual would be permitted to elect, on
a property-by-property basis, to defer payment of the expatriation
tax with respect to the deemed sale of any property. Under this
election, the expatriation tax with respect to a particular property
would be calculated based on the fair market value of the property
on the date of expatriation, but the tax (plus interest thereon)
would not be due until the property is subsequently disposed of.
For this purpose, except as provided in regulations, the disposition
of property in a nonrecognition transaction would constitute a dis-
position. In addition, if an individual holds property until his or her
death, the individual would be treated as having disposed of the
property immediately before death. In order to elect deferral of the
expatriation tax, the individual would be required to provide ade-
quate security to ensure that the deferred expatriation tax and in-
terest ultimately will be paid. A bond in the amount of the deferred
tax and interest would constitute adequate security. Other security
mechanisms would also be permitted provided that the individual
establishes to the satisfaction of the Secretary of the Treasury that
the security is adequate. In the event that the security provided
with respect to a particular property subsequently becomes inad-
equate and the individual fails to correct such situation, the de-
ferred expatriation tax and interest with respect to such property
would become due. As a further condition to making this election,
the individual would be required to consent to the waiver of any
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treaty rights that would preclude the collection of the expatriation
tax.

Interests in trusts

In general

Under the proposal, special rules would apply to trust interests
held by the individual at the time of relinquishment of citizenship
or termination of residency. The treatment of trust interests would
depend upon whether the trust is a qualified trust. For this pur-
pose, a “qualified trust” is a trust that is organized under and gov-
erned by U.S. law and that is required by its instruments to have
at least one U.S. trustee.

Constructive ownership rules would apply to a trust beneficiary
that is a corporation, partnership, trust or estate. In such cases,
the shareholders, partners or beneficiaries of the entity would be
deemed to be the direct beneficiaries of the trast for purposes of ap-
plying these provisions. In addition, an individual who holds (or
who is treated as holding) a trust interest at the time of relinquish-
ment of citizenship or termination of residency would be required
to disclose on his or her tax return the methodology used to deter-
mine his or her interest in the trust, and whether such individual
knows (or has reason to know) that any other beneficiary of the
trust uses a different method.

Nongqualified trusts

If an individual holds an interest in a trust that is not a qualified
trust, a special rule would apply for purposes of determining the
amount of the expatriation tax due with respect to such trust inter-
est. The individual’s interest in the trust would be treated as a sep-
arate trust consisting of the trust assets allocable to such interest.
Such separate trust would be treated as having sold its assets as
of the date of relinquishment of citizenship or termination of resi-
dency and having distributed all proceeds to the individual, and
the individual would be treated as having recontributed such pro-
ceeds to the trust. The individual would be subject to the expatria-
tion tax with respect to any net income or gain arising from the
deemed distributicn from the trust. The election to defer payment
would be available for the expatriation tax attributable to a non-
qualified trust interest.

A beneficiary’s intersst in a nonqualified trust would be deter-
mined on the basis of ail facts and circumstances. These include
the terms of the trust instrument itself, any letter of wishes or
similar document, historical patterns of trust distributions, and the
role of any trust protector or similar advisor.

Qualified trusts

If the individual has an interest in a qualified trust, a difféerent
set of rules would apply. Under these rules, the amount of unreal-
ized gain allocable to the individual’s trust interest would be cal-
culated at the time of expatriation. In determining this amount, all
contingencies and discretionary interests would be assumed to be
resolved in the individual’s favor (i.e., the individual is allocated
the maximum amount that he or she potentially could receive
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under the terms of the trust instrument). The expatriation tax im-
posed on such gains generally would be collected when the individ-
ual receives distributions from the trust, or, if earlier, upon the in-
.dividual’s death. Interest would be charged for the period between
the date of expatriation and the date on which the tax is paid.

If an individual has an interest in a qualified trust, the individ-
ual would be subject to expatriation tax upon the receipt of any dis-
tribution from the trust. Such distributions may also be subject to
U.S. income tax. For any distribution from a qualified trust made
to an individual after he or she has expatriated, expatriation tax
would be imposed in an amount equal to the amount of the dis-
tribution multiplied by the highest tax rate generally applicable to
trusts and estates, but in no event would the tax imposed exceed
the deferred tax amount with respect to such trust interest. The
“deferred tax amount” would be equal to (1) the tax calculated with
respect to the unrealized gain allocable to the trust interest at the
time of expatriation, (2) increased by interest thereon, and (3) re-
duced by the tax imposed under this provision with respect to prior
trust distributions to the individual. ‘ o

If an individual’s interest in a trust is vested as of the expatria-
tion date (e.g., if the individual’s interest in the trust is non-contin-
gent and non-discretionary), the gain allocable to the individual’s
trust interest would be determined based on the trust assets alloca-
ble to his or her trust interest. If the individual’s interest in the
trust is not vested as of the expatriation date (e.g., if the individ-
ual’s trust interest is a contingent or discretionary interest), the
gain allocable to his or her trust interest would be determined

based on all of the trust assets that could be allocable to his or her

trust interest, determined by resolving all contingencies and discre-
tionary powers in the individual’s favor. In the case where more
than one trust beneficiary is subject to the expatriation tax with
respect to trust interests that are not vested, the rules are intended
to apply so that the same unrealized gain with respect to assets in -
the trust would not be taxed to both individuals.

If the individual disposes of his or her trust interest, the trust
ceases to be a qualified trust, or the individual dies, expatriation
tax would be imposed as of such date. The amount of such tax
would be equal to the lesser of (1) the tax calculated under the
rules for nonqualified trust interests applied as of such date or (2)
the deferred tax amount with respect to the trust interest as of
such date.

If the individual agrees to waive any treaty rights that would
preclude collection of the tax, the tax imposed under this provision
with respect to distributions from a qualified trust to the individual
would be deducted and withheld from distributions. If the individ-
ual does not agree to such a waiver of treaty rights, the tax with
respect to distributions to the individual would be imposed on the
trust, the trustee would be personally liable therefor, and any other
beneficiary of the trust would have a right of contribution against
such individual with respect to such tax. Similarly, in the case of
the tax imposed in connection with an individual’s disposition of a
trust interest, the individual’s death while holding a trust interest
or the individual’s holding of an interest in a trust that ceases to
be qualified, the tax would be imposed on the trust, the trustee
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would be personally liable therefor, and any other beneﬁciary. of
the trust would have a right of contribution against such individual
with respect to such tax.

Election to be treated as a U.S. citizen

Under the proposal, an individual would be permitted to make
an irrevocable election to continue to be taxed as a U.S. citizen
with respect to all property that otherwise would be covered by the
expatriation tax. This election would be an “all-or-nothing” election;
an individual would not be permitted to elect this treatment for
some property but not other property. The election, if made, would
apply to all property that would be subject to the expatriation tax
and to any property the basis of which is determined by reference
to such property. Under this election, the individual would continue
to pay U.S. income taxes at the rates applicable to U.S. citizens fol-
lowing expatriation on any income generated by the property and
on any gain realized on the disposition of the property, as well as
any excise tax imposed with respect to the property (see, e.g., sec.
1491). In addition, the property would continue to be subject to
U.S. gift, estate, and generation-skipping transfer taxes. However,
the amount of any transfer tax so imposed would be limited to the
amount of income tax that would have been due if the property had
been sold for its fair market value immediately before the transfer
or death. The $600,000 exclusion provided with respect to the expa-
triation tax under the proposal would be available to reduce the tax
imposed by reason of this election. In order to make this election,
the taxpayer would be required to waive any treaty rights that
would preclude the collection of the tax. The individual also would
be required to provide security to ensure payment of the tax under
this election in such form, manner, and amount as the Secretary
of the Treasury requires.

Date of relinquishment of citizenship

Under the proposal, an individual would be treated as having re-
linquished U.S. citizenship on the date that the individual first
makes known to a U.S. government or consular officer his or her
intention to relinquish U.S. citizenship. Thus, a U.S. citizen who
relinquishes citizenship by formally renouncing his or her U.S. na-
tionality before a diplomatic or consular officer of the United States
would be treated as having relinquished citizenship on that date,
provided that the renunciation is later confirmed by the issuance
of a CLN. A U.S. citizen who furnishes to the State Department
a signed statement of voluntary relinquishment of U.S. nationality
confirming the performance of an expatriating act with the req-
uisite intent to relinquish his or her citizenship would be treated
as having relinquished his or her citizenship on the date the state-
ment is so furnished (regardless of when the expatriating act was
performed), provided that the voluntary relinquishment is later
confirmed by the issuance of a CLN. If neither of these cir-
cumstances exist, the individual would be treated as having relin-
quished citizenship on the date a CLN is issued or a certificate of
naturalization is canceled. The date of relinquishment of citizen-
ship determined under the bill would apply for all tax purposes.
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Effect on present-law expatriation provisions

Under the proposal, the present-law income tax provisions with
respect to U.S. citizens who expatriate with a principal purpose of
avoiding tax (sec. 877) and certain aliens who have a break in resi-
dency status (sec. 7701(b)(10)) would not apply to U.S. citizens who
are treated as relinquishing their citizenship on or after February
6, 1995, or to long-term U.S. residents who terminate their resi-
dency on or after such date. The special estate and gift tax provi-
sions with respect to individuals who expatriate with a principal
purpose of avoiding tax (secs. 2107 and 2501(a)(3)) would, however,
continue to apply; a credit against the tax imposed solely by reason
of such special provisions would be allowed for the expatriation tax
imposed with respect to the same property.

Treatment of gifts and inheritances from an expatriate

Under the proposal, the exclusion from income provided in sec-
tion 102 would not apply to the value of any property received by
gift or inheritance from an individual who was subject to the expa-
triation tax (i.e., an individual who relinquished citizenship or ter-
minated residency and to whom the expatriation tax was applica-
ble). Accordingly, a U.S. taxpayer who receives a gift or inheritance
from such an individual would be required to include the value of
such gift or inheritance in gross income and would be subject to
U.S. income tax on such amount.

Required information reporting and sharing

Under the proposal, an individual who relinquishes citizenship or -
terminates residency would be required to provide a statement that
includes the individual’s social security number, forwarding foreign
address, new country of residence and citizenship and, in the case
of individuals with a net worth of at least $500,000, a balance
sheet. In the case of a former citizen, such statement would be due
not later than the date the individual’s citizenship is treated as re-
linquished and would be provided to the State Department (or
other government entity involved in the administration of such re-
linquishment). Such entity would be required to provide to the Sec-
retary of the Treasury copies of all statements received and the
names of individuals who refuse to provide such statements. In the
case of a former long-term resident, the statement would be pro-
vided to the Secretary of the Treasury with the individual’s tax re-
turn for the year in which the individual’'s U.S. residency is termi-
. nated. An individual’s failure to provide the statement required
under this provision would result in the imposition of a penalty for
each year the failure continues equal to the greater of (1) 5 percent
of the individual’s expatriation tax liability for such year, or (2)
$1,000, unless such failure is shown to be due to reasonable cause.

The proposal would require the State Department to provide the
Secretary of the Treasury with a copy of each CLN approved by the
State Department. Similarly, the proposal would require the agen-
cy administering the immigration laws to provide the Secretary of
the Treasury with the name of each individual whose status as a
lawful permanent resident has been revoked or has been deter-
mined to have been abandoned.

23374 96-3
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Further, the proposal would require the Secretary of the Treas-
ury to publish in the Federal Register the names of all former U.s.
citizens with respect to whom it receives the required statements
or whose names it receives under the foregoing information-sharing
provisions.

Effective Date

The proposal would be effective for U.S. citizens whose date of
relinquishment of citizenship (as determined under the proposal,
see “Date of relinquishment of citizenship” above) occurs on or after
February 6, 1995. Similarly, the proposal would be effective for
long-term residents who terminate their U.S. residency on or after
February 6, 1995.

U.S. citizens who committed an expatriating act with the req-
uisite intent to relinquish their U.S. citizenship prior to February
6, 1995, but whose date of relinquishment of citizenship (as deter-
mined under the proposal) does not occur until after such date,
would be subject to the expatriation tax under the proposal as of
date of relinquishment of citizenship. However, the individual
would not be subject retroactively to worldwide tax as a U.S. citi-
zen for the period after he or she committed the expatriating act
(and therefore ceased being a U.S. citizen for tax purposes under
present law). Such an individual would continue to be subject to
the expatriation tax imposed by present-law section 877 until the
individual’s date of relinquishment of citizenship (at which time
the individual would be subject to the expatriation tax of the pro-
posal). The rules described in this paragraph would not apply to an
individual who committed an expatriating act prior to February 6,
1995, but did not do so with the requisite intent to relinquish his
or her U.S. citizenship. '

The information reporting and sharing provisions would apply to
all individuals whose date of relinquishment of U.S. citizenship or
termination of U.S. residency occurs on or after February 6, 1995.

The tentative tax would not be required to be paid, and the re-
porting requirements would not be required to be met, until 90
days after the date of enactment.



59
B. Corporate Tax Reforms

1. Basis of substantially identical securities determined on
an average basis

Present Law

A taxpayer generally recognizes gain or loss on the sale of prop-
erty measured by the difference between the amount realized on
the disposition and the taxpayer’s adjusted basis in the property.
The gain or loss may be treated as long-term capital gain or loss
depending upon the character and holding period of the property.
Under Treasury regulations, if a taxpayer sells a portion of his or
her holdings in stocks or bonds, the taxpayer is allowed to identify
the securities disposed of for purposes of determining gain or loss
on the disposition. If the taxpayer does not make an adequate iden-
tification, he or she is deemed to have disposed of the securities
first acquired. Mutual fund irvestors are allowed to determine the
aﬁjusted bases of their shares based on the average cost of all such
shares.

Description of Proposal

In the case of substantially identical securities, the basis of the
securities would be determined on an average basis. If a taxpayer
disposes of less than all of such securities, the taxpayer would be
treated as having disposed of the securities first acquired. The Sec-
retary of the Treasury may provide, by regulation, that the average
basis rule would not apply to certain securities even if such securi-
ties are substantially identical to other securities of the taxpayer.
For this purpose, a “security” means any: (1) stock in a corporation;
(2) a partnership or beneficial interest in widely held or publicly
traded parinership or trust; (3) a note, bond, debenture, or other
evidence of indebtedness; or (4) evidence in an interest in, or a de-
rivative financial instrument in, any security described above, in-
cluding any option, forward contract, short position, and any simi-
lar financial instrument in such a security or currency.

Effective Date

The proposal would be effective for determinations made 30 days
after the date of enactment.

2. Require recognition. of gain on certain appreciated posi-
tions in personal property

Present Law

In general, gain or loss is taken into account for tax purposes
when realized. Gain or loss is usually realized with respect to a
capital asset at the time the asset is sold, exchanged, or otherwise
disposed of. Gain or loss is determined by comparing the amount
realized with the adjusted basis of the particular property sold. In
the case of corporate stock, the basis of shares purchased at dif-
ferent dates or different prices is generally determined by reference
to the actual lot sold if it can be identified. Special rules under the
Code can defer or accelerate recognition in certain situations.



60

The recognition of gain or loss is postponed for open transactions.
For example, in the case of a “short sale” (i.e., when a taxpayer
sells borrowed property such as stock and closes the sale by return-
ing identical property to the lender) no gain or loss on the trans-
action is recognized until the closing of the borrowing.

Transactions designed to reduce or eliminate risk of loss on fi-
nancial assets generally do not cause realization. For example, a
taxpayer may lock in gain on securities by entering into a “short
sale against the box” , i.e., when the taxpayer owns securities that
are the same as, or substantially identical to, the securities bor-
rowed and sold short. The form of the transaction is respected for
income tax purposes and gain on the substantially identical prop-
erty is not recognized at the time of the short sale. Pursuant to
rules that allow specific identification of securities delivered on a
sale, the taxpayer can obtain open transaction treatment by identi-
fying the borrowed securities as the securities delivered. When it
is time to close out the borrowing, the taxpayer can choose to de-
liver either the securities held or newly purchased securities. The
Code provides rules only to prevent taxpayers from using short
sales against the box to accelerate loss or to convert short-term
capital gain into long-term capital gain or long-term capital loss
into short-term capital loss.

Taxpayers can also lock in gain on certain property by entering
into straddles without recognizing gain for tax purposes. A straddle
consists of offsetting positions with respect to personal property. A
taxpayer can take losses on positions in straddles into account only
- to the extent the losses exceed the unrecognized gain in the other
positions in the straddle. In addition, rules similar to the short sale
rules prevent taxpayers from changing the tax character of gains
and losses recognized on straddles.

Taxpayers may engage in other arrangements, such as “equity
swaps” and other “notional principal contracts,” where the risk of
loss and opportunity for gain with respect to property are shifted
to another party (the “counterparty”). These arrangements do not
result in the recognition of gain by the taxpayer.

The Code accelerates the recognition of gains and losses in cer-
tain cases. For example, taxpayers are required each year to mark
to market certain regulated futures contracts, foreign currency con-
" tracts, non-equity options, and dealer equity options, and to take
any capital gain or loss thereon into account as 40 percent short-
term and 60 percent long-term. Securities dealers are also required
to mark their securities to market.

Description of Proposal

The proposal would require a taxpayer to recognize gain (but not
loss) upon entering into a constructive sale of any appreciated posi-
tion in either stock, a debt instrument, or a partnership interest.
A taxpayer would be treated as making a constructive sale of an
appreciated position when the taxpayer (or, in certain limited cir-
- cumstances, a person related to the taxpayer) substantially elimi-
nates risk of loss and opportunity for gain by entering into one or
more positions with respect to the same or substantially identical
property. For example, a taxpayer that holds appreciated stock and
enters into a short position with respect to that stock would recog-
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nize any gain on the stock. An equity swap with regard to the stock
that substantially eliminates risk of loss and opportunity for gain
would also be subject to provision. Similarly, a taxpayer that holds
appreciated stock and grants a call option or enters into a put op-
tion on the stock would generally recognize gain on the stock if
there is a substantial certainty that the option will be exercised. In
addition, a taxpayer would recognize gain on an appreciated posi-
tion in stock, debt or partnership interests if the taxpayer enters
into a transaction that is marketed or sold as substantially elimi-
nating the risk of loss and opportunity for gain, regardless of
whether the transaction involves the same or substantially iden-
tical property. -

The taxpayer would recognize gain in a constructive sale as if the
position were sold at its fair market value on the date of the sale
and immediately repurchased. An appropriate adjustment (such as
an increase in the basis of the position) would be made in the
amount of any additional gain or loss subsequently realized with
respect to the position; and a new holding period of such position
would begin as if the taxpayer had acquired the position on the
date of the constructive sale.

An appreciated financial position is defined as any position with
respect to any stock, debt instrument, or partnership interest, if
there would be gain were the position sold. Certain actively traded
trust instruments are treated as stock for this purpose. A position
is defined as any interest, including a futures or forward contract,
short sale, or option. ‘

Constructive sales would not include a transaction if the appre-
ciated financial position that is part of such transaction is marked
to market under present law sections 475 (mark to market for se-
curities dealers) or 1256 (mark to market for futures contracts, op-
tions and currency contracts).

A constructive sale also would not include any contract for the
sale of any stock, debt instrument, or partnership interest that is
not a marketable security {as defined in the section 453(f)(2) rules
that apply to installment sales) if the sale is reasonably expected
to occur within one year after the date such contract is entered
into. '

A person would be considered related to another for purposes of
the proposal if the relationship was one described in sections 267
or 707(b) and the transaction is entered into with a view toward
avoiding the purposes of the provision.

If there is a constructive sale of less than all of the appreciated
financial positions held by the taxpayer, the provision would apply
to such positions in the order in which acquired or entered into. If
the taxpayer actually disposed of a position previously construc-
tively sold, the offsetting positions creating the constructive sale
still held by the taxpayer would be treated as causing a new con-
structive sale of appreciated positions in substantially identical
property, if any, the taxpayer holds at that time.

The application of the proposal would be affected by the separate
.proposal to require average cost basis for securities. For example,
that proposal would affect the computation of the amount of gain
with respect to any constructive sale to which it applies.
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Effective Date

The proposal would be effective for constructive sales entered
into after the date of enactment. It also would apply to constructive
sales entered into after January 12, 1996 and before the date of en-
actment that remain open 30 days after the date of enactment. The
proposal would apply to these pre-enactment transactions as if the
constructive sale occurred on the date which is 30 days after the
date of enactment. '

In the case of a decedent dying after the date of enactment, if
a constructive sale of an appreciated financial position (as defined
in the proposal) had occurred before the date of enactment and re-
mains open on the day before the decedent’s death, and no gain
had been recognized under the constructive sale rules on the posi-
tion, such position (and any property related to it, under principles
of the provision) would be treated as property constituting rights
to receive income in respect of a decedent under section 691.

3. Disallowance of interest on indebtedness allocable to tax-
exempt obligations ) :

Present Law

In general

Present law disallows a deduction for interest on indebtedness
incurred or continued to purchase or carry obligations the interest
on which is not subject to tax (tax-exempt obligations) (sec. 265).
This rule applies to tax-exempt obligations held by individual and
corporate taxpayers. The rule also applies to certain cases in which
a taxpayer incurs or continues indebtedness and a related person
acquires or holds tax-exempt obligations.?2

Application to non-financial corporations

In Rev. Proc. 72-18, 1972-1 C.B. 740, the IRS provided guidelines
for application of the disallowance provision to individuals, dealers
'in tax-exempt obligations, other business enterprises, and banks in
certain situations. Under Rev. Proc. 72-18, a deduction is dis-
allowed only when indebtedness is incurred or continued for the
purpose of purchasing or carrying tax-exempt obligations.

This purpose may be established either by direct or circumstan-
tial evidence. Direct evidence of a purpose to purchase tax-exempt
obligations exists when the proceeds of indebtedness are directly
traceable to the purchase of tax-exempt obligations or when such
obligations are used as collateral for indebtedness. In the absence
of direct evidence, a deduction is disallowed only if the totality of
facts and circumstances establishes a sufficiently direct relation-
ship between the borrowing and the investment in tax-exempt obli-
gations.

Two-percent de minimis exception.—In the case of an individual,
interest on indebtedness generally is not disallowed if during the

22 Section 7701(f) (as enacted in the Deficit Reduction Act of 1984 (sec. 53(c) of Pub. L. No.
98-369)) provides that the Treasury Secretary shall prescribe such regulations as may be nec-
essary or appropriate to prevent the avoidance of any income tax rules which deal with linking
of borrowing to investment or diminish risk through the use of related persons, pass-through
entities, or other intermediaries.
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taxable year the average adjusted basis of the tax-exempt obliga-
tions does not exceed 2 percent of the average adjusted basis of the
individual’s portfolio investments and trade or business assets. In
the case of a corporation other than a financial institution or a
dealer in tax-exempt obligations, interest on indebtedness generally
is not disailowed if during the taxable year the average adjusted
basis of the tax-exempt obligations does not exceed 2 percent of the
average adjusted basis of all assets held in the active conduct of
the trade or business. These safe harbors are inapplicable to finan-
cial institutions and dealers in tax-exempt obligations.

Interest on installment sales to State and local governments.—If
a taxpayer sells property to a State or local government in ex-
change for an installment obligation, interest on the obligation may
be exempt from tax. Present law has been interpreted to not dis-
allow interest on a taxpayer’s indebtedness if the taxpayer acquires
nonsalable tax-exempt obligations in the ordinary course of busi-
ness in payment for services performed for, or goods supplied to,
State or local governments.23

Application to financial corporations

In the case of a financial institution, the allocation of the interest
expense of the financial institution (which is not otherwise alloca-
ble to tax-exempt obligations) is based on the ratio of the average
adjusted basis of the tax-exempt obligations acquired after August
7, 1987, to the average adjusted basis of all assets of the taxpayer
(sec. 265). In the case of an obligation of an issuer which reason-
ably anticipates to issue not more than $10 million of tax-exempt
obligations (other than certain private activity bonds) within a cal-
endar year (the “small issuer exception”), only 20 percent of the in-
terest all}ocable to such tax-exempt obligations is disallowed (sec.
291(a)(3)).

Description of Proposal

The proposal would extend to all corporations the rule that ap-
plies to financial institutions that disallows interest deductions of
a taxpayer (that are not otherwise disallowed as allocable under
present law to tax-exempt obligations) in the same proportion as
the average basis of its tax-exempt obligations bears to the average
basis of all of the taxpayer’s assets. The proposal would not extend
the small-issuer exception to taxpayers which are not financial in-
stitutions. Nonetheless, the proposal would not apply to nonsalable
tax-exempt debt acquired by a corporation in the ordinary course
of business in payment for goods or services sold to a State or local
government. Under the proposal, insurance companies would not
be subject to the pro rata rule. Finally, the proposal would apply
the interest disallowance provision to all related persons (within
the meaning of section 267(f)). Accordingly, in the case of related
parties that are members of the same consolidated group, the pro
rata disallowance rule would apply as if all the members of the
group were a single taxpayer. The consolidated group rule would
be applied without regard to any member that is an insurance com-

23 R B. George Machinery Co., 26 B.T.A. 594 (1932) acq. C.B. XI-2, 4; Rev. Proc. 72-18, as
modified by Rev. Proc. 87-53, 1987-2 C.B. 669.
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pany. In the case of related persons that are not members of the
same consolidated group, the tracing rules would be applied by
treating all of the related persons as a single entity. The proposal
is not intended to affect the application of section 265 to related
parties under current law.

Effective Date

The proposal would be effective for taxable years beginning after
December 31, 1995, with respect to obligations acquired after De-
cember 7, 1995.

4. Deny interest deduction on certain debt instruments

Present Law

Whether an instrument qualifies for tax purposes as debt or eq-
uity is determined under all the facts and circumstances based on
principles developed in case law. If an instrument qualifies as eq-
uity, the issuer generally does not receive a deduction for dividends
paid. If an instrument qualifies as debt, the issuer may receive a
deduction for accrued interest and the holder generally includes in-
terest in income, subject to certain limitations.

Original issue discount (“OID”) on a debt instrument is the ex-
cess of the stated redemption price at maturity over the issue price
of the instrument. An issuer of a debt instrument with OID gen-
erally accrues and deducts the discount as interest over the life of
the instrument even though interest may not be paid until the in-
strument matures. The holder of such a debt instrument also gen-
erally includes the OID in income on an accrual basis.

Section 385(c) provides rules for when an issuer’s characteriza-
tion of an interest in a corporation shall be binding on the issuer
and the holders.

Description of Proposal

Under the proposal, no deduction would be allowed for interest
or OID on an instrument issued by a corporation (or issued by a
partnership to the extent of its corporate partners) that (1) has a
maximum weighted average maturity of more than 40 years, or (2)
is payable in stock of the issuer or a related party (within the
meaning of sections 267(b) and 707(b)), including an instrument a
substantial portion of which is mandatorily convertible or convert-
ible at the issuer’s option into stock of the issuer or a related party.
In addition, an instrument would be treated as payable in stock if
a substantial portion of the principal or interest is required to be
determined, or may be determined at the option of the issuer or re-
lated party, by reference to the value of stock of the issuer or relat-
ed party. An instrument would also be treated as payable in stock
if it is part of an arrangement designed to result in the payment
of the instrument with such stock, such as in the case of certain
issuances of a forward contract in connection with the issuance of
debt, nonrecourse debt that is secured principally by such stock, or
certain debt instruments that are convertible at the holder’s option
when it is substantially certain that the right will be exercised.
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The proposal would also clarify that for purposes of section
385(c), an issuer will be treated as having characterized an instru-
ment as equity if the instrument (1) has a maximum term of more
than 20 years, and (2) is not shown as indebtedness on the sepa-
rate balance sheet of the issuer. For this purpose, in the case of an
instrument with a maximum term of more than 20 years issued to
a related party (other than a corporation) that is eliminated in the
consolidated balance sheet that includes the issuer and the holder,
the issuer will be treated as having characterized the instrument
as equity if the holder or some other related party issues a related
instrument that is not shown as indebtedness on the consolidated
balance sheet. For this purpose, an instrument would not be treat-
ed as shown as indebtedness on a balance sheet because it is de-
scribed as such in footnotes or other narrative disclosures. The pro-
posal would apply only to corporations that file annual financial
statements (or are included in financial statements filed) with the
Securities and Exchange Commission (SEC), and the relevant bal-
ance sheet is the balance sheet filed with the SEC. In addition, this
proposal would not apply to leveraged leases.

For purposes of the proposal, weighted average maturity and
tgnrcll are determined assuming all options to extend will be exer-
cised.

The proposal generally would not apply to demand loans, re-
iieemable ground rents or any other indebtedness specified by regu-
ation. '

The proposal is not intended to affect the characterization of in-
struments as debt or equity under current law.

Effective Date

The proposal would be effective for instruments issued on or
after December 7, 1995. The proposal would not apply, however, to
instruments: (1) issued pursuant to a commitment that was bind-
ing on December 6, 1995 and at all times thereafter until the in-
strument is issued; (2) issued pursuant to an exchange offer which
was outstanding on December 6, 1995; (3) priced for purposes of is-
suance on or before such date; (4) issued pursuant to a registration
statement filed with the Securities and Exchange Commission
(“SEC”; on or before December 7, 1995 (other than a statement
that contemplates a delayed or continuous offering of instruments),
to the extent the instruments are described in, and the aggregate
amount of the instruments does not exceed the aggregate the
amount stated in, the registration statement; (5) issued pursuant
to a registration statement that contemplates delayed or continu-
ous offering filed with the SEC on or before December 7, 1995 to
the extent the instruments are described in, and the aggregate
amount of the instruments does not exceed the amount stated in,
a prospectus supplement (including a preliminary prospectus sup-
plement) filed on or before December 7, 1995, or, if the preliminary
prospectus does not state a maximum amount to be issued, the ag-
gregate amount expected to be offered as established by contem-
poraneous, written evidence; or (6) issued pursuant to a private
placement under SEC rule 144A if, on or before December 7, 1995,
the issuer had made a public announcement of its intention to
issue the instruments and an offering circular or memorandum (in-
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cluding a preliminary offering circular or memorandum) with re-
spect to the debt had been distributed to prospective investors, but
only to the extent the instruments were described in, and the
amount of the instruments does not exceed the amount stated in,
the offering circular or memorandum; and (7) any instruments is-
sued before the 30th day after the enactment of this proposal as
part of an issue that is substantially identical (other than yield) to
an issue which was publicly announced as having been sold on De-
cember 7, 1995, but which was terminated on or after such date.

5. Defer interest deduction on certain convertible debt

Present Law

Certain debt instruments contain a feature that allows the hold-
er or the issuer, at certain future dates, to convert the instrument
into shares of stock of the issuer or a related party. Some of these
instruments may be issued at a discount and are convertible into
a fixed number of shares of the issuer, regardless of the amount
of original issue discount (“OID”) accrued as of the date of conver-
sion. Treasury regulations governing the accrual and deductibility
of OID ignore options to convert a debt instrument into stock or
debt of the issuer or a related party or into cash or other property
having a value equal to the approximate value of such stock or debt
(Treas. reg. sec. 1.1272-1(c)). Thus, OID on a convertible debt in-
strument generally is deductible as interest as such OID accrues,
regardless of whether or not the debt is converted. The treatment
of a holder of a discount instrument is similar to that of the issuer,
i.e., a holder includes OID in income on an accrual basis.

Other convertible instruments may be issued with coupon inter-
est, rather than OID, and may provide that if the debt is converted
into stock, the holder does not receive any interest that accrued but
was unpaid between the latest coupon date and the conversion
date. Under present law, the issuer of such instrument generally
cannot deduct such accrued but unpaid interest.24 ‘

Description of Proposal

The proposal would defer interest deductions on convertible debt
~until such time as the interest is paid. For this purpose, payment
would not include: (1) the conversion of the debt into equity of the
issuer or a related person (as determined under secs. 267(b) and
707(b)) or (2) the payment of cash or other property in an amount
that is determined by reference to the amount of such equity. Con-
vertible debt would include debt: (1) exchangeable into the stock of
a party related to the issuer, (2) with cash-settlement conversion
features, or (3) issued with warrants (or similar instruments) as
part of an investment unit in which the debt instrument may be
used to satisfy the exercise price of the warrant. Convertible debt
would not include: (1) debt that is “convertible” because a fixed
payment of principal or interest could be converted by the holder
into equity of the issuer or a related party having a value equal
to the amount of such principal or interest, or (2) any other debt
specified by the Secretary of the Treasury. Holders of convertible

24 See, Rev. Rul. 74-127, 1974-1 C.B. 47 and Scott Paper v. Comm.,74 T.C. 137 (1980).
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debt would continue to include the interest on such instruments in
gross income as under present law.

Effective Date

The proposal would be effective for debt issued on or after De-
cember 7, 1995. The proposal would not apply, however, to any
debt instrument: (1) issued pursuant to a commitment that was
binding before December 7, 1995; (2) issued pursuant to an ex-
change offer which was outstanding on such date; (3) which was
priced for purposes of issuance on or before such date; (4) issued
pursuant to a registration statement filed with the Securities and
Exchange Commission (“SEC”) on or before such date (other than
a registration statement which, under 17 CFR 230.415, con-
templated a delayed or continuous offering of such debt), but only
to the extent that such debt is described in, and the amount of
such debt does not exceed the aggregate the amount stated in, such
registration statement as of such date; (5) issued pursuant to a reg-
istration statement filed with the SEC on or before such date and
which, under 17 CFR 230.415, contemplated a delayed or continu-
ous offering of such debt if a prospectus supplement (including a
preliminary prospectus supplement) to such registration supple-
ment was filed under 17 CFR 230.424 on or before such date, but
only to the extent that such debt is described in, and the amount
of such debt does not exceed the aggregate the amount stated in,
such prospectus supplement as of such date (or, to the extent a pre-
liminary prospectus supplement as of such date does not state a
maximum amount to be issued, the amount expected to be offered
may be established by other contemporaneous, written evidence);
(6) issued pursuant to a private placement that contemplates re-
sales of the instruments pursuant to 17 CFR 230.144A, but only if,
on or before such date, the issuer made a public announcement of
its intention to issue the debt and an offering circular or memoran-
dum (including a preliminary offering circular or memorandum)
with respect to the debt had been distributed to prospective inves-
tors, but only to the extent such debt is described in, and the
amount of such debt does not exceed the aggregate thé amount
stated in, such offering circular or memorandum as of such date;
or (7) issued before the 30th day after the date of enactment of this
Act, as part of an issue substantially identical (other than yield) to
an issue which was publicly announced as having been sold on De-
cember 7, 1995, but was terminated on such date.

6. Gains and losses from certain terminations with respect
. to property

Present Law

Extinguishment treated as sale or exchange.—The definition of
capital gains and losses in section 1222 requires that there be a
“sale or exchange” of a capital asset. Court decisions interpreted
this requirement to mean that when a disposition is not a sale or
exchange of a capital asset, for example, a lapse, cancellation, or
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abandonment, the disposition produces ordinary income or loss.25
Under a special provision, gains and losses attributable to the can-
cellation, lapse, expiration, or other termination of a right or obli-
gation with respect to certain personal property are treated as
gains or losses from the sale of a capital asset (sec. 1234A). The
personal property subject to this rule is (1) personal property (other
than stock that is not part of straddle or of a corporation that is
not formed or availed of to take positions which offset positions in
personal property of its shareholders) of 